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INTRODUCTION

The House Committee on Ways and Means has scheduled public

hearings on June 4-6 and 18-20, and July 16-18, 1991, on factors

affecting U.S international competitiveness. This pamphlet,^ pre-

pared by the staff of the Joint Committee on Taxation (except for

the Congressional Research Service Report included in the Adden-
dum to the pamphlet), provides a discussion and analysis of eco-

nomic and tax-related issues affecting the international competi-

tiveness of the United States economy.
The main text of the pamphlet is divided into three parts: ^

(1) Part One.—This part provides a discussion and analysis of

competitiveness generally, including alternative measures of

competitiveness, trends in the competitiveness of the United
States, capital and competitiveness, trends in education and
human capital, and certain other factors affecting competitive-

ness.

(2) Part Two.—This part provides background information
and discusses present-law U.S. tax rules and issues relating to

taxation of investment outside of the United States by U.S.

persons, including related tax treaty issues.^

(3) Part Three.—This part provides a description and analysis

of a value-added tax and consumption taxes generally, includ-

ing methods of determining a taxable base under a value-added
tax, economic issues under a value-added tax and consumption
taxes generally, experience of foreign countries with a value-

added tax, and value-added tax administrative issues.

Finally, the Addendum to the pamphlet contains a report pre-

pared by the Congressional Research Service (CRS), Economics Di-

vision,* at the request of the staff of the Committee on Ways and
Means in connection with the hearings. The CRS Report contains
economic data and discussion of various non-tax factors affecting

U.S. international competitiveness.

' This pamphlet may be cited as follows: Joint Committee on Taxation, Factors Affecting the

International Competitiveness of the United States, (JCS-6-91), May 30, 1991.
^ The footnotes, tables, and figures are numbered sequentially within each of the three parts

of the text.

^ Of course, the tax laws of foreign countries also help to determine the income tax treatment
of the foreign income of U.S. persons. A detailed discussion of foreign tax laws is beyond the
scope of this pamphlet, however. Part Two of the pamphlet does describe some foreign tax laws
where they are relevant to an understanding of certain aspects of U.S. treaties affecting the
taxation of foreign income of U.S. residents. In addition. Part Two describes recent income tax
measures undertaken as a group by the 12 member nations of the European E)conomic C!ommu-
nity.

* Congressional Research Service, "International Economic Competitiveness, Trade Perform-
ance and U.S. Living Standards," May 28, 1991.
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OVERVIEW OF THE PAMPHLET

The following summary of the principal issues and analyses from
each of the three parts of the pamphlet ^ is intended to assist the
Committee in its review of factors affecting U.S. international com-
petitiveness and to draw attention to particular issues that the

Committee may wish to explore.

International competitiveness of the United States

Definitions of competitiveness

• No common definition of competitiveness is employed in policy

discussions. Three possible definitions have been highlighted: mul-
tinational competitivenesss; trade competitiveness; and standard of

living competitiveness.

• Standard of living competitiveness refers to comparisons of

the amount of consumption of goods, services, and leisure in the
United States with those of other countries and the prospects for

future gains in the U.S. standard of living. Standard of living com-
petitiveness is the best measure of a nation's well-being.

• Trade competitiveness refers to the ability of firms located in

the United States to sell their output in foreign markets and to

compete in domestic markets with output produced in foreign coun-
tries. Trade competitiveness generally is measured by the U.S.
trade deficit. The trade deficit does not measure a nation's well-

being or potential for economic growth; emphasis on the trade defi-

cit as a measure of competitiveness may be misplaced.

• Multinational competitiveness refers to the ability of U.S.
multinational firms that locate their production overseas to com-
pete in foreign markets with foreign firms. It does not address the
overall international competitiveness of the U.S. economy.

Measures of the U.S. standard of living and the outlook for

future growth in the standard of living

• United States per capita gross domestic product (GDP) exceed-
ed $19,000 in 1988. The purchasing power represented by this level

of per capita GDP exceeds that of all other countries in the OECD.^
While the current level of the U.S. standard of living is high, most
other major industrialized countries' standards of living have in-

creased relative to the United States'.

• The growth of real per capita GDP may overstate the gains in

the standard of living made by the United States in the last twenty
years. Much of the growth in per capita GDP appears to have re-

• In addition to the three main parts of the pamphlet, the Addendum contains a report by the
Congressional Research Service, which discusses various non-tax, economic factors affecting U.S.
international competitiveness.

^ Measured at the then prevailing exchange rates, the dollar denominated per capita GDP of
Japan, Switzerlemd, and Sweden exceeded that of the United States.

(3)
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suited from increased labor force participation rather than from
gains in productivity of the existing labor force.

• The rate of net investment as a percentage of GDP in the
United States has averaged less than that of most other industrial-

ized countries for the past thirty years, averaging 7.4 percent per
year in the United States for the period 1960 to 1989; this compares
with a 19.8 percent rate in Japan, 12.7 percent in Germany, 11.7

percent in Canada, and 8.5 percent in the United Kingdom.
• The United States has a low saving rate in comparison to

other countries. Over the period of 1960 to 1989 the net saving rate
of the United States as a percentage of GDP averaged 7.2 percent
per year, while that of Japan averaged 20.7 percent, Germany 14.0

percent, Canada 9.9 percent, and the United Kingdom 7.4 percent.

• The U.S. saving rate has declined in the 1980s from its already
relatively low levels, so the United States has needed to borrow
from foreigners to finance investment. The decline in saving cou-

pled with net foreign borrowing explains the large trade deficits of

the 1980s. The current large Federal budget deficit contributes to a
low national saving rate.

• The United States' investment in human capital also appears
to be lagging that of other countries. While the fraction of the
United States' populace receiving postsecondary education exceeds
that of most other countries, many comparative studies question
the quality of the education received.

Tax policy and U.S. competitiveness

• Although costs of capital are very difficult to measure, one
common explanation for the higher levels of investment in other
countries relative to that in the United States is that the United
States has a higher cost of capital.

• Recent empirical studies found that tax policy differences do
not account for much of the measured difference in international
capital costs. The cost of capital may be higher in the United
States than elsewhere because the U.S. saving rate has been lower
than elsewhere; to the extent that capital has become more inter-

nationally mobile, these differences may disappear over time.

• Substantial disagreement exists among economists as to the
effect on saving of increases in the net return to saving, and thus
whether changes in U.S. tax policy would substantially alter U.S.
saving rates.

• Even if a particular tax policy has a strong effect on private
saving, national saving is comprised of private and public saving.
To the extent that policies to increase private saving increase the
size of the Federal budget deficit, at least some of the positive

effect on national saving is lost. Most economists agree that deficit

reduction increases national saving.

Taxation of investment outside the United States by U.S. persons

• By promoting investment within its borders, a government
can increase the productivity of its workforce and, if international
investment is taxed at the source, it can increase its tax revenues.
• Three concepts commonly serve as guideposts for discussion of

tax policies toward outbound investment:



—National neutrality.—This condition is associated with tax-

ation of outbound investment at higher rates than domestic in-

vestment. This poHcy favors domestic investment over out-

bound investment.—Capital export neutrality.—This is associated with taxation

of outbound investment at the same rate as domestic and out-

bound investment.—Capital import neutrality.—As a practical matter, this typi-

cally is associated with taxation of outbound investment at

rates below that of domestic investment. This policy favors out-

bound investment over domestic investment.

• The relative attractiveness of moving the tax system toward
any one of these goals depends primarily on the response of domes-
tic saving to increased outbound investment.

• Economic analysis can demonstrate that for any capital

import-neutral tax policy there is almost always a superior reve-

nue-neutral capital export-neutral policy. For example, a $10 bil-

lion across-the-board reduction in tax rates on capital income from
both foreign and domestic sources is more efficient than a $10 bil-

lion reduction in tax rates only for outbound investment.

• The current U.S. tax system displays characteristics of all

three principles. Certain provisions favor domestic investment over

outbound investment, while others favor outbound investment over

domestic investment.
• Implementation of a pure capital import-neutral tax system

would relinquish to foreign governments control over the U.S. tax

treatment of outbound investment by U.S. persons.

• Implementation of a pure capital export-neutral tax system
would relinquish to foreign governments tax jurisdiction over U.S.

income of U.S. persons.

• Replacing the foreign tax credit with a deduction for foreign

taxes would discourage outbound investment and, to the extent do-

mestic investment increases, could increase domestic employment.
However, this policy would reduce worldwide welfare and, since it

would likely be met with retaliation by foreign governments, ulti-

mately likely would reduce national economic welfare.

Value-added taxes

• In general, a value-added tax (VAT) is a tax on consumption
that is collected by imposing tax on the "value added" at each
stage in the production and distribution of goods and services.

• The amount of value added generally can be determined
under the credit-invoice method (which relies on sales and pur-
chase invoices and which is used by nearly all countries that have
adopted a VAT), or the subtraction or addition methods (which rely

on accounting records).

• A single-rate VAT that applies to all consumption generally is

considered administratively simpler and economically more effi-

cient than a multiple-rate VAT or a VAT that exempts particular

goods and services.

• Economists generally believe that the economic effects of any
VAT are similar to that of other consumption taxes, regardless of

whether the value added is determined under the credit-invoice

method or under the subtraction or addition methods. In addition,



it is generally agreed that despite the mechanical differences, the
credit-invoice method and the addition and subtraction methods
have roughly the same impact on saving, international trade, and
the distribution of income.

• Unlike an income tax, a VAT does not tax the return to
saving. Therefore, to the extent a VAT is used to replace an
income tax, it may increase saving.

• Like any broad-based consumption tax, a VAT generally is

considered a regressive tax. This regressivity may be offset through
increases in means-tested transfer payments or through a refund-
able income tax credit. Preferential treatment of necessities under
a VAT does not efficiently alleviate the regressivity of a VAT.
• Border tax adjustments common to most value-added taxes

appear to provide incentives for exports or disincentives to imports.
However, border tax adjustmeiits neither promote nor discourage
international trade.

• During the past 25 years, approximately 50 countries, includ-
ing Canada, Japan, Mexico, the United Kingdom, and nearly all

other major trading partners of the United States, have enacted
some form of a value-added, consumption-based tax. The relative
reliance of foreign countries on consumption taxes, such as the
VAT, as a source of government revenue is much greater than the
reliance of the United States on such taxes.



PART ONE: *

DISCUSSION OF THE COMPETITIVENESS OF THE UNITED
STATES ECONOMY

I. GENERAL OVERVIEW OF COMPETITIVENESS

A. Definitions of Competitiveness

Over the last decade, policymakers, business groups, and econo-

mists have argued that improving the international competitive-

ness of the economy of United States should be a major policy goal.

This increased focus on competitiveness is certainly related to some
of the economic trends of the 1980s: unprecedented large U.S. trade

deficits, large inflows of foreign investment in the U.S., and low na-

tional saving rates. Although the term "competitiveness" is used

frequently, it does not have a consistent definition. This section ex-

plores various meanings commonly given to the term "competitive-

ness" in recent writings on U.S. economic policy.

Trade competitiveness

One definition of competitiveness is the ability of firms located in

the United States to sell their output in foreign markets and to

compete in domestic markets with output produced in foreign coun-

tries. Competitiveness in this sense is measured by the U.S. trade

deficit.

Standard of living competitiveness

A second definition of competitiveness does not focus specifically

on international trade and investment. Instead, this measure of

competitiveness compares the current U.S. living standard and the

prospects for future U.S. living standards with those of other coun-

tries. This measure focuses on the productivity growth of U.S. labor

and the saving rate of the United States, because both of these fac-

tors affect future living standards. According to this concept of

competitiveness, policy goals should not focus primarily on either

the trade surplus or deficit, nor on capital flows between nations,

though both of these may be useful as indicators of the success of

more fundamental policies. The President's Commission on Indus-

trial Competitiveness emphasizes standards of living as an impor-
tant measure of competitiveness:

Competitiveness is the degree to which a nation can, under
free and fair market conditions, produce goods and serv-

ices that meet the test of international markets while si-

* For a discussion of background and issues relating to taxation of investment outside of the
United States by U.S. persons, see Part Two of this pamphlet. See Part Three for a discussion of

value-added taxes.

(7)



multaneously maintaining or expanding the real income of
its citizens. ^

Multinational competitiveness

A third definition of U.S. competitiveness is the ability of U.S.
multinationals (firms headquartered in the United States that op-

erate abroad) that locate production facilities overseas to compete
in foreign markets. Overseas production facilities owned by U.S. in-

terests may compete with firms owned by residents of the host
country or with multinational firms based in other countries. This
definition of competitiveness focuses on the after-tax returns to in-

vestments in production facilities abroad.

B. Evaluating Alternative Measures of Competitiveness

National income accounting

In order to evaluate each of these definitions of competitiveness,
it is important to understand the economic relationships between
them. Trade deficits, capital inflows, investment, savings, and
income are all connected in the economy. These connections can be
examined through the national income and product accounts,
which measure the flow of goods and services (product) and income
in the economy. ^

The value of an economy's total output must be either consumed
domestically (by private individuals and government), invested do-

mestically, or exported abroad. If an economy consumes and in-

vests more than it produces, it must be importing goods from
abroad. In order to pay for those imports, the country sells some of
its assets. Thus, an economy that runs a trade deficit will also ex-

perience foreign capital inflows as foreign persons purchase domes-
tic assets.

For example, when the United States imports more than it ex-

ports, the United States pays for the imports with dollars. If for-

eigners are not buying goods with the dollars, then they will invest
the dollars in U.S. assets. (An alternate way of viewing these rela-

' President's Commission on Industrial Competitiveness, Global Competition, The New Reali-
ty, Vol. 1, January 1985, p. 6.

^ The national income and product accounts measure the flow of goods and services (product)
and income in the economy. The gross national product (GNP) of the economy is the total

annual value of goods and services produced by the economy and may be measured in several
ways. One way is to measure GNP by expenditure on final product. By this measure,

(1) GNP = C + I + G + (X-M) + NI.
Equation (1) is an accounting identity which states that gross national product equals the sum

of consumption expenditures (C), private investment expenditures on plant, equipment, invento-
ry, and residential construction (I), government purchases of goods £uid services (G), net exports
(exports less imports of goods and services and net interest payments to foreigners, or X —M)
and net investment income (NI, or the excess of investment income received from abroad over
investment income sent abroad).
An alternative is to measure GNP by the manner in which income is spent. By this measure,

(2) GNP = C + S + T.

Equation (2) is another accounting identity which states that gross national product equals
the sum of consumption gxpenditures, saving by consumers and businesses (S) and net tax pay-
ments to the government (T) (net tax payments are total t£ix receipts less transfer, interest, and
subsidy pa3mients made by all levels of government).
Because both measures of GNP are simple accounting identities, the right hand side of equa-

tion (1) must equal the right hand side of equation (2). From this observation can be derived an
additional national income accounting identity.

(3) I = S + (T - G) + (M - X) - NI
This is the basis for the statement that national investment equeds private saving (S), plus

public saving (T — G) and net imports (M — X), less net investment income.



tionships is that dollars flowing out of the economy in order to pur-

chase goods or to service foreign debt must ultimately return to the

economy as payment for exports or as net investment.)

Net foreign borrowing is also used to finance domestic invest-

ment. Since domestic investment must be financed either through
national saving or foreign borrowing, net foreign borrowing must
also equal tlie difference between domestic investment and saving.

These relationships can be summarized as follows (the equation

ignores relatively small unilateral transfers such as foreign aid):

Net Foreign Borrowing = Investment — Saving

= (Imports — Exports) — Net Investment Income

where imports and exports include both goods and services, and net
investment income is equal to the excess of investment income re-

ceived from abroad over investment income sent abroad. The
excess of imports over exports is called the trade deficit in goods
and services. Net investment income can be viewed as payments re-

ceived on previous foreign investments less payments made to serv-

ice foreign debt.

Thus, if the investment in an economy is larger than that coun-

try's saving, the country must either be running a trade deficit or

servicing previously acquired debt (i.e., the economy is increasing

its borrowing in order to service its debt). Similarly, a country
cannot run a trade surplus without also exporting capital, either by
increasing its foreign investments, or by servicing previously ac-

quired foreign debt. Because the level of net investment income in

any year is fixed by the level of previous foreign investment
(except for changes in interest rates), changes in investment or

saving that are associated with capital inflows will have a negative
impact on a country's trade balance.

Trade competitiveness

A trade deficit is not necessarily undesirable. For example, if a
country uncovers profitable investment opportunities, then it will

be in that country's interest to obtain funds from abroad to invest

in these profitable projects.^ In this situation, investment will

exceed saving, and the initial effect of the foreign capital inflow
will be a trade deficit. For example, suppose new oil reserves which
could be profitably recovered through increased investment are dis-

covered in the United States. The investment may be financed by
foreigners. In order to invest in U.S. assets, foreigners will have to

buy dollars, thus increasing the value of the dollar. This dollar ap-

preciation makes U.S. goods more expensive to foreigners and for-

eign goods cheaper for U.S. residents, resulting in a trade deficit.

Eventually, the flow of capital will be reversed, as the U.S. demand
for new investment falls, and foreigners receive interest and divi-

dend payments on their investments.
The foreign borrowing in the above example was used to finance

investment. This borrowing did not reduce the living standards of

' This scenario describes the experience of the United States in the mid to late ISOOs, when
foreign capital inflows financed much of the investment in railroads and other assets.
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current or future U.S. residents, because the interest and dividends
that were paid to foreigners came from the return from the new
investment. If foreign borrowing finances consumption instead of

investment, there are no new assets created to generate a return
which can support the borrowing; when the debt is eventually
repaid, the repayments will come at the expense of future con-

sumption. For instance, consider a situation in which the domestic
supply of funds for investment decreases because domestic saving
rates fall. Foreign borrowing in this case is not associated with in-

creased investment, but is instead devoted to investment that was
previously financed with domestic savings. Because the foreign bor-

rowing is, not associated with increased investment, future output
does not increase, and interest and dividends on the investment
will be paid at the expense of future consumption. In this case,

t

there may be an increase in the standard of living for current U.S.
residents at the expense of a decrease in the standard of living of

future residents.

During the period that foreign borrowing finances U.S. consump-
tion, the United States runs a trade deficit. Although the United
States could service its growing foreign debt by increased borrow-
ing, and hence larger trade deficits, in the long run, trade deficits

cannot keep growing. In fact, the United States must eventually
run a trade surplus in order for the foreign debt to stabilize rela-

tive to GNP. If the United States imported more goods than it ex-

ported every year, then there would also be an inflow of foreign

capital every year. This capital inflow would be growing with the
increasing costs of servicing the foreign debt. Eventually, foreign-

ers would be unwilling to continue lending to the United States,

and the value of the dollar would fall. The fall in the dollar would
eliminate the trade deficit, and the United States would eventually
run a trade surplus, so that the current account deficit (the sum of

the trade deficit in goods and services and the net interest on for-

eign obligations) would be small enough for foreigners to want to

finance.

Even when foreign investment finances domestic consumption,
trade deficits and capital inflows themselves should not be viewed
as undesirable, because the foreign capital inflows help to keep do-

mestic investment, and hence labor productivity, from falling. For
instance, the large inflow of foreign capital to the United States in

the 1980s is widely viewed to be a result of low U.S. saving rates. If

the mobility of foreign capital had been restricted (through capital

or import controls, for example), then the low saving rate could
have led to higher domestic interest rates and lower rates of invest-

ment. That decreased investment would have led to large decreases
in future living standards because the lower growth rate of the cap-

ital stock would have resulted in lower growth rates of U.S. labor

productivity. The fact that foreign capital was not restricted and
did finance U.S. investment helped mitigate the negative effects on
economic growth of decreased domestic saving.
However, the capital inflows of the 1980s had different effects on

different industries. By increasing the value of the dollar, the cap-

ital inflows hurt those industries that are sensitive to exchange
rates (i.e., those industries that produce exports or compete with
imports), but by mitigating the effects of the low saving rates on
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interest rates, the capital inflows helped industries that are sensi-

tive to interest rates. Furthermore, the appreciation of the dollar

benefited consumers who were able to purchase goods from abroad
more cheaply.
Some argue, however, that the U.S. saving rate might not have

continued to fall had there been no foreign capital inflows. Because
the capital inflows permitted the United States to increase con-

sumption without bearing immediate costs, the United States was
slow to recognize that this increased consumption was at the ex-

pense of future living standards. If restrictions on capital inflows

would have increased U.S. saving rates, then it is possible that in-

vestment would not have been greatly reduced had there been
smaller foreign capital inflows.

Standard of living competitiveness

The above observations argue that the trade deficit does not in

itself provide a useful measure of international competitiveness,

since trade deficits and trade surpluses can be either good or bad
for the United States. Thus, a more useful concept of competitive-

ness may be one that measures a nation's ability to maintain ac-

ceptable standards of living, both in the present and in the future.

Current standards of living do not provide a sufficient measure of

competitiveness because, as was discussed above, a nation can
maintain high standards of living for a fairly long time by running
large trade deficits. Eventually, however, large trade deficits that

finance consumption will reduce a nation's standard of living.

There are a number of situations in which standard of living

competitiveness is increased, but trade competitiveness may not be.

The example of oil discovery discussed above showed that even in-

creases in a country's stock of exportable goods can have ambigu-
ous effects on the trade deficit. If the discovery of oil also increases

the demand for investment, then the trade deficit may actually in-

crease in the short run.
Increases in natural resources, advances in technology, increases

in worker efficiency, and other wealth-enhancing innovations have
ambiguous effects on the trade deficit in the short and medium
run. Because these innovations increase the productivity of U.S.
workers and lower production costs, they increase the attractive-

ness of U.S. goods, and may result in increased exports. To the
extent these innovations increase the demand for investment, how-
ever, they can have the opposite effect on the trade deficit. None-
theless, each of these innovations increases the standard of living

competitiveness of the United States, since each of these increases
the output of the economy, and hence the incomes of U.S. resi-

dents.

Multinational competitiveness *

The third definition of competitiveness—multinational competi-
tiveness—has also been a subject of discussion in U.S. policy de-

bates. Multinational investments in foreign countries are subject to
local taxation in the foreign country, and often are also subject to

* Part Two of this pamphlet discusses present law and issues relating to taxation of invest-

ment outside of the United States by U.S. persons.
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residual taxation in the residence country. Residual U.S. taxation (in

the case of a U.S. multinational) may apply differently than residual
taxation by another capital-exporting country (in the case of a

multinational enterprise of that country). Some argue that this puts
the U.S. multinationals at a competitive disadvantage. If U.S. multi-
nationals were exempted from the U.S. corporate tax (in order tc

treat multinationals the same as foreign firms), substitution oi

foreign investment for domestic investment could be encouraged.
For example, instead of manufacturing products in the United States

and exporting them abroad, a firm might choose to both produce anc
sell the products abroad.

This definition of competitiveness refers more to the competitive

ness of certain types of firms relative to other types. It does not]

provide a measure of the overall international competitiveness of|

the U.S. economy.

C. Policies to Increase Competitiveness

Competitiveness and investment

Increases in investment in the United States increase the future

standard of living by increasing the productivity of U.S. labor. As
the U.S. capital stock increases, real wages and other compensation
tend to increase, and the real incomes of U.S. workers increase.

\

Although increases in investment increase the future standard of'

living, increased investment that is not financed by increased
saving will actually increase the U.S. trade deficit.^ If investment
in the United States increases, but domestic saving does not, then
the investment must be financed by foreigners. This increased cap-

ital inflow increases the value of the dollar relative to other cur-

rencies and increases the trade deficit as U.S. goods become more
expensive in foreign markets. As the national income identity dis-

cussed above showed, any increase in imports of capital from over-

seas (for example, to fund increased investment in the United
States) is matched dollar for dollar by an increase in the trade defi-

cit.

The investment rate of the United States has been consistently

lower than the investment rate of other countries. One possible ex-

planation for the differences in investment rates is that the United
States faces a higher cost of capital than other countries. Although
costs of capital are difficult to measure correctly, some studies have
found that the U.S. cost of capital is higher than that of some Eu-
ropean countries and that of Japan. Theoretically, international

differences in costs of capital could be due to differences in the tax-

ation of capital income. However, recent studies suggest that it is

unlikely that taxes vary enough internationally to fully explain the

observed difference in the cost of capital. This does not imply,

however, that changes in tax policy would not affect the cost of

capital.

^ Despite this fact, business interests often cite trade competitiveness as a reason to increase
j

investment incentives. For a discussion of this point, see Lawrence Summers, "Tax Policy and
International Competitiveness," International Aspects of Fiscal Policies, University of Chicago
Press, 1988.
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Competitiveness and saving

Increases in the U.S. saving rate, either through increased pri-

vate saving or decreased public borrowing, increase the future

standard of hving of the United States because current consump-
tion is traded for future consumption. Furthermore, because inter-

national capital may not be completely mobile (foreigners investing

in the United States may incur greater costs and risk than they

would investing in their own countries), and because the United
States is large enough that increases in the U.S. saving rate can
lower world interest rates, increased saving will generally increase

domestic investment. Increased investment leads to increased labor

productivity and higher future income, leading to increases in

future living standards.
Increased U.S. saving will also help to reduce the trade deficit. If

the U.S. saving rate increases, then inflows of foreign capital will

decrease, and the dollar will fall. This depreciation of the dollar

will make U.S. goods relatively cheaper for foreigners, and foreign

goods relatively more expensive for U.S. residents. Thus, exports

will increase, imports will decrease, and the trade deficit will de-

cline.

In general, the U.S. saving rate has been below that of other

countries. Furthermore, saving rates in the United States fell sub-

stantially in the 1980s, due to decreases in both public and private

saving.

The most direct way for government to affect the level of saving

in the economy is by reducing public borrowing (that is, by reduc-

ing the Federal deficit.) The government may also be able to affect

private savings by changing tax policies. However, tax policy

changes that increase private saving but also increase the Federal
budget deficit may not increase total national saving.

Competitiveness and labor

Increased investment in education and training of the U.S. work-
force has effects similar to those of increased investment in physi-

cal capital. Investment in human capital directly increases the pro-

ductivity of U.S. labor and will therefore tend to increase the real

wages of workers. If increased investment in human capital is not

matched by an increase in saving, then, as with increased invest-

ment in physical capital, the trade deficit will also increase.^

Competitiveness and natural resources

Natural resource deposits within the borders of a nation provide

a source of wealth to that nation. Nations with large endovvments
of natural resources may be internationally competitive in the

sense that their residents may have a high standard of living. How-
ever, the stock of a nation's natural resources may not affect the

growth rate of a nation's standard of living. For example, although

* Because the national income and product accounts do not treat education expenditures as

investment or saving, this relationship with increased trade deficits is not readily apparent. The
mechanism is as follows. When increases in education expenditures are financed by decreases in

other consumption expenditures, this is equivalent to an increase in saving, and the trade deficit

will not increase. If, on the other hand, wlucation expenses are fmsinced out of savings, so that

other consumption expenditures do not decrease when education expenditures increase, then the
new investment in human capital will result in an increase in the trade deficit.
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the natural resource endowment of the United States is undoubted-
ly one of the explanations for its high living standard, this resource
endowment does not alleviate concerns about the growth rate in

U.S. living standards. Discoveries of new natural resources, or tech-
nological advances that increase the value of natural resources,
however, can affect the growth rate of the economy over the short
run.

The existence of natural resource deposits in a nation may imply
a lower cost of these resources in the production process (at least to

the extent of reduced transportation costs). In a similar manner,
lower energy costs may provide an economy with a competitive ad-
vantage in the production of energy-intensive goods. Nations with
large endowments of energy would thus be expected to produce and
export energy-intensive goods and import less energy-intensive
goods.

Competitiveness and technology

Advances in technology can increase the efficiency of production
as well as improve the quality of products. By increasing the econo-
my's output, technological advances increase the standard of living.

However, unlike improvements in labor force quality or increases
in domestic capital, advances in technology can often be easily
transferred overseas. Technological advances therefore may not in-

crease the U.S. standard of living relative to the standard of living
of other countries that can also exploit the technology.

Competitiveness and government regulation

Government regulations may increase business costs and reduce
the measured productivity of U.S. workers. However, because offi-

cial measures of output do not measure the value of reductions in
environmental damage or of increases in safety, government regu-
lations may affect measured productivity costs without lowering
the actual productivity of workers. Government regulations that
correct market failures will increase the social efficiency of produc-
tion. For example, market failures arise because firms generally dc
not face the full costs of the environmental damage they cause, and
so will often choose to operate in a way that causes more environ-
mental damage than is socially optimal.

For example, U.S. regulations may encourage firms to produce
certain goods abroad. For example, goods whose production causes
large environmental costs may be produced abroad because of U.S.
environmental regulations. If other countries are more willing to
accept environmental damage than is the United States, then the
United States may benefit when these goods are produced abroad.
However, if production in other countries can affect the U.S. envi-
ronment (for example, if it causes global warming), then the United
States may not be better off if production of regulated industries is

exported abroad.



II. TRENDS IN THE COMPETITIVENESS OF THE UNITED
STATES

A. Measurement of Productivity and National Welfare

Per capita GDP
The most basic measure of the level of national welfare is per

capita gross national product (GNP) or per capita gross domestic

product (GDP).' By these measures, the United States is an eco-

nomically successful country. Table 1 provides a comparison of

1988 per capita GDP of the United States, with that of several

other countries. The table uses two different measures. The first

converts the per capita GDP for each country to U.S. dollars by
using the average 1988 dollar exchange rate of that country's cur-

rency. Because exchange rates do not always reflect the relative

price levels of different countries, particularly in the 1980s when
exchange rates were unusually volatile, some argue that inter-

country comparisons of output should measure the purchasing
power of different countries (known as "purchasing power parity").

The second comparison in Table 1 provides one measure of the
1988 per capita purchasing power of the various countries.

Using the exchange rate method, the United States has the
fourth highest per capita GDP of the countries listed. Under the
purchasing power parity method, the United States has the highest
per capita GDP.
Per capita GDP shows a country's standard of living for a single

year. Growth rates of per capita GDP show the rate at which a
country's standard of living has improved. To place the United
States in an international context, data are presented below on the
growth rate of real per capita GDP,^ wages, and productivity.

^ Gross Domestic Product (GDP) of a country is the value of all marketed goods and services

produced in that country. Gross National Product (GNP) is GDP plus the net factor income re-

ceived by residents of that country from abroad. Thus wages earned by a U.S. resident from
temporary work abroad constitutes part of GNP but not GDP. Similarly, the returns from in-

vestment abroad constitute part of GNP but not GDP. Conceptual shortcomings of GNP or GDP
as a measure of national welfare are discussed in section V. C, below.

® Real per capita GDP is calculated by deflating each country's nominal per capita GDP de-

nominated in its own currency by each country's inflation rate.

(15)
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Table 1.—1988 Per Capita Gross Domestic Product (GDP) of

Selected Countries

[In dollars]

Per capita GDP

Country Computed using tJIU^ v
OECD 1988 * u

exehanee rate i purchasing
exchange rate .^ ,

United States

Japan
West Germany . . .

.

France
United Kingdom.
Italy

Canada
Belgium
Greece
Netherlands
Sweden
Switzerland
Australia

19,715
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Growth in labor force participation

The growth rate of GDP per capita is equal to the sum of the

growth rate of labor force participation and the growth rate of

output per worker (productivity growth). To the extent that GDP
growth is due to increased labor force participation, the growth
rate of per capita GDP may overstate the increase in economic
well-being of a society. An increase in labor force participation im-

plies a contemporaneous decline in leisure time and services pro-

duced in the home. While leisure time and home-produced services

clearly have value, they are not measured as part of GDP. Conse-

quently, gains in GDP may mask losses of home-produced services

and overstate economic well-being. ^ ° By examining labor force par-

ticipation directly one can distinguish between the role of growth
of labor force participation and productivity growth in determining

GDP growth. Table 2 examines the growth in labor force participa-

tion. Table 2 shows that increases in labor force participation in

the United States accounted for roughly one half of one percent oi

GDP growth over the 1980s. Furthermore, the increases in laboi

force participation in the United States were higher than that ir

most other countries over both the 1970s and 1980s. Thus, more oi

the GDP growth of the United States can be attributed to increases

in labor force growth than in other countries.

Table 2.—Growth Rates of Labor Force Participation in Selected

Countries, 1970-1988

[Average annual percentage rates of change]

Country 1970-79 1980-88 1970-88

United States
Japan
West Germany „

France
United Kingdom
Italy

Canada
Belgium
Greece
Netherlands
Sweden
Switzerland
Australia

» Through 1986.
2 Through 1987.

NA=not available.

Source: OECD, Labour Force Statistics, 1968-88, 1990.

0.66
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Productivity growth in manufacturing

Table 3 examines productivity growth in manufacturing. As the
table indicates, manufacturing growth was higher than GDP
growth in the United States over the last decade. Because of the

large changes in the manufacturing sector during the 1980s (large-

ly associated with the wide fluctuations in the value of the dollar),

manufacturing productivity growth may not be representative of

the U.S. economy in general over this period. According to the De-
partment of Labor, productivity growth of the non-farm sector of

the U.S. economy in general averaged 2.67 percent per year from
1960 to 1969, 1.24 percent per year from 1970 to 1979, 1.10 percent
per year from 1980 to 1989, and 1.64 percent per year from 1960 to

1989. Over longer horizons, productivity growth should be similar

across industries (as less productive industries contract and more
productive industries expand) and manufacturing productivity

growth can provide a useful measure of productivity growth in gen-

eral. As the table indicates, productivity growth in manufacturing
in the United States was lower than that of most other countries

over the period 1960 to 1989.

Table 3.—Output Per Hour in Manufacturing in Selected

Countries, Decadal Averages, 1960s-1980s

[Average annual percentage rates of change]

Country 19608 1970s 1980s
fgeJ-fg

United States
Japan
West Germany
France
United Kingdom
Italy

Canada
Belgium
Greece
Netherlands
Sweden
Switzerland
Australia

NA=not available.

Source: U.S. Department of Labor, Bureau of Labor Statistics, Office of Produc-
tivity and Technology, "Output per Hour, Hourly Compensation, and Unit Labor
Costs in Manufacturing, Fourteen Countries or Areas, 1960-1989," April 1991.

Growth in real wages

Table 4 below reports annual real wage growth over the period
1960 to 1980 for selected countries. Over the long run, rising real

wages are associated with increases in worker productivity, where-
as stagnant real wages are associated with stagnating productivity
growth.

3.1
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Table 4.—Annual Growth Rates of Real Hourly Compensation ir

Manufacturing in Selected Countries, ^ Decadal Averages, 1960s.
1980s

Country 1960s 1970s 1980s faln^f<^

United States 2.1 1.3 Q.G i]
Japan 7.8 5.4 2^0 4'c

West Germany 6.4 5.9 21 4'J
France 5.2 5.5 2.0 42
United Kingdom 2.9 4.4 2 31
Italy 6.4 6.7 1.3 Al
Canada 2.7 2.8 .6 2C
Belgium 6.2 6.8 1.0 4 6
Greece NA NA NA NA
Netherlands 7.4 5.7 10 4 6
Sweden 5.8 4.3 .6 35
Switzerland NA NA NA NA
Australia NA NA NA NA

^
Compensation is in own country currency, deflated by own country consumer

prices.

NA=not available.

Source: U.S. Department of Labor, Bureau of Labor Statistics, Office of Produc-
tivity and Technology, "Output per Hour, Hourly Compensation, and Unit Labor
t^osts in Manufacturing, Fourteen Countries or Areas, 1960-1989," April 1991.

As with GDP and productivity growth, the U.S. wage growth is
well below that of most other countries, showing stagnant manu-
lacturmg wage growth in the 1980s, and very low growth in the
1970s. While the growth in real wages generally mirrors the
growth of labor productivity, real wage growth can differ from pro-
ductivity growth if the share of non-wage compensation increases
(e.g., if employer-provided health benefits increase), or in the short-
run, if there is a shift in the distribution of income between labor
and capital.

B. Trends in the United States' Balance of Payments

The evidence in the preceding sections indicates that, while still
at a high level, the standard of living of the United States is declin-
ing relative to other countries.
This section shows that trends in the recent growth rate of U.S.

income may understate the expected decline in U.S. living stand-
ards, because much of the growth over the past decade was due to
investment financed by foreign savings. As was argued in section
I.E., above, servicing this foreign debt in the future will require a
slowdown in the rate of growth of future consumption of U.S. resi-
dents.

While the rapid growth of both foreign-held assets in the United
States and U.S.-held assets abroad is symptomatic of the increasing
integration of the global economy, the change in the net interna-
tional position of the United States is directly related to the change
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in the U.S. trade balance in the 1980s. As has been widely report-

ed, the merchandise (goods only) trade deficit has been over $100
billion per year since 1984. The current account as a whole, which
compares exports of goods, services, and net interest income to im-
ports (plus unilateral remittances), was positive as recently as 1981,

but has been in deficit by over $100 billion per year since 1984 as
well.

Figure 2 presents the net exports of goods and services as a per-

centage of GDP for the period 1960 to 1989 for the United States,

Canada, Japan, and Germany. (Net exports are a positive entry,

net imports a negative entry.) Scaling the trade surplus or deficit

relative to GDP shows a country's trade deficit or surplus relative

to the size of the country's economy. Since 1960, the United States
bias changed from a modest net exporter (net exports less than one
Dercent of GDP) to a large net importer (net imports in excess of
:hree percent of GDP in 1985 through 1987). Since 1965, with the
exception of the years immediately following the two oil shocks of
:he 1970s, Germany and Japan have both been net exporters. The
let export surpluses of Germany recently have exceeded five per-

cent of GDP. The net export surpluses of Japan have declined from
i peak of four percent of GDP in 1986 to 1.5 percent of GDP in

1989.
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The balance of payments accounts, presented in Table 5, are
analogous to a sources and uses of funds statement of the United
States with the rest of the world. As demonstrated in the account-
ing identity in section I.B., above, the current account balance,
which consists primarily of the trade balance, should be exactly
affset by the capital account balance, which measures the net
inflow or outflow of capital to or from the United States. Serious
problems of measurement cause the accounts to be somewhat mis-
matched in practice, but basic patterns are unlikely to be signifi-

cantly distorted by these problems.



Table 5.-International Transactions of the United States, Selected Years 

[In billions of dollars] 

Category Average 1986 1987 1988 1989 1990 1980-85 

Current Account Balance ..................................... -$43.1 -$133.2 -$143.7 -$126.5 -$110.0 -$99.4 

Exports of Goods and Services .................... 358.8 392.0 446.1 529.8 603.2 648.7 

Merchandise ............................................. 218.4 223.4 250.3 319.3 360.5 389.3 
Services ..................................................... 58.1 80.0 91.2 102.8 115.2 130.6 
Receipts from U.S. assets abroad ......... 82.4 88.6 104.7 107.8 127.5 128.8 

Imports of Goods and Services ................... 391.6 509.4 575.6 641.7 698.4 727.0 

Merchandise ............................................. 283.6 368.4 409.8 446.5 475.2 498.0 ~ 

Services ..................................................... 52.6 74.0 83.4 89.7 94.7 107.7 
~ 

Payments on foreign-owned U.S. 
assets ..................................................... 55.3 67.0 82.4 105.5 128.5 121.3 

Unilateral Transfers ...................................... 10.3 15.8 14.2 14.7 14.7 21.1 

Capital Account Balance ...................................... 22.0 121.9 141.8 137.2 87.6 26.2 

Foreign Investment in the U.S .................... 92.1 221.6 218.0 219.3 214.7 87.5 

Direct in vestmen t .................................... 18.7 34.1 46.9 58.4 72.2 25.7 
Private non-direct investment .............. 68.0 151.9 126.1 122.0 133.7 31.0 
Official ....................................................... 5.3 35.6 45.2 38.9 8.8 30.8 

U.S. Investment Abroad ................................ 70.5 99.7 76.2 82.1 127.0 61.3 

Direct investment.. .................................. 8.0 26.3 44.2 17.5 31.7 36.4 
Private, non-direct investment ............. 53.2 71.6 42.2 64.0 71.2 25.7 
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Increase in government assets ............. . 9.4 1.7 -10.1 .6 24.1 -.8 

Allocation of Special Drawing Rights ............... .4 .0 .0 .0 .0 .0 

Statistical Discrepancy ......................................... 21.1 11.3 1.9 -10.6 22.4 73.0 

Note: Merchandise and Services Trade Bal-
anee ...................................................................... . -59.7 -139.0 -151.7 -114.1 -94.2 -85.8 

Source: Russell Krieger. "U.S. International Transactions, First Quarter, 1989." Survey of Current Business, U.S. Department of 
Commerce, Bureau of Economic Analysis, June, 1989, pp. 62-63, and Christopher L. Bach, F "U.S. International Transactions, Fourth 
Quarter and Year 1990." Survey of Current Business, U.S. Department of Commerce, Bureau of Economic Analysis, March 1991, pp. 34-68. 
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C. Foreign Investment in the United States ^ ^

Growth in foreign-owned assets in the United States

The amount of foreign-owned assets in the United States grew
more than 700 percent betweeij 1975 and 1988 and more than three
fold since 1980. ^^ The total amount of foreign-owned assets in the
United States exceeded $1.7 trillion by the end of 1988. The record-

ed value of U.S.-owned assets abroad grew less rapidly during the
same period. The Department of Commerce reports that in 1975
the amount of U.S.-owned assets abroad exceeded foreign-owned
assets in the United States by $74 billion. By the end of 1988, how-
ever, the situation had reversed, so that the amount of foreign-

owned assets in the United States exceeded U.S.-owned assets
abroad by $532 billion. Because these investments are measured by
their book value, some argue that the market value of U.S.-owned
assets abroad is similar to dV greater than the value of foreign-

owned assets in the United States, if they were measured accurate-
ly 13 Whether this argument is correct regarding the current net
investment position, it is clear that foreign-owned U.S. assets are
growing more rapidly than U.S.-owned assets abroad.

Foreign assets in the United States (and U.S. assets abroad) can
be categorized as direct investment, non-direct investment (often

referred to as portfolio investment), and official assets. Direct in-

vestment constitutes assets over which the owner has direct con-
trol. The Department of Commerce defines an investment as direct

when a single person owns or controls, directly or indirectly, at
least 10 percent of the voting securities of a corporate enterprise or
the equivalent interests in an unincorporated business. Foreign
persons held direct investments of $328.9 billion in the United
States in 1988, having grown from $83.0 billion in 1980.
The largest category of investment is non-direct investment held

by private (non-governmental) foreign investors, commonly referred
to as portfolio investment. This category consists mostly of holdings
of corporate equities, corporate and government bonds, and bank
deposits. The portfolio investor generally does not have control
over the assets that underlie the financial claims. In 1988, portfolio

assets of foreign persons in the United States were more than
triple the recorded value of direct investment, $1,135 billion com-
pared to $329 billion, respectively. Bank deposits account for well
over half of this total, and reflect partially the increasingly global
nature of banking activities. Foreign investment in bonds and bank
deposits, like other types of financial investment, provide a source
of funds for investment in the United States but also represent a
claim on future resources.
The final category of foreign-owned U.S. assets is official assets:

U.S. assets held by governments, central banking systems, and cer-

* 1 For a more complete discussion of foreign investment in the United States, see Joint Com-
mittee on Taxation, Background and Issues Relating to the Taxation of Foreign Investment in
the United States (JCS-1-90), January 23, 1990.

' ^ All values in this paragraph and the following three paragraphs are obtfiined from Russell
Scholl, "The International Investment Position of the United States in 1988," Survey of Current
Business, U.S. Department of Commerce, Bureau of Economic Analysis, June 1989, p. 43.

'
' Some commentators also have observed that the statistical discrepancies in the trade data

are becoming large enough to question any conclusions which might be drawn from it. See "Sta-
tistical Discrepancy" in Table 5, above.
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tain international organizations. The foreign currency reserves of

other governments and banking systems, for example, are treated

as official assets. Levels of foreign-held official assets have grown
more slowly than foreign-held direct and non-direct investment of

private investors.

Investment by U.S. persons abroad has grown from $295.1 billion

in 1980 to $1,253.7 billion in 1988. This growth has not been as

rapid as investment by foreign persons in the United States.

Foreign direct investment in the United States

Much of the public attention directed to foreign investment in

the United States has focused on the direct investment component,

often because of concern over control exercised by foreign persons.

As mentioned above, direct investment represents assets over

which the foreign investor likely has some level of control.

Foreign direct investment is measured by two different methods.

The first method measures direct investment by reference to the

amount foreign persons invest in U.S. businesses through the pur-

chase of stock, lending of money, or reinvestment of earnings. This

is the method used for purpose of the balance of payments ac-

counts. This measure represents the financial investment of foreign

investors in the United States.

The second method measures the amount of assets that are

under the control of foreign investors. This method may provide a
mors accurate measure of the effect that the foreign control of

assets may have on the United States. For example, under this

method, if a foreign acquirer pays $100 for a company with $200 of

assets (and $100 of liabilities), this measure would report $200 of

direct investment assets. Under the balance of pa5rments method,
the direct investment is $100.

U.S. affiliates of foreign companies or investors accounted for

13,2 percent of all U.S. manufacturing assets and 7.3 percent of

U.S. manufacturing employment in 1987. ^^ Foreign direct invest-

ment is concentrated in manufacturing, so that overall 3.6 percent

of U.S. employees (3.159 million) worked for U.S. affiliates of for-

eign companies in 1987. These figures represent averages; the con-

centration of foreign ownership may be higher or lower in specific

industries.

The role of foreign direct investment is more significant in bank-
ing than in most other sectors of the economy. In 1988, U.S. affili-

ates of foreign banks held over $600 billion in assets, or 19.2 per-

cent of the total for all banks. ^ ^ The foreign percentage is slightly

lower for loans and deposits at 16.6 percent and 13.4 percent, re-

spectively.

»•• All data in this paragraph is from Ned Howenstine, "U.S. Affiliates of Foreign CompEinies:

1987 Benchmark Survey Results," Survey of Current Business, U.S. Department of Commerce,
Bureau of Economic Analysis, July 1989, pp. 116-142. Manufacturing, for purposes of this analy-

sis, includes petroleum and coal products. All figures consistently exclude banking activities.

Due to definitional issues, a very small percentage of assets and employment attributed to for-

eign companies have a U.S. person as the ultimate beneficial owner. The term affiliate is used
throughout this section in the generic sense to refer to euiy U.S. business enterprise that meets
the definition for direct investment, regardless of the legal form of the enterprise.

' * Edward Graham and Paul Krugman, Foreign Direct Investment in the United States, 1989,

p. 21. The figures are obtained from the Federal Reserve Board and are from June 1988.
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The stock of foreign direct investment in the United States, as

measured by the balance of payments method, totalled $328 billion

at the end of 1988. Nearly two-thirds of the total direct investment
in the United States was attributable to European countries, 59
percent to countries in the European Community. The United
Kingdom was the country with the largest ownership (over $100
billion of investment). Japan, the second largest source of foreign

direct investment, accounted for $53 billion or 16 percent of the
total. The distribution of banking assets of U.S. affiliates was sig-

nificantly different from the aggregate as Japanese banks held 52
percent of the total foreign banking assets in the United States. ^ ^

I

'«/6tcf., p. 22.



III. CAPITAL AND COMPETITIVENESS

The preceding sections showed that trends in the growth rate of

the U.S. standard of living and the increase in foreign investment

in the United States point to a decline in the relative position of

the United States compared to other countries. The following sec-

tions analyze some of the possible causes of this decline. Low rates

of investment and even lower rates of saving may explain some of

this decline. Further explanations may include decreases in the

level of educational attainment and technical training of the U.S.

labor force. The role of tax policy also is discussed.

A. Role of Investment and Saving in International

Competitiveness

Investment and economic growth

When an economy's rate of net investment (gross investment less

depreciation) increases, the economy's stock of capital increases. A
larger capital stock permits greater production of goods and serv-

ices using a fixed amount of labor. The larger a country's capital

stock, the more productive its workers and, generally, the higher

its real wages and salaries. Thus, increases in investment tend to

cause future increases in a nation's standard of living.

In the short run, increases in gross investment (investment in

new capital as well as investment that is undertaken to replace de-

preciated or worn out capital) will increase the capital stock. As
the capital stock increases, worker productivity increases and the

economy will experience a higher rate of growth. Because a larger

capital stock results in a larger amount of depreciation, in the long

run any given rate of investment will just offset the depreciation

of the steady state capital stock. Thus, in the long run an increase

in the level of investment increases a nation's standard of living,

but may not increase a country's long run rate of growth. To sus-

tain a higher growth rate, investment must continue to increase as

a percentage of GNP.
A qualification exists to the previous analysis. It is possible that

a higher investment level can lead to a higher growth rate even in

the long run. Even if there is no growth in the level of investment,

the investment to replace depreciated capital may still enhance
economic growth because the new capital is more productive than
the capital it replaced. The higher the level of investment, the

more new capital is purchased each year, and thus the higher the

rate at which new technologies may get adopted.
Figure 3 illustrates the relationship between investment rates

and productivity growth in manufacturing. Countries that had high
net investment rates during the period from 1960 to 1989 also expe-

rienced large increases in productivity (output per hour worked).

(29)
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B. Trends in National Investment

Investment in the United States

Table 6 reports gross and net private investment as a percentage

of GNP for selected years. Table 6 indicates that as a percentage of

GNP both the rate of gross and net investment were generally

lower in the 1980s than in the 1970s.

Table 6.—Gross and Net Private Investment of the United States as

a Percentage of GNP, Selected Years, 1929-1990

Year

Gross private
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Comparison to other countries

The U.S. investment rate has long been lower than that of other

countries. For instance, over the past thirty years, the Japanese in-

vestment rate has averaged over two and one-half times that of the

United States, while that of Germany has been more than two-

thirds greater. While the gap has narrowed in the past decade, the

rate of investment in the United States remains significantly below

that of other countries. Other countries have also experienced de-

clining net investment rates in the 1980s. Figure 4 indicates that

net investment as a percentage of GDP has been lower in the 1980s

than in the 1970s or late 1960s for each of the United States,

Canada, Japan, and Germany. Table 7 also documents this trend

for a larger group of countries.

Table 7.--Investment as Percentage of GDP in Selected Countries,

Decadal Averages, 1960s-1980s

Country 1960s 1970s 1980s
Average
1960-89

United States

Japan
West Germany....
France
United Kingdom

.

Italy

Canada
Belgium
Greece
Netherlands
Sweden
Switzerland
Australia

9.0
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Components of investment in the United States

To understand the manner in which investment affects growth,
it is useful to examine the components of aggregate investment.
National investment is generally divided into two broad compo-
nents: fixed investment and inventory investment. Fixed invest-

ment is comprised of investment in equipment and investment in

structures. Investment in structures is further divided into invest-

ment in residential and nonresidential structures.

Table 8 reports total gross private domestic investment, total net
private domestic investment, and the components of total net pri-

vate domestic investment for selected years. ^'^ As Table 8 reports,

the vast majority of gross investment in any one year is replace-

ment investment, that is, investment that only maintains the value
of the existing capital stock.* The table also indicates that in any
one year changes in the level of inventories may represent a siza-

ble percentage of total net investment. For example, inventory in-

vestment exceeded ten percent of total net private investment in

each of 1987, 1988, and 1989. Investment that reflects an increase
in the level of inventories arguably does not lead to future produc-
tivity gains or continuing gains in the standard of living. Net fixed

investment may represent a better measure of new additions to the
productive capital stock.

The percentage of investment allocated to total net fixed invest-

ment was lower in the 1980s than in the 1970s. In the 1970s total

net fixed investment averaged 36.8 percent of gross private invest-

ment whereas in the 1980s it averaged 26.8 percent of gross private
investment. The decline in the relative share of total net fixed in-

vestment as a component of total gross private investment is paral-
leled by an increase in the share of replacement investment (depre-

ciation). Some have attributed the increase in replacement invest-

ment to a general shortening of useful lifetimes of equipment.
Total net nonresidential investment (equipment and structures)
has been roughly constant in nominal terms since 1985, which im-
plies a decline in real terms. Over the same period, net investment
in nonresidential structures has declined in nominal and real

terms.

Appendix Table 2 in this part presents data on gross investment by component.



Table S.-U.S. Domestic Investment, Selected Years, 1929-1990 

[In billions of dollars] 

Net fixed investment 
Gross Capital Net 

private private Total net Change in 
Year domestic consump- domestic Total net nonresi- Net invento-

invest- tion invest- fixed Net Net dential residential ries 
ment allowance ment invest- structures equipment invest- invest-

ment ment ment 

1929 ..................... $16.7 $9.9 $6.8 $5.0 $1.8 $1.4 $3.3 $1.7 $1.7 
1939 ..................... 9.5 9.0 .5 .1 -1.1 .4 -.7 .8 .4 
1949 ..................... 36.5 22.0 14.5 17.6 .. 2.2 6.5 8.7 8.9 -3.1 
1954 ..................... 54.1 32.5 21.6 23.2 5.0 5.2 10.2 13.0 -1.6 
1959 ..................... 80.2 44.6 35.6 29.8 6.4 5.7 12.1 17.7 5.8 C.I,j 

1964 ..................... 99.6 53.9 45.7 40.3 9.4 10.9 20.3 20.0 5.4 01 

1969 ..................... 153.2 81.4 71.8 62.0 17.4 22.4 39.8 22.2 9.8 
1970 ..................... 148.8 88.8 60.0 56.9 17.4 19.4 36.8 20.1 3.1 
1971 ..................... 172.5 97.5 75.0 67.2 16.8 17.7 34.5 32.7 7.8 
1972 ..................... 202.0 107.9 94.1 83.6 17.4 23.1 40.5 43.1 10.5 
1973 ..................... 238.8 118.1 120.7 101.2 21.7 34.4 56.2 45.0 19.6 
1974 ..................... 240.8 137.5 103.3 88.0 22.0 33.7 55.8 32.2 15.4 
1975 ..................... 219.6 161.8 57.8 63.4 15.6 21.9 37.5 25.9 -5.6 
1976 ..................... 277.7 179.2 98.5 82.5 16.0 24.8 40.9 41.6 16.0 
1977 ..................... 344.1 201.5 142.6 121.2 17.6 41.0 58.6 62.6 21.3 
1978 ..................... 416.8 229.9 186.9 158.3 25.0 57.2 82.2 76.1 28.6 
1979 ..................... 454.8 265.8 189.0 176.1 34.5 64.5 98.9 77.2 13.0 
1980 ..................... 437.0 303.8 133.2 141.5 39.4 49.5 88.9 52.6 -8.3 
1981 ..................... 515.5 347.8 167.7 143.6 51.7 46.9 98.6 45.0 24.0 
1982 ..................... 447.3 383.2 64.1 88.7 45.9 19.6 65.5 23.2 -24.5 
1983 ..................... 502.3 396.6 105.7 112.8 25.9 19.9 45.8 67.0 -7.1 



Table 8.-U.S. Domestic Investment, Selected Years, 1929-1990-Continued 

[In billions of dollars] 

Net fixed investment 
Gross Capital Net 
private private Total net Change in 

Year domestic consump· domestic Total net nonresi· Net invento· 
invest· tion invest· fixed Net Net dential residential ries 
ment allowance ment invest· structures equipment invest· invest· 

ment ment ment 

1984 ..................... 664.8 415.5 249.3 181.7 39.3 51.8 91.1 90.6 67.7 
1985 ..................... 643.1 437.2 205.9 194.5 45.8 56.3 102.1 92.4 11.3 
1986 ..................... 659.4 460.1 199.3 192.4 27.5 47.8 75.3 117.1 6.9 
1987 ..................... 699.5 487.0 212.5 184.2 16.8 49.<J 65.8 118.4 28.3 
1988 ..................... 747.1 514.3 232.8 206.6 18.1 70.4 88.6 118.0 26.2 C.I:l 

1989 ..................... 771.2 554.4 216.8 188.5 16.8 67.2 84.0 104.5 28.3 ~ 

1990 1 ................... 745.0 575.7 169.3 NA NA NA NA NA -2.2 

1 NA=not available. 

Source: Department of Commerce, Bureau of Economic Analysis. 
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While investment in structures increases society's well-being by
increasing productivity in industrial and commercial uses and by
providing shelter to households, a recent study has argued that in-

vestment in equipment is particularly important for future eco-

nomic growth. ^ ^ Table 9 reports the percentage composition of net
private fixed investment for selected years. In many years residen-

tial structures account for more than half of net private fixed in-

vestment. For the last decade equipment has generally accounted
for 35 percent or less of net private fixed investment.

Table 9.—Percentage Distribution of Net Private Fixed Investment

of the United States, Selected Years, 1929-1989

Nonresidential investment

Year
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Table 9.—Percentage Distribution of Net Private Fixed Investment
of the United States, Selected Years, 1929-1989—Continued
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income growth. Some analysts believe it is equally important to in-

clude public investment in an analysis of productivity and income
growth. Public investment is often referred to as investment in in-

frastructure. More generally, public investment encompasses any
governmental expenditure to purchaise or create publicly owned
capital. None of this sort of investment is measured as investment
in the data presented above. ^^

Some public investment, for example, the purchase of computers
to assist in the enforcement of the nation's tax laws, would only be
expected to increase the productivity of the public sector work
force, the Internal Revenue Service in this example. Other public

investment, for example, the construction of highways, would be
expected to increase the productivity of the private sector work
force, in this example, private freight delivery. While highway con-

struction might have an immediate effect on private productivity,

other public investment, such as the construction of new laborato-

ries at a public university, might not have an effect on private pro-

ductivity until some time in the future. Still other public invest-

ment, such £is the purchase of wetlands for preservation, arguably
incresises society's well-being, but contributes neither to the meas-
ured productivity of the public or private work force. ^^

The rate of public investment in the United States has declined.

The growth rate of the net stock of the nonmilitary ^^ public cap-

ital in the United States averaged 4.1 percent per year from 1950

to 1970, but averaged only 1.6 percent per year from 1970 to

1985.24 At least one empirical study has attempted to quantify the

effect of public investment on the growth of private output in the
United States. The results of that study suggest that the private

return to public investment in terms of productivity gains is

great. 2 5 However, that study has been criticized for estimated ef-

fects that are implausibly large, suggesting paybacks in present
value terms ten times the size of the investment. ^^

The rate of public investment in the United States is lower than
that of other countries. From 1973 to 1985, the rate of net public

investment relative to GDP in the United States averaged 0.3 per-

cent per year, while the same figure for the other G-7 countries

(Canada, France, Germany, Italy, Japan, and the United Kingdom)
exceeded 1.5 percent per year in each country, with that of Japan
averaging 5.1 percent. ^'^ Some researchers have suggested this

slowdown in public investment may help explain the low productiv-

ity gains in the United States over the past two decades in compar-
ison to other countries. Others have suggested that such a correla-

** Investments in research and development or in developing the skills of workers, called

humem capital by economists, also are not included in the data presented above. A discussion of

the role of research and development and human capital in growth and international competi-
tiveness is in sections IV and V of this part.

^^ See section V.C, below, for further discussion of investments and other policies designed to

improve or protect the environment.
*' Military capital is excluded by analysts as a proxy for public investment that would not be

expected to affect private output. The examples in the text above suggest this would be an un-

derestimate of public investment that would not be expected to affect private output.
^* David Alan Aschauer, "Is Public Expenditure Productive?" Journal of Monetary Economics,

vol. 23, March 1989.
" Ibid.
** Clifford Winston, "Efficient Transportation Infrastructure Policy," Journal of Economic

Perspectives, vol. 5, Winter 1991.
*' Aschauer, "Is Public Expenditure Productive?", supra.
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tion is coincidental, not causal, and only shows that the time pat-

tern of productivity growth and public investment are similar. For
example, in the United States both public investment and produc-
tivity rose in the 1950s and 1960s and fell in the 1970s. ^^ One em-
pirical study using a cross section of 98 countries over the period
1960 to 1985 concludes "there is little relation of growth to the
quantity of public investment." ^^

Tax policy and public investment

Public investment tjrpically is the direct outcome of Federal,
State, and local expenditure programs. Generally, one would not
expect that tax policy would directly affect the rate of such invest-

ments. Recently, some researchers have suggested that Federal tax
policy has contributed to the decline in the rate of infrastructure

investment. In particular, they argue that the restrictions on the
issuance of tax-exempt bonds enacted in the Tax Reform Act of

1986 have increased the cost of capital for State and local govern-
ments. With a higher cost of capital. State and local governments
would be expected to undertake fewer capital projects. However, re-

strictions imposed by the Tax Reform Act of 1986 could hardly ex-

plain the documented decline in public investment since 1970. On
the other hand, to the extent that tax policy contributes to raising
or lowering the cost of capital (see discussion below), tax policy

may affect the rate of public investment as well £is the rate of pri-

vate investment.

C. Saving and Foreign Investment

Sources of investment funds

Investment involves a tradeoff between consumption today and
consumption tomorrow. Investment can either be financed by na-
tional saving or by foreign borrowing (saving by foreigners). A basic
accounting identity of the national income and product accounts
states that national investment must equal the sum of private
saving, government saving, and net foreign borrowing.
The experience of the 1980s, when investment in the United

States greatly exceeded national saving, demonstrates how impor-
tant net foreign borrowing has become (see Figure 5). When
demand for investment funds in the United States outstrips the
supply of national savings, interest rates rise in response. Increases
in interest rates attract foreign capital to the United States, and
the excess of domestic investment over national saving is financed
by foreigners' saving.

^^ Cheirles L. Schultze, "The Federal Budget and the Nation's Economic Health," in Henry
Aaron, (ed.) Setting National Priorities: Policy for the Nineties, (Washington: The Brookings In-

stitution, 1990).
2' Robert J. Barro, "Economic Growth in a Cross Section of Countries," Quarterly Journal of

Economics, vol. 106, May 1991. '
-...
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If capital is not perfectly mobile between nations then the level

of national saving can affect the level of investment. When the do-

mestic saving rate is low, so is the domestic investment rate. His-

torically, there has been a strong positive correlation between a

country's rate of investment and its rate of saving, ^o This relation-

ship is illustrated for a number of countries in Figure 6. Although

this relationship has become weaker over time,^! it is still true

that countries with high saving rates also generally have high in-

vestment rates.

*" See, for instance, Martin Feldstein and Charles Horioka, "Domestic Saving and Interna-

tional Capital Flows," Economic Journal, vol. 90 (June 1980) pp. 314-29.

»» See Phillippe Bacchetta and Martin Feldstein, "National Saving and International Invest-

ment," National Bureau of Economic Research Working Paper #3164, November 1989.
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If capital is mobile (that is, if foreigners can invest in the United
States and U.S. persons can invest abroad at low cost and without
much added risk), then investment in a given country will not de-

cline as much when that country's saving rate falls. Instead, invest-

ment will be financed by foreigners, either by direct foreign invest-

ment in the United States or by foreign lending to U.S. investors.

When domestic saving rates are low, foreign financing of domestic
investment results in a higher rate of investment than would be
possible if investment were financed by domestic saving alone.

Trends in national saving

National saving is generally divided into private saving and
public saving. Private saving is comprised of household or personal
saving and business saving. Households save by not spending all of
their disposable (i.e., after-tax) income. Businesses save by retain-

ing some of their earnings. Public saving reflects the extent to

which the Federal, State, and local governments run budget sur-

pluses. Table 10 presents data on the components of net national
saving in the United States.



Table 10.-Components of U.S. Net National Saving, Selected Years, 1929-1990 

[In billions of dollars] 

Private saving Public saving 

State and Total net 
Year Net Net Total net Federal local Total national 

personal business private surplus or surplus or public saving 
saving saving saving deficit (-) deficit (-) saving 

1929 ............................................................. $2.6 $2.4 $5.0 $1.2 $-0.2 $1.0 $6.0 
1939 ............................................................. 1.8 .3 2.1 -2.2 .0 -2.2 -.1 
1949 ............................................................. 7.4 10.5 17.9 -2.6 -.7 -3.4 14.5 
1954 ............................................................. 16.4 9.8 26.2 -6.0 -1.1 -7.1 19.1 
1959 ............................................................. 21.8 15.7 37.5 -1.1 -.4 -1.6 35.9 
1964 ............................................................. 31.5 25.4 56.9 -3.3 1.0 -2.3 54.6 ~ 

1969 ............................................................. 42.2 25.3 67.5 8.4 1.5 9.9 77.4 01 

1974 ............................................................. 96.7 20.1 116.8 -11.6 7.2 -4.3 112.5 
1975 ............................................................. 104.6 37.1 141.7 -69.4 4.5 -64.9 76.8 
1976 ............................................................. 95.8 46.4 142.2 -53.5 15.2 -38.4 103.8 
1977 ............................................................. 90.7 62.3 153.0 -46.0 26.9 -19.1 133.9 
1978 ............................................................. 110.2 69.0 179.2 -29.3 28.9 -.4 178.8 
1979 ............................................................. 118.1 61.9 180.0 -16.1 27.6 11.5 191.5 
1980 ............................................................. 136.9 37.7 174.6 -61.3 26.8 -34.5 140.1 
1981 ............................................................. 159.4 43.3 202.7 -63.8 34.1 -29.7 173.0 
1982 ............................................................. 153.9 20.0 173.9 -145.9 35.1 -110.8 63.1 
1983 ............................................................. 130.6 65.0 195.6 -176.0 47.5 -128.6 67.0 
1984 ............................................................. 164.1 94.0 258.1 -169.6 64.6 -105.0 153.1 
1985 ............................................................. 125.4 102.7 228.1 -196.9 65.1 -131.8 96.3 
1986 ............................................................. 124.9 84.5 209.4 -206.9 62.8 -144.1 65.3 
1987 ............................................................. 92.5 83.2 175.7 -158.2 51.0 -107.1 68.6 
1988 ............................................................. 145.6 91.4 237.0 -141.7 46.5 -95.3 141.7 



Table 10.-Components of U.S. Net National Saving, Selected Years, 1929-1990-Continued 

[In billions of dollars] 

Private saving Public saving 

Year State and Net Net Total net Federal local Total 
personal business private surplus or surplus or public 
saving saving saving deficit (-) deficit (-) saving 

1989 ............................................................ . 171.8 53.1 224.9 -134.3 46.4 -87.8 
1990 ............................................................ . 179.1 29.1 208.2 -161.3 35.4 -126.0 

Source: Department of Commerce, Bureau of Economic Analysis. 

Total net 
national 
saving 

137.1 
82.2 

~ 
~ 
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Table 11 presents U.S. net saving by component as a percentage
of gross national product (GNP). As the table demonstrates, net
business saving, ^^ personal saving, and public saving were all

lower during the 1980s than in any of the three previous decades.

While private saving remained positive, public saving was consist-

ently negative during the 1980s as the result of Federal deficits.

The magnitude of public dissaving generally was larger relative to

GNP than in earlier years. As the table indicates, net national

saving declined steadily through most of the 1980s.

Table 11.—Components of Net U.S. National Savings as a

Percentage of GNP, Selected Years, 1929-1990

Year
Net
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Comparison between the saving rates of the United States and other
countries

The United States' national saving rate is low when compared to

that of other nations. This comparison is shown in Table 12 for

total national saving. Figure 7 also highlights the saving rate of
the United States, Canada, Germany, and Japan from 1960-1989.
As the table indicates, the net saving rate of the United States
during the 1980s was below the saving rates of most countries in

the OECD.33

*^ The data on international saving rates in Table 12 are not directly comparable to the data
in Table 11 because such data are not always compiled consistently across nations. While the
source of the international comparisons draws on data from the OECD, which attempts to pro-
vide data on an internationally comparable basis, the data are not fully comparable. For exam-
ple, in computing household saving rates, the definition of the household sector is not identicfd
across all countries. In particular, except in Japan, France, and Italy, private nonprofit institu-
tions are included in the household sector. See, Andrew Dean, Martine Durand, John Fallon,
and Peter Hoeller, "Saving Trends and Behavior in OECD Countries," OECD, Economics and
Statistics Department Working Paper, No. 67, June 1989.
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convincing explanation for why saving rates have declined in other
nations as well.^'*

Tax policy and private saving

Tax policy would be expected to affect private saving by affecting

the after-tax return to saving. Taxing the return to saving reduces
the after-tax return. By reducing taxes on the returns to saving,

the after-tax return is increased. When the return on saving in-

creases, the price of future consumption decreases in terms of

present consumption, because the taxpayer has to forego fewer dol-

lars today to consume a dollar's worth of consumption in the
future.

This price decrease can affect saving in two ways. If future con-

sumption is cheaper compared to current consumption, taxpayers
may choose to substitute future consumption for current consump-
tion. This effect increases saving. When the price of future con-

sumption falls, though, the amount of investment necessary to

achieve any particular level of income in the future decreases. For
example, a taxpayer in the 28-percent marginal tax bracket may
set aside $1,300 today to help defray tuition expenses of a child 15

years from now. If the taxpayer's investment earns 8 percent annu-
ally and those earnings are taxed annually at a 28-percent tax rate,

in 15 years the investment will be worth $3,000. If the teixpayer

could invest tax-free, an investment of only $946 today would be
worth $3,000 in 15 years (assuming the same 8-percent return). The
tax benefit may decrease saving because it permits the taxpayer to

save less in order to accumulate the same amount of money in the
future.

Substantial disagreement exists among economists as to the
effect on saving of increases in the net return to saving. Some theo-

retical studies have argued that one should expect substantial in-

creases in saving from increases in the net return.^ ^ Other studies

have argued that large behavioral responses to changes in the
after-tax return need not occur. ^^ Empirical investigation of the re-

sponsiveness of personal saving to after-tax returns provides no
conclusive evidence. Some find personal saving responds strongly to

increases in the net return, ^"^ while others find little or a negative
response. ^^

It is important to observe that even if tax policy has a strong
effect on private saving, national saving is comprised of private
and public saving. To the extent that policies intended to increase
private saving increase the size of the Federal budget deficit, at
least some of the positive effect on national saving is lost. The
more efficient the saving incentive is at generating new saving

'* See, Lawrence Summers and Chris Ciirroll, "Why Is U.S. National Saving So Low?" Brook-
ings Papers on Economic Activity 2, The Brooking Institution, 1987, pp. 607-635.

^* See, Lawrence H. Summers, "Capital Taxation and Accumulation in a Life Cycle Growth
Model," American Economic Review, 71, (September 1981).

^' See, David A. Starrett, "Effects of Taxes on Saving," in Henry J. Aaron, Harvey Galper,
and Joseph A. Pechman (eds.). Uneasy Compromise: Problems of a Hybrid Income-Consumption
Tax (Washington: Brookings Institution), 1988.

^^ See, M. Boskin, "Taxation, Saving, and the Rate of Interest," Journal of Political Economy,
AprU 1978, 86.

^* See, G. von Furstenberg, "Saving," in H. Aaron and J. Pechman (eds.). How Taxes Affect
Economic Behavior, (Washington Brookings Institution), 1981.
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without subsidizing existing or previously planned saving, the
smaller is the effect on the deficit.

Tax policy may also affect the efficiency of the allocation of any
given level of saving. For example, if the assets of one sector are
tax-favored, taxpayers may commit more funds to that sector than
is efficient, to the detriment of other sectors.

D. Investment and the Cost of Capital

The cost of capital measures the opportunity cost of funds, and
therefore it is the rate at which firms discount the future returns
of an investment in order to determine whether the investment is

worthwhile. When the cost of capital is low, more investments will

be determined to be profitable. Thus, the lower the cost of capital,

the higher the level of investment. Since in theory firms invest in

all projects that yield a rate* of return equal to or greater than the
cost of capital, the cost of capital also measures the return on the
marginal investment.
One common explanation for the higher levels of investment in

other countries relative to that in the United States is that the
United States has a higher cost of capital. Because firms finance
investments with both equity and debt, the cost of capital cannot
be measured simply by the interest rate, and can be quite difficult

to measure. Furthermore, because countries differ in their account-
ing practices, calculating comparable costs of capital across coun-
tries is also difficult. However, a number of attempts to calculate
comparable cross-country costs of capital have found that the cost

of capital in the United States is generally higher than the costs of

capital in other countries. One study found that the cost of capital
in the United States and the United Kingdom is substantially
higher than the costs of capital in Japan and Germany. ^^

Several explanations for the difference between the cost of cap-
ital in the United States and that in other countries have been ex-

plored. In particular, analysts have focused on the reasons for the
differences between measurements of Japanese and U.S. capital
costs. As discussed below, there are a variety of nontax and tax
reasons to explain the differences between costs of capital. Further-
more, it is possible that the observed differences in the costs of cap-
ital are due to errors in measurement and to differences in the
riskiness of investments across countries, and that once these are
taken into account, costs of capital are actually quite similar.

Nontax reasons for differences in international costs of capital

One nontax explanation for the relatively high cost of capital in

the United States is that the U.S. saving rate has been below that
of other countries. This explanation requires the existence of bar-
riers to international capital mobility (for example, if foreigners in-

vesting in the United States incur more risk or costs than they
would investing in their own country). If instead capital were per-
fectly mobile internationally, then differences in saving rates could
not explain differences in capital costs. Because the cost of capital

** See Robert McCauley and Steven Zimmer, "Explsinations for International Differences in
the Cost of Capital," Federal Reserve Bank ofNew York Quarterly Review, Summer 1989.
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measures the rate of return on the marginal investment, a higher

cost of capital in the United States than elsewhere would indicate

that the marginal investment in the United States yields a higher
return than investments elsewhere. If capital were perfectly

mobile, then foreign savings would flow into the U.S. to take ad-

vantage of the relatively high-jdelding investments, and interna-

tional costs of capital would be equalized.

However, capital may not be perfectly mobile. As was discussed

above, empirically there is a strong positive relationship between
countries' investment and saving rates. This has been interpreted

by some as evidence of imperfect capital mobility, although other
explanations are also possible.'* ° If capital is not perfectly mobile,

then countries with higher saving rates will have lower capital

costs, and countries with lower saving rates will have higher cap-

ital costs.

It is widely believed that international capital mobility increased
substantially in the 1980s, and there is evidence that the relation-

ship between domestic saving and investment rates has become less

strong. If the differences in the cost of capital between the United
States and other countries are indeed due to differences in saving
rates, then the increased capital mobility of the 1980s should have
resulted in a convergence of international costs of capital.

Standard accounting rates of return do not show this conver-
gence, at least between the United States and Japan. However, it is

possible that accounting rates of return in Japan have been under-
stated in the 1980s. Japanese land values increased rapidly over
much of the past decade. Because accounting rates of return do not
take into account capital gains on the land unless the land is sold,

accounting rates of return may have substantially understated the
cost of capital in Japan during the 1980s. One study ^ ^ suggested
that after adjusting for the increase in land values, the cost of cap-
ital in Japan in the 1980s may have indeed been similar to that in

the United States.

Other nontax reasons for internationgd differences in the costs of

capital include the possibility that Japanese investments are less

risky than investments in the United States, and thus command
lower risk premiums. If this is the case, then the correct risk-ad-

justed costs of capital would not differ.

Tax-related reasons for differences in international costs of capital

Taxation affects the cost of capital because it creates a wedge be-

tween the returns investors receive and the actual returns on in-

vestments. The larger is the tax wedge, the higher is the required
return on investments. Taxation of capital in the United States

'"' For instonce, Lawrence Summers (1988) eirgues that government policies are often aimed at
minimizing current account deficits. This has the effect of minimizing international capital
flows, thereby creating a correlation between national saving and investment. Other possible ex-

planations for this correlation focus on underlying factors, such as population growth or changes
in wealth, which may affect both saving emd investment. See Lawrence Summers, "Tax Policy
and International Competitiveness," in International Aspects of Fiscal Policies, University of
Chicago Press, 1988.

* • See Albert Ando and Alan J. Auerbach, "The Cost of Capital in Japan: Recent Evidence
and Further Results," Journal of the Japanese and International Economies, Volume 3, Number
4, December 1990.
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and abroad could differ because of differences in debt-equity ratios,

depreciation allowances, corporate tax rates, or personal tax rates.

Because corporations can deduct their interest payments, both
the Japanese and the U.S. tax systems provide a corporate tax ad-

vantage to debt financing over equity financing. Since Japanese in-

vestments generally have a higher share of debt financing than US
investments, it is possible that this difference in financing could ex-

plain the difference between the costs of capital in the two coun-
tries. However, empirically, the value of the interest deduction can
explain at most a small fraction of the differences in the costs of

capital.

Depreciation allowances cannot explain why the United States

has a higher cost of capital than Japan, because depreciation allow-

ances are generally believed to be more generous in the United
States than in Japan. The combination of differences in corporate
tax rates and depreciation allowances cannot explain the differ-

ences in the costs of capital. The effective corporate tax rate on
equity-financed investment has been lower on average in the
United States than in Japan.

Finally, the United States and Japanese tax systems differ in the
personal taxes on investment income. Personal taxes on investment
income are lower in Japan than in the United States. This differ-

ence in the personal taxation of investment income may help ex-

plain why the Japanese saving rate is higher than the U.S. saving
rate. However, some studies have found that the tax wedges cre-

ated by both corporate and personal taxation do not differ substan-
tially between the United States, the United Kingdom, Germany,
or Japan, and hence do not offer good explanations for the differ-

ences in the cost of capital."* ^ Furthermore, because the personal
taxation of investment income does not generally depend on where
the investment is located, differences in personal taxation alone
cannot explain differences in costs of capital unless capital is not
perfectly mobile.
Thus, tax explanations cannot account for much of the difference

in international capital costs (though this does not imply that
changes in the U.S. tax system cannot affect the cost of capital).

The cost of capital may be higher in the United States than else-

where because the U.S. saving rate has been lower than elsewhere;
to the extent that capital has become more internationally mobile,
these differences may disappear over time. However, it is impor-
tant to remember that costs of capital are very difficult to meas-
ure. Although it is unlikely that the cost of capital in the United
States is lower than in other countries, the exact magnitude of the
differences and the changes in the costs of capital over time are dif-

ficult to assess.

*' See Robert McCauley and Steven Zimmer, "Explanations for International Differences in

the Cost of Capital," Federal Reserve Bank ofNew York Quarterly Review, Summer 1989.



IV. EDUCATION AND HUMAN CAPITAL FORMATION

While extra physical capital can make labor more productive, so

too can extra human capital. For example, the addition of a com-
puter to an office enables an office worker to accomplish more
tasks in a day. Better education or training for the office worker
also allows him or her to accomplish more tasks. Unlike invest-

ments in physical capital, investments in human capital will not

appear directly in the national income and product accounts. The
fruits of the human capital investments should appear later in

terms of increased labor productivity.

Many people are concerned about whether the quality of the U.S.

workforce is high enough to compete internationally. As industries

become increasingly "high-tech," workers will need skills commen-
surate with the positions. Jobs created in the so-called "informa-
tion age" may require more human capital than those created in

past manufacturing booms. And as the proportion of lower-skilled

jobs in the economy declines, workers will have to be better educat-

ed and better trained to compete in the labor market.

On-the-job training

Training may take place through a number of avenues, including
on-the-job training, either informally ("learning by doing") or

through organized programs. The decision whether to train people
on the job or through formal education may depend on the type of

skills acquired through the training and on who is financing the
training. An employer will be loathe to pay for training in general
skills that are applicable to a wide range of jobs and employers be-

cause the trainees could change employers once the training is

completed. The employer who provided the training would not be
able to reap the benefits of his or her investment. Such general
skills would likely be provided through formal schooling or at the
expense of the employee. To the extent that on-the-job training is

not entirely specific to the current employer, employers may not be
willing to invest in the socially optimal amount of training. If

workers face mobility costs to switching employers, firms will have
more incentive to finance the costs of training because they will be
able to reap more of the benefits of increased productivity. Some
researchers have suggested that Japanese employers may have an
advantage in the provision of training opportunities because of cul-

tural biases against job mobility."*^

Evidence on the amount of on-the-job training provided in the
United States is inconclusive in part because of the difficulties in

*' See references cited in Donald O. Parsons, "The Firm's Decision to Train," Investing in

People: A Strategy to Address America's Workforce Crisis, Background Papers vol. I, U.S. Depart-
ment of Labor, Conunission on Workforce Quality and Labor Market Efficiency, September 1989,

p. 297.
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measurement. Informal training in particular is hard to quantify,

Estimates of the proportion of workers receiving on-the-job training

range from one-twentieth to one-fifth. Large employers and the

very smallest employers appear to provide more training."*^ Work-
ers with more education appear more likely to receive on-the-jot

training. Some research has found that college graduates are 5C

percent more likely to receive on-the-job training than are high

school graduates.*^

Postsecondary education

Formal education not only provides a foundation for other train

ing, but can increase human capital directly. One way in which the

U.S. educational system stands apart from those of its industrial

competitors is in its provision of wide access to postsecondary edu
cation. In 1987, over five percent of the U.S. population was en
rolled in postsecondary education, a gross enrollment rate equal tc

57 percent of the college-age population. ^^ Table 13 shows thai

among competing industrial countries, only Canada offers such

wide access. By comparison, Japan and West Germany had gross

enrollment rates of only 30 percent.

Table 13.—Enrollment Rates for Postsecondary Education in

Selected Countries, 1985

P„.Uec„„dary ^^^^^^'^^
Country enrollment

100,000
rates (percent)

inhabitants

Australia
Canada
China
West Germany....
France
Italy

Japan
Mexico
Soviet Union
Sweden
United Kingdom.
United States

29
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Broad access to postsecondary education has been a notable suc-

cess of the U.S. educational system, but the growth of access has

slowed over the past decade.'*^ The median years of school complet-

ed by persons 25-29 years old reached a peak of 12.9 in 1976.*^

After staying at that level for a decade, it declined slightly to 12.8

in 1987. High school graduation rates for persons 20-24 years old

have remained at about 85 percent since the mid-1970s.*^ The pro-

portion of persons 25-29 years old who completed four or more
years of college increased from 11.1 percent in 1960 to 16.3 percent

in 1970. Over the 1980s, this proportion was virtually unchanged at

about 22 percent.

The higher postsecondary enrollment rates in the United States

than in most other countries do not necessarily imply that the U.S.

workforce is more skilled. These higher enrollment rates in the

United States and Canada occur in part because those postsecond-

ary students are more likely than their foreign counterparts to

attend schools that do not offer bachelor's or advanced degrees,

such as community colleges and proprietary vocational schools. ^°

For those students who do attend schools with bachelor's degree-

granting programs, the United States offers schools with a wider
range of quality than those of other countries, so that the skill

levels of graduates may not be comparable to those of other coun-

tries.

A further reason that the high enrollments in the United States

may oversate the skill of the workforce is that the students may
not be acquiring the right skills. A relatively low proportion of the

U.S. postsecondary graduates majored in fields that help add to

technical and manufacturing know-how in the future. As shown in

Table 14, less than one-tenth of U.S. postsecondary graduates in

1985 were in the fields of natural sciences, mathematics, or engi-

neering, the lowest proportion among the 10 countries shown. ^^ By
contrast, the proportion of Japanese graduates in those fields was
twice that of the United States; that of West Germany was more
than 50 percent higher.

*' Unless otherwise noted, data in this paragraph are taken from the Statistical Abstract of
the United States, 1990. Table No. 215: "Years of School Completed, by Age and Race: 1940 to

1988."
*^ Economic Report of the President, February 1990, p. 148.
*' Economic Report of the President, February 1990, p. 150.
5 UNESCO 1987 Statistical Yearbook, chapter 3, cited in Kenneth Redd and Wayne Riddle,

CRS Report, "Comparative Education: Statistics on Education in the United States and Selected

Foreign Nations," November 14, 1988 (88-764 EPW).
*' Some recent research has suggested that grade inflation in college courses outside the natu-

ral sciences and engineering may contribute to the decision of U.S. students to choose majors
outside the natural sciences and engineering. See, Richard Sabot and John Wakeman-Linn,
"Grade Inflation and Course Choice," Journal of Economic Perspectives, volume 5, Winter 1991.
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Table 14.—Graduates of Postsecondary Educational Institutions,

by Field of Study in Selected Countries, 1985

Percentage
in

science and
mathematics

Australia 18
Canada 16
China 32
West Germany 14
France 20
Italy : 10
Japan 19
Mexico 18
Soviet Union NA
Sweden NA
United Kingdom 22
United States 9

NA=Not Available.

Source: UNESCO 1987 Statistical Yearbook, chapter 3, cited in Kenneth Redd
and Wayne Riddle, CRS Report, "Comparative Education: Statistics on Education
in the United States and Selected Foreign Nations," November 14, 1988 (88-764
EPW).

The selection of fields of study may have long-term effects on
rates of growth. To the extent that people engage in activities that
create wealth rather than redistribute existing wealth, measured
productivity and GDP would be higher. A recent study suggests
that countries with a higher proportion of engineering students ex-

perienced more economic growth and those with a higher propor-
tion of law students experienced less. The researchers selected the
proportion of law students as a proxy for resources going into
"rent-seeking activity," that is, activity that redistributes existing
wealth. In different societies, rent-seeking activities could include
service in the government or armed forces or trading in financial
markets. ^2 por example, other analysts have argued that too much
human capital in the United States is devoted to trading paper
assets rather than to creating new wealth in the economy. ^^

Elementary and secondary education achievement levels

For a large fraction of the workforce, formal educational training
will cease prior to the college level. The skills developed at the ele-

mentary and secondary level will thus have an important effect on
the productivity of the workforce. There is some evidence that U.S.
students trail their foreign counterparts in acquisition of mathe-

^^ Kevin M. Murphy, Andrei Shleifer, and Robert W. Vishny, "The Allocation of Talent: Im-
plications for Growth, ' Quarterly Journal of Economics, volume 106, May 1991, pp. 503-530.

*' See Lawrence H. Summers and Victoria P. Summers, "When Financial Markets Work Too
Well: A Cautious Case for a Securities Tremsactions Tax," Annenberg Conference on Technology
and Financiid Markets, February 28, 1989.
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matics and science skills. This may be of particular importance in

the future as jobs require greater technical knowledge and analyti-

cal skill. Two studies conducted by the International Association

for the Evaluation of Educational Achievement (lEA) indicate that

U.S. students generally trail their foreign counterparts in mathe-
matics and science skills. Whereas the mean science achievement
test scores ^^ for 10-year-old students in the United States were
comparable to the average across a seven-country panel, those

scores for 14-year-old U.S. students were last in the group. When
17-year-olds were given achievement tests in specific subject areas,

U.S. mean scores were last in biology, sixth out of seven in chemis-

try, but in the middle in physics. In mathematics achievement
tests, ^^ U.S. 13-year-olds finished next-to-last, and 17-year-olds fin-

ished last out of seven countries.

In a further round of assessment conducted by the IEA in 1986,

13-year-old students in the United States and 11 other populations

(South Korea, Ireland, Spain, United Kingdom, and four Canadian
provinces (with separate tests for English- and French-speaking

students in three of the provinces)) were compared in mathematics
and science. South Korea's 13-year-olds demonstrated the highest

overall mathematics achievement, with the United States ranked
significantly below the mean.^^ In South Korea, 78 percent of the

13-year-olds could use intermediate math skills to solve two-step

problems. Only 40 percent of U.S. students could. Forty percent of

the South Korean students understood measurement and geometry
skills and could solve more complex problems. Less than 10 percent

of the U.S. students had the same skills. ^^ In science, students

from South Korea and British Columbia (Canada) performed well

above the mean; the U.S. students were again in a group of coun-

tries performing well below the mean. More than 70 percent of the

South Korean and British Columbian students could successfully

use scientific procedures and analyze scientific data. About 40 per-

cent of the U.S. students could do so.

** Gathered in a round of tests from 1983-86.
*^ Gathered in a round of tests from 1982.
^* Data in this paragraph are from: Archie E. Lapointe, Nancy A. Mead, and Gary W. Phil-

lips, A World of Differences: An International Assessment of Mathematics and Science, Educa-
tional Testing Service, Report No. 19-CAEP-Ol.

^^ But the self-perception of skills differed. About two-thirds of the U.S. students felt that they
were "good at mathematics". Only 23 percent of the South Korean students felt the same.
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Table 15.—Mean (Average) Science Achievement Test Scores in

Selected Countries (10-year- and 14-year-olds), 1983-1986

Country
lO-year-olds
(max score =

24.0)

14-year-olds
(max score =

30.0)

Australia ,

Canada *
,

Italy

Japan
Sweden ,

United Kingdom ^

,

United States

12.9



13-year-olds
(percent
correct)
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education, especially if not job-specific, can create external benefits

whose value cannot be captured by the person receiving the educa-

tion, individuals may choose to receive less education than is opti-

mal fi-om society's standpoint. Tax subsidies may help prod individ-

uals toward investing in more education. Although tax policy may
encourage individuals to invest in a greater quantity of education

or training, it is difficult for tax policy to address the issue of the

quality of education or training received.

At the individual level, a number of tax incentives currently

exist for educational expenditures. Most are targeted toward post-

secondary education. A taxpayer (subject to certain income limita-

tions) may exclude from income the amount of redemptions of

qualified U.S. savings bonds used to pay for higher education ex-

penses (tuition and fees) of the taxpayer, the taxpayer's spouse, or

a dependent of the taxpayer. An employee may receive up to $5,250

per year for tuition, fees, books and supplies from his or her em-
ployer's educational assistance program and exclude the amount
from gross income regardless of whether the education is employ-
ment-related. (This provision is scheduled to expire at the end of

1991.) Amounts reimbursed by an employer for an employee's em-
ployment-related education are excludable from income and unre-

imbursed amounts may be taken as an itemized deduction (subject

to the two-percent floor on miscellaneous deductions) if the educa-

tion helps maintain current skills or is required by an employer. If

the education helps qualify the employee for a new trade or busi-

ness, it is not deductible. Scholarships for tuition, fees, books and
supplies are excludable from gross income. Tuition payments made
directly to the school on behalf of another individual are exempt
from the gift tax.

At the production level, colleges, universities, and private ele-

mentary and secondary schools generally are organized as tax-

exempt institutions. Such status also allows funds to be solicited as

charitable contributions that are deductible to the donor.



V. OTHER FACTORS OF PRODUCTION AFFECTING
COMPETITIVENESS

Implicit in the discussion of international competitiveness con-

tained in this pamphlet is the notion that the national economy
combines capital, labor, and other factors to produce an aggregate
output, tjrpically measured by GNP. This output can be consumed
in the producing country or exported elsewhere. This section con-

siders three specific factors other than capital and labor which
affect aggregate productivity: natural resources and energy, the

state of technology, and the impact of government regulations.

Each of these factors may affect the level and trend of aggregate
production, and may therefore play a role in the degree of interna-

tional competitiveness enjoyed by a national economy.

A. Natural Resources and Energy

Natural resource endowments

The economy's endowment of natural resources may have pro-

found effects on a nation's standard of living. It is appropriate to

think of the natural resource endowment as a portion of the na-

tion's economic wealth. To a large extent, nations are unable to in-

fluence the amount or quality of the natural resource deposits

within their borders, meaning that these elements of national

wealth may appear to randomly affect national wealth when dis-

covered. ^° However, to the extent that nations differ in their abili-

ties to exploit the value of natural resource deposits, similar depos-

its may be valued differently depending on the country in which
they are located.®^

As an example of how natural resource deposits contribute to

trade flows and GNP levels and growth, consider the history of the
Middle East OPEC nations since 1945. Prior to the discovery of the
vast petroleum reserves, these countries were relatively poor, with-

out much ability to participate (or compete) in international prod-

uct markets. However, with the discovery of large deposits of oil,

the per capita wealth in these countries soared, substantially in-

creasing the role of these nations in international markets. When
these resources were initially being exploited, capital flowed into

these countries, as foreign firms began the process of drilling wells,

constructing pipelines, and developing facilities to export the petro-

leum abroad. During this initial period of exploitation, these na-

tions experienced chronic trade deficits, although it would be inap-

propriate to conclude that the competitive position of these nations

"' For example, the discovery of gold in California in the 1840s caused an unexpected increase

in U.S. national wealth.
*' See, for example, Gavin Wright, "The Origins of American Economic Success, 1879-1940,"

American Economic Review, September 1990, who argues that U.S. manufacturing success can
be traced, in large part, to the intensity in exploiting the U.S. natural resource endowment.
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was compromised by trade deficits. To the contrary, the observed
trade deficits were absolutely necessary to exploit fully (and hence
maximize the value of) the oil reserves. In this case, trade deficits

over several years were consistent with a substantial increase in

the standard of living for the inhabitants of these nations. Current-
ly, these countries tend to run large trade surpluses as their oil re-

serves are exploited and exported.
Natural resource endowments also may influence the develop-

ment path taken by an economy. A striking example is provided in

a recent paper by Landau and Rosenberg. ^^ The authors describe
how the discovery and exploitation of petroleum reserves in the
United States presaged the development of the petrochemical in-

dustry. This industry was concentrated in the United States in

large part because of the technological lead provided by the devel-

opment of petroleum reserves in the United States. European coun-
tries had concentrated on developing similar chemical processes
based on coal reserves. However, the relative ease of cracking and
recombining petroleum (compared to coal) pushed the United
States to a pre-eminent position in this industry. Until the technol-

ogy matured, the United States maintained a technological lead
over other nations in this area by constantly pushing its technology
advantage domestically and exporting primarily dated technology.
Natural resource endowments add to national wealth to the

extent they can be developed for less than the marginal cost of pur-
chasing the same natural resources from abroad. One implication
is that reductions in transportation costs may reduce the value of
domestic natural resources, since suppliers in other countries may
find it cheaper to transport their resources. Similarly, changes in

technology used to extract natural resources may change the value
of natural resource deposits. To the extent that technology can be
developed to recover previously uneconomic deposits in a cost-effec-

tive manner, the nation possessing these deposits will see the v£due
of these particular reserves increase. Of course an investment to

develop this sort of technology should be undertaken only when the
expected increase in the present value of the natural resource de-

posit exceeds the expected cost of developing the technology.
When international competitiveness is defined as the change in a

country's standard of living relative to that of other countries, the
extent to which natural resource endowments and exploitation of
these deposits affect competitiveness is unclear. Certainly the dis-

covery (or increased exploitation) of natural resources may increase
the growth rate of a country's standard of living, which enhances
competitiveness according to the definition given above. However,
although a nation's endowment of natural resources increases its

wealth, it may not directly influence the growth rate of the stand-
ard of living.

Energy

One important input in virtually all production processes is

energy which is combined with varying amounts of capital and
labor in order to minimize the cost of producing a given level of

^^ Ralph Landau and Nathan Rosenberg, "Innovation in Chemical Processing Industries," in

Technology and Economics, (Washington, D.C.: National Academy Press), 1991.
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output. The price at which energy can be obtained will influence

the degree to which a nation's economy is competitive in the pro-

duction of energy-intensive goods. Some countries are endowed
with relatively cheap sources of energy (e.g., hydroelectric power
sources that can be easily harnessed), and others have made a
point of pushing technological development intended to lower
energy costs (e.g., promoting nuclear power plants). Both of these
strategies are intended to improve a country's competitive position

in the production of energy, and both have the ancillary effect of

potentially lowering the cost of producing energy-intensive goods.

However, it should be noted that energy is only one factor of pro-

duction, and so low-cost energy does not necessarily translate into

enhanced international competitiveness. In addition, exchange rate

adjustments may partially offset the change in international com-
petitiveness caused by selective taxation or subsidization of energy.
At the same time that countries may have the reduction of

energy costs as a strategic option, they also impose excise taxes on
energy sources to discourage certain types of energy consumption.
Table 18 presents a comparison of energy prices for several energy
sources across several countries. These differential prices reflect

natural resource endowments, transportation costs, and (perhaps
most importantly) national decisions to tax or subsidize various
energy sources.



Table l8.-Price of Energy in 1989 for Selected Countries 

[prices in dollars] 

Country 

Automotive fuels (per 
gallon) 

Gasoline Diesel 

Australia .................................................... $1.66 $1.47 
Belgium ...................................... ... ....... ...... 2.64 1.47 
Canada........................................................ 1.63 1.52 
Denmark ..... ......................................... ...... 3.55 .96 
France......................................................... 3.08 1.78 
West Germany.............. ........ .................... 2.48 1.67 
Italy............................................................. 3.80 1.87 
Japan .......................................................... 3.19 1.84 
Netherlands............................................... 2.96 1.33 
Norway....................................................... 3.17 1.07 
Sweden........................... ........ ...... ... ............ 2.82 1.90 
Switzerland ................................................ 2.45 2.37 
United Kingdom ....................................... 2.51 1.95 
United States............................................. 1.02 1.01 

NA = not available. 

Light fuel oil (per 
gallon) 

Industry Household 

NA NA 
$0.62 $0.73 

.68 .96 

.84 2.14 
NA 1.18 
.77 .88 • 

1.71 2.03 
.72 .97 

NA 1.11 
.92 1.11 

1.25 1.47 
.65 .73 
.67 .72 
.61 .88 

Electricity (cents per 
kwh) 

Industry Household 

4.2¢ 6.7¢ 
NA NA 
3.9 4.8 
5.7 14.5 

NA NA 
8.0 14.2 
7.5 12.5 

13.0 18.7 
NA NA 
NA 6.2 
4.7 6.6 
7.4 9.2 
6.5 9.5 
4.7 7.6 

Coal per 
ton 

Industry 

$29.70 
32.90 
55.23 
91.28 
77.48 

157.31 
NA 

62.46 
NA 
NA 

71.32 
53.07 

NA 
33.93 

Source: International Energy Agency, Organization for Economic Co-Operation and Development, Energy Prices and Taxes, First Quarter 
1990. 

0') 
0') 
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From Table 18, it can be seen that, in the countries considered,

costs of energy sources vary more widely in the household sectors

than in the industrial sectors (e.g., compare diesel fuel vs. gasoline,

household electricity vs. industrial electricity). This presumably re-

flects national concerns about international competitiveness in the

production of energy-intensive goods. ^^ A large part of the ob-

served international differences is due to taxes designed to discour-

age consumption of particular energy sources. In every fuel listed,

the United States is at or near the lowest price for industrial con-

sumption of energy, reflecting the relatively low tax burden on
fuels used in the United States

To a large extent, these differential energy prices do affect the

overall consumption of energy. Table 19 presents the amount of

energy consumed (measured in British thermal units (BTUs)) to

produce a dollar of gross domestic product (GDP) in several coun-

tries. The United States is a major consumer of energy, and when
measured against GDP, U.S. energy consumption is more than
twice that of Japan and is about 50 percent greater than that of

Germany. However, the United States is making progress in reduc-

ing the amount of energy used in manufacturing. For example, be-

tween 1970 and 1985, the end-use consumption of energy (measured
in BTUs) per unit of industrial output (measured in 1982 dollars)

dropped by more than 25 percent. ^"^ Similarly, the energy usage of

most OECD countries declined over the past two decades as a
result of the real energy price increases (and increased price vola-

tility) that have occurred.

Table 19.—Comparison of Energy Usage for Selected Countries,

1989

Country
Energy

consumption
(quad. BTU)

Gross
domestic
product
(billions)

Energy
consumption
(BTU per

dollar GDP)

United States
Japan
West Germany....
France
United Kingdom

.

Italy

Canada
Netherlands
Sweden
Australia

81.14
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B. Role of Technology

Overview

Technological progress is often consiifiered a key component in

determining international competitiveness.^^ This discussion exam-
ines the assumptions on which the assertion rests. In an interna-
tional economy characterized by perfect capital markets, it may be
the case that technological progress leads to an enhanced economic
position for a national economy if one of the following occurs.

(1) Technology is not easily transferred to firms in other coun-
tries (for example, patent laws may prevent the unfettered flow of
technical information between countries).

(2) Current technological progress builds entirely (or to a large
extent) on past technological advances, so the historical path of
technology is important. This could occur if there is a learning
curve for a particular technology, so that the longer a firm pro-

duces the product, the lower its production costs (in this case, the
experience gEiined through production influences the pace of tech-
nological progress).

(3) Technology is combined with specific factors in unique ways
that cannot be duplicated elsewhere (for example, if a particular
technology can be most effectively utilized in a particular climate,
in conjunction with certain indigenous materials that are not
easily transported, or with certain labor skills that are found pri-

marily in one country).

(4) Technological progress may be combined with economies of
scale or economies of scope to increase the return to a particular
technology.

All of these situations require that there be some barrier to the
flow of technology between nations or some other feature prevent-
ing technology from being utilized as effectively in one country as
in another. When such barriers do not exist, there is no reason to

expect technological progress to enhance the competitive position
of any single nation. In the absence of these barriers, investment in

research and technology is expected to earn only the risk-adjusted
rate of return available in the rest of the world economy. And,
given perfect capited markets, the return to investments in re-

search and development would be the same risk-adjusted rate of
return as that earned by other competing investments.
Whether government policy can promote technological advance

is the subject of much debate.^® To the extent that the full benefit
of advances in technology cannot be captured by a single firm (that
is, to the extent research and development possesses the character-

*" Representative examples of these arguments can be found in Richard Cyert and David
Mowery, (eds.). Technology and Employment: Innovation and Growth in the U.S. Economy, Na-
tional Academy of Sciences, Washington, 1987, and Ralph Landau and Dale Jorgensen, (eds.).

Technology and Economic Policy, Ballinger Publishing C!ompany, Cambridge, 1986.
** See, for example, Paul Romer, "Endogenous Technical Change," Journal of Political Econo-

my, October 1990; Elhanan Helpman and Paul Krugmtm, Market Structure arid Foreign Trade:
Increasing Returns, Imperfect Competition, and the International Economy, (Cambridge: MIT
Press), 1985.
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istics of a public good), one would expect firms to underinvest in

research, relative to the social optimum. Government policies to

correct this market failure generally involve either: (1) perfecting

the property rights in technological advances through the grant of

patents, copyrights or other means of providing temporary monopo-
ly power (including the recognition of property rights in trade se-

crets), or (2) public subsidy of research efforts, through direct

spending programs or through the tax system.
The United States utilizes both means to promote advances in

technology. Patents provide the inventor with an exclusive right to

use or license the technology for a limited period of time (generally

17 years). Patent holders may also license the patented process or

invention to others as a means of spreading the benefits of the new
technology, while receiving compensation for developing that tech-

nology. The patent's limited lifetime results from a tradeoff be-

tween providing sufficient incentives for research and providing a
reasonably fast spread of knowledge. Through the granting of spe-

cific property rights in technology, the patent system attempts to

address the concern of underinvestment in research. Moreover,
through the publication of patent grants, information regarding
the feasibility of new processes is disclosed to others working in the
field.

Government support of research

Additional subsidization of research projects occurs through
direct spending programs. The 1992 Budget of the United States

lists over $64 billion of Federal support for the conduct of research
and development (including military support for research and de-

velopment). Of this, approximately $12 billion is for basic research,

with the remainder for applied research and development. In addi-

tion to these direct spending programs, the Federal government
provides a tax credit to taxpayers who engage in research and de-

velopment activities above a baseline level. This tax credit costs ap-

proximately $1 billion per year in foregone tax revenues. The quan-
tity of additional research and development generated by this

credit is the subject of some debate. However, the credit is designed
to encourage investment in a cost-effective manner. Another incen-

tive provided for research and development through the income tax
system is the ability of businesses to expense the costs of research
and development in the year incurred even though these expenses
may result in the creation of a valuable asset with a lifetime ex-

tending over several years. While there is no simple method to

compare the relative subsidies for research and development pro-

vided through the income tax system with subsidies provided
through direct spending programs, it should be noted that the Fed-
eral government makes substantial use of both methods.

In addition, there may be an additional role for the government
in the research process, that of acting as an intermediary between
organizations that normally compete with each other. Government
can support loose coalitions of firms in a partnership between the
private and public sectors. One example of how the government
may facilitate cooperation among participating firms is by relaxing
antitrust policies, thereby permitting joint research ventures. Al-

ternatively, government may act £is a clearinghouse in transmit-
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ting research results from universities to private firms. In these
ways, governments hope that economies of scale and scope in the
research process can be exploited, leading to technological advance.

C. Government Regulatory Policy, Growth, and Competitiveness

The national income and product accounts, considered alone,

may be an inaccurate indicator of national well-being. For exam-
ple, it is sometimes asserted that governmental environmental reg-

ulations or environmental tax policy inhibit growth. It is true that,

for example, installation of flue gas scrubbers on an electricity gen-
eration plant does not increase the output of electricity yet does re-

quire an investment. The traditional national income and product
accounts would measure this investment expenditure (and the cor-

responding capital consumption expense in the future), but would
not measure a change in output. To the extent that reduced flue

gases improve future national health, there should be an increase
in output resulting from the improved hesdth of the nation's work
force. At least part of this long-term health g£iin eventually would
be measured in the national income and product accounts. Reduc-
tion in flue gases may also improve scenic vistas which arguably
also increase national well-being, but are likely never to be meas-
ured as a marketable good or service. Consequently, while the in-

vestment in a flue gas scrubber probably does not increase the
output of electricity, it may well increase the well-being of the
nation. Similarly, safety regulations and other social policies that
impose measurable economic costs may increase national welfare.

More generally, because firms or individuals do not bear the full

social cost of their activities, the free market may not produce so-

cially desirable outcomes. In the flue gas example, the firm does
not face the cost of the environmental damage it may cause. As a
result, the firm may create more pollution than is socially desira-

ble. Economists call those social costs (or benefits) that are not
taken into account in market transactions externalities. Regulation
or taxation that reduces or eliminates externalities increases social

welfare without a corresponding increase in measured GDP. This
analysis suggests that if, relative to other countries, the United
States expended more of its resources on environmental quality,

worker safety, or the reduction of other negative externalities,

measures such as growth of per capita GDP may understate the
relative gain in the national welfare made by the United States. To
the extent that other countries choose to spend more on environ-
mental quality or worker safety than the United States, the oppo-
site may be true.

Regulation or taxation to meet environmental safety or other
goals may impose costs on producers. If producers in other coun-
tries are not subject to comparable costs, they may be able to sell

the same good at a lower price in the United States than could a
domestic producer. Some would argue that U.S. consumers gain if

those countries are willing to sell goods cheaply in the United
States. Moreover, such an outcome may increase world welfare if

the foreign country places a lower value on environmental quality
or health than does the United States. In such a situation residents
of both countries can be made better off if such products are pro-
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duced abroad and sold to the United States. However, in some cir-

cumstances production abroad may lead to a loss of domestic pro-

duction, but no gain in social welfare. For example, production

which leads to ozone depletion imposes externalities (e.g., higher in-

cidence of skin cancer) on the United States regardless of where
the production occurs.

In addition, the increased imports of goods whose production cre-

ates externalities may lead to a current account deficit in the

United States which ultimately would reduce the value of the

dollar relative to other currencies and would increase the cost of

the foreign goods in the United States. The higher price for foreign

goods would make those domestic industries not subject to such

regulations more competitive than foreign producers in the same
industries, thus creating opportunities for exports. Thus, regulation

in the United States should affect the relative size of different sec-

tors of the economy and affect the composition of imports and ex-

ports. Regulation may also lead to an increase in the magnitude of

imports and exports by creating new industries of specialization

among countries.

Like environmental and safety policy, the minimum wage some-

times is criticized for raising costs of production and harming the

competitive position of United States industry. Economists general-

ly agree that a minimum wage reduces aggregate employment, and
thereby will lead to a reduction in total output in the economy.

The reduction in employment should primarily affect unskilled

labor. A minimum wage may even increase the demand for skilled

labor and capital as substitutes for unskilled low-wage labor. Be-

cause the minimum wage increases the cost of unskilled labor, the

use of unskilled labor or the substitution of higher priced skilled

labor and capital for unskilled labor will raise costs to affected

businesses. However, the effects of minimum wage legislation are

not equal across industries, affecting more those industries that

rely on unskilled labor.

To the extent that the increase in production costs that may
result from the minimum wage reduces the exports of the United

States and increases imports of lower cost goods produced abroad

by labor not subject to a minimum wage, the value of the dollar

should fall. This should make the United States more competitive

in the provision of goods that have a high content of skilled labor

or capital. The minimum wage was unlikely to be a contributing

factor to the deteriorating trade position of the United States in

the 1980s. The real value of the minimum wage fell throughout the

1980s and in many industries and in many parts of the country un-

skilled workers were paid in excess of the then-prevailing mini-

mum wage.



APPENDIX TO PART ONE: ADDITIONAL ECONOMIC DATA

Appendix Table 1.—Average Annual Rates of Growth of Per Capita

Real GDP in Selected Countries, 1969-1988

[In percent]

Country 1969-78 1979-88 1969-88

United States

Japan
West Germany....
France
United Kingdom.
Italy

Canada
Belgium
Greece
Netherlands
Sweden
Switzerland.
Australia

1.79



Appendix Table 2.-U.S. Gross Domestic Investment, Selected Years, 1929-1990 

[In billions of dollars) 

Gross fixed investment 

Total Gross Gross private 
Change in private domestic 

gross Gross investment Year Gross Gross nonresi· residential invento· domestic 
ries invest· as a 

structures equipment dential invest· percentage of 
invest· ment ment GNP 
ment 

1929 ......................................................... $5.5 $5.5 $11.0 $4.0 $1.7 $16.7 $16.1 
1939 ......................................................... 2.2 3.9 6.1 3.0 .4 9.5 10.4 
1949 ......................................................... 9.2 15.7 24.9 15.7 -3.1 36.5 14.0 
1954 ......................................................... 13.9 20.8 34.7 21.1 -1.6 54.1 14.5 ~ 

1959 ......................................................... 18.0 28.3 46.3 28.1 5.8 80.2 16.2 C/.!) 

1964 ......................................................... 22.7 38.7 61.4 32.8 5.4 99.6 15.3 
1969 ......................................................... 37.1 65.2 102.3 41.2 9.8 153.2 15.9 
1970 ......................................................... 39.2 66.1 105.2 40.5 3.1 148.8 14.6 
1971 ......................................................... 40.9 68.7 109.6 55.1 7.8 172.5 15.6 
1972 ......................................................... 44.5 78.5 123.0 68.6 10.5 202.0 16.7 
1973 ......................................................... 51.4 94.5 145.9 73.3 19.6 238.8 17.6 
1974 ......................................................... 57.0 103.6 160.6 64.8 15.4 240.8 16.3 
1975 ......................................................... 56.3 106.6 162.9 62.3 -5.6 219.6 13.7 
1976 ......................................................... 60.1 119.9 180.0 81.7 16.0 277.7 15.6 
1977 ......................................................... 66.7 147.4 214.2 108.6 21.3 344.1 17.3 
1978 ......................................................... 81.0 178.0 259.0 129.2 28.6 416.8 18.5 
1979 ......................................................... 99.5 203.3 302.8 139.1 13.0 454.8 18.1 
1980 ......................................................... 113.9 208.9 322.8 122.5 -8.3 437.0 16.0 
1981 ......................................................... 138.5 230.7 369.2 122.3 24.0 515.5 16.9 
1982 ......................................................... 143.3 223.4 366.7 105.1 -24.5 447.3 14.1 



Appendix Table 2.-U.S. Gross Domestic Investment, Selected Years, 1929-1990-Continued 

[In billions of dollars] 

Gross fixed investment 

Gross Total Change in private 
Year gross Gross invento- domestic Gross Gross nonresi- residential ries invest-structures equipment dential invest- ment invest- ment 

ment 

1983 ......................................................... 124.0 232.8 356.9 152.5 -7.1 502.3 
1984 ......................................................... 141.1 274.9 416.0 181.1 67.7 664.8 
1985 ......................................................... 153.2 289.7 442.9 188.8 11.3 643.1 
1986 ......................................................... 139.0 296.2 435.2 217.3 6.9 659.4 
1987 ......................................................... 133.7 311.2 444.9 226.3 28.3 699.5 
1988 ......................................................... 139.9 348.4 488.4 232.5 26.2 747.1 
1989 ......................................................... 146.2 365.7 511.9 231.0 28.3 771.2 
1990 1 ...................................................... 147.2 377.2 524.3 222.9 -2.2 745.0 

1 Estimate. 

Source: U.S. Department of Commerce, Bureau of Economic Analysis. 

Gross private 
domestic 

investment 
as a 

percentage of 
GNP 

14.7 
17.6 
16.0 

,15.6 
~ 

15.5 ~ 

15.3 
14.8 
13.6 



Appendix Table 3.-Net Investment Rates as a Percentage of GDP in Selected Countries, Selected Years, 1962-89 

Country 1962 1967 1972 1975 1978 1981 1982 1983 1984 1985 1986 1987 1988 1989 

United States ................. 8.5 9.2 8.9 4.8 9.3 6.3 2.7 3.4 7.0 6.0 5.4 5.3 5.0 4.7 
Japan .............................. 22.4 22.2 21.6 19.9 18.7 18.0 16.7 14.6 14.6 14.7 14.2 15.0 12.8 18.2 
West Germany.............. 18.7 12.8 15.6 8.6 10.0 8.8 7.2 7.8 7.9 7.0 7.2 7.2 8.2 9.4 
France ............................. 15.7 17.7 16.7 12.3 11.6 9.3 9.3 7.2 6.3 6.3 7.2 7.4 8.5 8.9 
United Kingdom ........... 8.5 11.3 9.1 7.6 8.0 2.7 3.6 4.6 5.4 5.4 5.2 6.4 8.9 9.3 
Italy................................. 19.7 13.9 13.5 11.1 11.9 12.4 10.9 9.2 10.6 10.1 8.6 8.7 9.6 9.9 
Canada ............................ 10.5 12.5 12.0 14.4 12.1 13.2 7.3 7.8 8.7 8.5 8.7 10.0 11.1 11.5 
Belgium .......................... 11.5 13.7 12.2 12.6 12.4 8.5 8.1 5.8 6.8 5.3 5.6 6.8 8.5 10.6 
Greece ............................. 15.9 16.9 23.3 19.9 20.0 16.8 12.7 13.0 10.8 12.6 10.1 8.0 10.0 10.5 
Netherlands ................... 16.5 18.5 15.5 11.5 12.9 8.2 7.7 8.1 8.8 9.5 9.5 8.6 9.3 10.5 
Sweden...... ... .............. ..... 13.8 14.1 11.9 13.6 6.1 6.3 5.5 4.9 5.7 7.4 6.2 7.1 8.0 9.8 -:] 

Switzerland.................... 21.6 18.0 19.7 12.1 10.9 14.9 13.6 13.7 13.9 14.1 16.0 17.2 17.5 19.0 01 

Australia ........................ 13.3 13.6 10.9 10.3 10.5 12.1 6.4 8.1 9.0 9.7 7.7 8.6 11.8 10.3 

Source: OEeD, National Accounts, 1960-89, Volume 1, 1989. 
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Appendix Table 4.-U.S. Gross and Net Business Saving in Billions 
of Dollars and Total Gross and Net Saving as a Percentage of 
GNP, Selected Years, 1929-1990 

Capital Gross Net Gross con- Net national national 
Year business sumption business saving as saving as saving allow- saving 

(billions) ance (billions) percent percent 

(billions) of GNP of GNP 

1929 ...... ..... .... ........... $12.3 $9.9 $2.4 $15.3 $5.8 
1939 .......................... 9.3 9.0 .3 9.7 -.1 
1949 ........ ; ................. 32.5 22.0 10.5 14.0 5.6 
1954 .......................... 42.3 32.5 9.8 13.9 5.1 
1959 .......................... 60.3 . 44.6 15.7 16.2 7.2 
1964 .......................... 79.3 53.9 25.4 16.7 8.4 
1969 .......................... 106.7 81.4 25.3 16.5 8.0 
1974 .......................... 157.6 137.5 20.1 16.8 7.6 
1975 .......................... 198.9 161.8 37.1 14.9 4.8 
1976 .......................... 225.6 179.2 46.4 15.9 5.8 
1977 .......................... 263.8 201.5 62.3 16.9 6.7 
1978 .......................... 298.9 229.9 69.0 18.2 7.9 
1979 .......................... 327.7 265.8 61.9 18.3 7.6 
1980 .......................... 341.5 303.8 37.7 16.3 5.1 
1981 .......................... 391.1 347.8 43.3 17.1 5.7 
1982 .......................... 403.2 383.2 20.0 14.1 2.0 
1983 .......................... 461.6 396.6 65.0 13.6 2.0 
1984 .......................... 509.5 415.5 94.0 15.1 4.1 
1985 .......................... 539.9 437.2 102.7 13.3 2.4 
1986 .......................... 544.6 460.1 84.5 12.4 1.5 
1987 .......................... 570.2 487.0 83.2 12.3 1.5 
1988 .......................... 605.7 514.3 91.4 13.5 2.9 
1989 .......................... 607.5 554.4 53.1 13.3 2.6 
1990 .......................... 604.8 575.7 29.1 12.0 1.5 

Source: Department of Commerce, Bureau of Economic Analysis. 



Appendix Table 5.-Net National Savings as a Percentage of GDP in Selected Countries, Selected Years, 1962-89 

Country 1962 1967 1972 1975 1978 1981 1982 1983 1984 1985 1986 1987 1988 1989 

United States ................. 9.1 9.7 8.8 6.0 8.9 6.4 2.7 2.2 4.4 3.3 2.2 2.1 3.1 3.2 
Japan .............................. 21.7 22.2 24.4 19.4 20.0 17.9 17.0 16.1 17.0 18.0 18.0 18.3 17.2 20.0 
West Germany.............. 18.6 15.0 16.0 9.6 11.4 8.0 7.7 8.5 9.2 9.6 11.6 11.3 12.4 14.1 
France ............................. 17.3 18.4 17.6 13.2 13.0 8.5 7.2 6.4 6.3 6.4 7.6 7.3 8.2 8.8 
United Kingdom ........... 8.6 9.4 9.1 3.5 6.9 4.3 4.6 5.3 5.1 5.8 4.4 4.3 4.7 4.5 
Italy................................. 19.7 16.3 15.0 10.9 14.1 10.2 9.3 9.5 10.0 9.2 9.1 8.5 8.8 8.5 
Canada ............................ 8.6 10.8 11.2 11.2 10.0 11.2 7.5 7.1 8.7 7.8 6.0 7.2 8.9 8.6 
Belgium .......................... 12.1 14.5 15.8 12.4 11.1 4.8 4.4 5.0 6.2 5.6 7.6 8.1 10.0 11.7 
Greece ............................. 14.3 14.7 22.0 16.3 18.6 16.1 8.3 8.0 6.7 4.4 4.8 4.9 8.0 5.7 
Netherlands ................... 17.4 17.9 18.3 14.0 12.0 10.4 10.8 11.2 12.9 13.6 12.7 10.5 12.4 13.4 
Sweden............................ 13.6 13.6 12.8 12.7 6.0 3.6 1.9 3.8 5.9 5.7 6.2 6.4 6.8 7.3 -:J 
Switzerland .................... 18.5 19.5 20.5 17.0 16.2 17.8 17.7 17.7 18.7 19.5 21.1 21.6 22.5 23.3 -:J 

Australia ........................ 10.6 9.5 13.4 8.5 6.6 4.2 .7 3.0 3.4 2.3 2.4 4.7 7.4 6.3 

Source: OECD, National Accounts, 1960-1989, volume 1, 1991. 



Appendix Table 6.-Gross Saving As Percentage of GDP in Selected Countries, Selected Years, 1966-88 

Country 1966 1969 1972 1975 1978 1981 1982 1983 1984 1985 1986 1987 1988 Average 
1980-88 

United States ............. 20.2 20.0 19.3 17.9 20.8 19.5 16.5 15.6 17.0 15.8 14.7 14.5 15.1 16.4 
Japan .......................... 32.1 36.7 38.3 32.3 32.3 31.2 30.4 29.7 30.7 31.6 31.9 32.3 33.3 31.4 
West Germany...... .... 26.8 27.6 26.3 20.9 22.5 20.2 20.3 21.0 21.7 22.1 23.9 23.6 24.5 22.1 
France .................. ....... 25.8 25.0 27.3 24.3 24.5 21.0 19.7 19.1 19.1 19.0 20.0 19.6 20.5 20.2 
United Kingdom ....... 19.6 21.6 18.5 14.7 18.5 16.8 16.9 17.2 16.9 17.7 16.3 16.3 16.4 16.9 
Italy ............................. 22.8 24.4 25.5 23.8 26.3 22.6 22.1 22.2 22.5 21.8 21.3 20.7 20.9 22.1 
Canada ........................ 23.9 23.0 22.4 22.6 21.6 23.3 20.2 19.4 20.8 20.2 18.5 19.6 21.1 20.7 
Belgium ...................... 23.6 24.4 24.9 21.3 20.0 13.8 13.5 14.5 15.6 15.0 16.9 17.1 19.1 15.9 
Greece ......................... 20.3 21.9 27.6 22.7 25.6 24.0 16.3 16.7 16.0 13.4 14.3 14.6 16.8 17.8 
Netherlands............... 26.3 26.9 26.8 23.1 21.1 20.5 21.1 21.5 23.2 • 23.8 23.0 21.4 23.6 22.0 
Sweden .................. '" ... 25.2 23.8 23.4 23.7 17.6 15.3 14.0 16.0 17.9 17.6 17.9 18.1 18.6 17.0 -l 

00 

Switzerland ............. '" 30.2 31.1 31.6 27.0 26.0 27.0 26.9 26.6 27.2 28.1 29.7 30.3 31.2 28.1 
Australia .................... 25.1 26.4 26.7 22.9 21.7 20.3 17.4 19.2 19.5 19.5 20.0 21.9 23.9 20.4 

Source: Organization for Economic Co-Operation and Development, OECD Economic Outlook, 40, December 1986, and OECD &onomic 
Outlook, 48, December 1990. 



PART TWO:S2

BACKGROUND AND ISSUES RELATING TO TAXATION OF
INVESTMENT OUTSIDE OF THE UNITED STATES BY U.S.
PERSONS

I. BACKGROUND

A. International Inyestment Position of the United States

Trends in international investment

After more than doubling since 1980, U.S.-owned assets in for-

eign countries ("outbound investment") reached a level of greater
than $1.4 trillion by the end of 1989. This development has been
overshadowed by even greater growth of foreign-owned assets in

the United States ("inbound investment"). Between 1980 and 1989,

foreign-owned assets in the United States more than quadrupled to

a level of nearly $2.1 trillion by the end of 1989. Because of the
rapid growth of inbound investment, the United States has moved
(according to conventional measures) during the 1980s from a net
creditor to a net debtor nation.

Table 1 summarizes these developments with a presentation of
the international investment position of the United States. The
international investment position is analogous to a balance sheet of
the United States with respect to the rest of the world. The top
part of the table presents the amount of U.S. assets held by for-

eigners, which represents the financial claims of the rest of the
world on the United States ($2,076.3 billion in 1989). The next por-

tion of the table presents the amount of assets of the United States
abroad ($1,412.5 billion in 1989). The bottom line in the table nets
the amount of U.S. assets abroad against the amount of assets of
foreign persons in the United States (—$663.7 billion in 1989).

U.S.-owned assets in foreign countries (and foreign-owned assets

in the United States) can be categorized as direct investment, non-
direct investment (often referred to as portfolio investment), and of-

ficial assets.

"Direct investment" constitutes assets over which the owner has
direct control. The Department of Commerce defines an investment
as direct when a single person owns or controls, directly or indi-

rectly, 10 percent or more of the voting securities of a corporate en-
terprise or the equivalent interests in an unincorporated business.^

* See also Part One of this pamphlet for a discussion of general issues in the competitiveness
of the United States economy.

2 See also Part Three of this pamphlet for a discussion of value-added taxes.
' The definition is tu-bitrary and used for data organization. Ownership of 11 percent of a cor-

poration's stock is a direct investment; ownership of 9 percent is not. The definitions of direct

and portfolio investment for tax purposes are different. This arbitrary definition may only ap-

Continued
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Table 1.—International Investment Position of the United States at

Year-end, Selected Years, 1975-1989

[In billions of dollars]

1975 1980 1985 1989

»

Foreign Assets in the United States 220.9 500.8 1,066.9 2,076.3

Direct investment 27.7 83.0 184.6 400.8
Private, non-direct investment 106.3 241.7 679.8 1,338.2

Treasury securities 4.2 16.1 88.0 134.8

Stocks 35.6 64.6 125.6 260.2

Bonds 10.0 9.5 82.3 229.6

Other debts, bank & non-
bank 56.4 151.5 384.0 713.6

Official investment 86.9 176.1 202.5 337.2

U.S. Assets Abroad 295.1 607.1 949.7 1,412.5

Direct investment 124.1 215.4 230.3 373.4

Private, non-direct investment 113.0 301.2 588.6 880.1

Government assets 58.0 90.5 130.9 159.0

Net International Investment Posi-
tion of the United States 74.2 106.3 -117.2 -663.7

^ The 1989 date is preliminary.

Source: Russell B. SchoU, "The International Investment Position of the United
States In 1989," Survey of Current Business, U.S. Department of Commerce, Bureau
of Economic Analysis, June, 1990, Table 2, p. 59.

After sluggish growth in the early 1980s, U.S. direct investment
abroad grew by over 60 percent from 1985 through 1989 to reach a
level of $373 billion.

The second, and largest, category of outbound investment is non-
direct investment held by private (non-governmental) U.S. inves-

tors. This category, commonly referred to as portfolio investment,
consists mostly of holdings of corporate equities, corporate and gov-

ernment bonds, and bank deposite. The portfolio investor generally

does not have control over the assets that underlie the financial

claims. In 1989, the $880 billion of portfolio £issets of U.S. investors

in foreign countries was more than double the recorded value of

U.S. direct investment abroad.
The final category of U.S.-owned foreign assets is official assets

held by the U.S. government and related entities. The level of U.S.

official assets abroad was $159 billion at the end of 1989.

The difference between the value of U.S.-held assets abroad and
the value of foreign-held assets in the United States is the net
international investment position of the United States. This
number is often used in the context of determining whether the
United States is a "net debtor" or "net creditor" to the rest of the

proximately reflect situations in which control is exercised. For example, a group of investors

may act jointly without any single person having 10-percent ownership. Likewise, in some cases

a 10-percent owner may have little or no direct control over the disposition of the assets in

which an interest is held.
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ivorld. A net debtor nation is one for which foreign investors have
more claims on domestic assets than domestic investors have
abroad; a net creditor is in the opposite situation. Based on the De-
partment of (Commerce statistics similar to those presented in

Fable 1, the United States became a net debtor nation in 1985 and
3y the end of 1989 net indebtedness reached $664 billion. Due to a
irariety of measurement problems, however, the actual debtor or
creditor status of the United States may be substantially different

;han as calculated.* While the exact debtor or creditor status may
je questioned, the conclusion that foreign-owned assets in the
United States are growing much faster than U.S.-held assets

abroad is likely to be unaffected by any measurement issues.

B. Balance of Payments and Foreign Investment

Balance ofpayments

While the rapid growth of both foreign-held assets in the United
States and U.S.-held assets abroad is symptomatic of the increasing
ntegration of the global economy, the change in the net interna-
;ional position of the United States discussed above is directly re-

ated to the change in the U.S. trade balance in the 1980s. As has
)een widely reported, the merchandise trade deficit, which is de-
ined as U.S. merchandise imports in excess of merchandise ex-

x)rts, has been over $100 billion per year since 1984. The current
iccount as a whole, which compares exports of both goods and serv-

ces to imports (plus unilateral remittances) was positive as late as
L981, but has been in deficit by over $100 billion from 1984 through
1989. Preliminary 1990 data indicate some possible improvement in
ihe current account deficit.

* U.S. Department of Commerce, Bureau of Economic Analysis, "Measuring the U.S. Intema-
ional Investment Position," Survey of Current Business, June, 1989, p. 40. See also, Michael
Jlan and William Dewald, "The U.S. Net International Investment Position: Misstated £md Mis-
mderstood," in James Doran and William Niskanen, eds. Dollars, Deficit, and Trade, 1989. The
lirect investment data in Table 1 are recorded at historical cost rather than at current fair
narket value. Since the stock of foreign direct investment in the United States is on average
lewer than that of U.S. direct investment abroad, it is widely believed that the historical cost of
J.S. direct investment abroad is substantially below actued current value, more so than the case
>f foreign direct investment in the United States.



Table 2.-International Transactions of the United States, Selected Years 

[In billion of dollars] 

Average 1986 1987 1988 1989 1990 1 
1980-85 

Current account balance ....................................... -43.1 -133.2 -143.7 -126.5 -110.0 -99.3 

+ Exports of goods and services ................. 358.8 392.0 446.1 529.8 603.2 648.7 
Merchandise .............................................. 218.4 223.4 250.3 319.3 360.5 389.3 
Services ...................................................... 58.1 80.0 91.2 102.8 115.2 130.6 
Receipts from U.S. assets abroad .......... 82.4 88.6 104.7 107.8 127.5 128.8 

- Imports of goods and services ................. 391.6 509.4 575.6 641.7 698.5 727.0 
Merchandise .............................................. 283.6 368.4 409.8 446.5 475.3 498.0 00 

~ 

Services ...................................................... 52.6 74.0 83.4 89.7 94.7 107.7 
Payments on foreign-owned U.S. 

assets ...................................................... 55.3 67.0 82.4 105.5 128.4 121.3 

- Unilateral transfers ................................... 10.3 15.8 14.2 14.7 14.7 21.1 

Capital account balance ........................................ 22.0 121.9 141.8 137.2 87.6 26.2 

+ Foreign investment in the U.S ................. 92.1 221.6 218.0 219.3 214.7 87.5 

Direct investment ..................................... 18.7 34.1 46.9 58.4 72.2 25.7 
Private, non-direct investment .............. 68.0 151.9 126.1 122.0 133.7 31.0 
Official ........................................................ 5.3 35.6 45.2 38.9 8.8 30.8 



- u.s. investment abroad ............................. 70.5 99.7 76.2 82.1 127.1 61.3 

Direct investment ..................................... 8.0 26.3 44.2 17.5 31.7 36.4 
Private, non-direct investment .............. 53.2 71.6 42.2 64.0 71.2 25.7 
Increase in Government assets .............. 9.4 1.7 -10.1 .6 24.1 -.8 

+ Allocation of special drawing rights ...... .4 0 0 0 0 0 

Statistical discrepancy ........................................... 21.1 11.3 1.9 -10.6 22.4 73.0 

Note: Merchandise trade balance ........................ -65.3 -145.1 -159.5 -127.2 -114.7 -108.7 

1 The 1990 data is preliminary. 

Source: Russell Krieger, "U.S. International Transactions, First Quarter, 1989", Survey of Current Business, U.S. Department of 
Commerce, Bureau of Economic Analysis, June, 1989, pp. 62-63, and Christopher L. Bach, U.S. International Transactions, Fourth Quarter 
and Year 1990. Survey of Current Business, U.S. Department of Commerce, Bureau of Economic Analysis, March 1991, pp. 34-68. 

00 co 



84

The balance of pa5mients accounts, presented in Table 2, are
analogous to a sources and uses of funds statement of the United
States with the rest of the world. By definition, the current account
balance, which consists primarily of the trade balance, should be
exactly offset by the capital account balance, which measures the

net inflow or outflow of capital to or from the United States. Seri-

ous problems of measurement cause the accounts to be somewhat
mismatched in practice, but basic patterns may not be significantly

distorted by these problems. Thus, for example, the net inflows oi

capital into the United States in the 1980s may be viewed as a re-

flection of the trade deficits.

C. Foreign Source Taxable Income, Foreign Taxes, and Foreign
Tax Credits of U.S. Corporations

The United States imposes taxes on the worldwide income ol

U.S. corporations and grants tax credits for foreign income and
profit taxes paid (or deemed paid) to foreign governments.^ The
first line of Table 3 shows that in 1986 (the latest year for which
detailed tax return data on foreign source income is available), U.S.

corporations paid or were deemed to have paid $23.1 billion of cur-

rent foreign taxes and were sdlowed $22.3 billion of foreign tax

credits. With $65.8 billion of foreign source income in 1986, U.S.

corporations paid or were deemed to have paid tax to foreign gov-

ernments at an average rate equal to 35 percent of their foreign

source income.®

Foreign tax on outbound investment by industry

Table 3 also shows that the three major industry groupings
which account for the vast majority of foreign source income and
foreign tax credits, in order of size, are mainufacturing (the sum ol

chemicals, machinery, and other manufacturing), petroleum, and
banking. Of these major groupings, as a percentage of total foreign

source income, petroleum—at an average rate well over 40 per-

cent—paid (or was deemed to have paid) the most tax to foreign

governments. The manufacturing industries (excluding petroleum;
on average paid (or were deemed to have paid) tax at rates between
30 and 40 percent, while the bamking industry paid (or was deemed
to have paid) tax at a rate closer to 20 percent.

* Taxes paid by a foreign corporation are to some extent deemed paid by a U.S. corporatior

that owns 10 percent or more of the stock in the foreign corporation, upon the payment by the

foreign corporation of a dividend to the U.S. corporation.
* The actual foreign business operations controlled by U.S. corporations are often carried or

by foreign subsidiaries. The table does not purport to illustrate directly the foreign tax pay
ments made or tax rates faced by those foreign corporations in 1986. For example, tax deemed
paid by a U.S. corporation in 1986 may have actually been paid by a foreign subsidiary prior tc

1986.
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Table 3.—Foreign Source Taxable Income, Foreign Taxes, and

Foreign Tax Credit, By Industry, 1986

[In millions of dollars]

Industry

Foreign
source
taxable
income

Cur-
rent-
year

foreign
tax
pay-
ments
or

deemed
pay-
ments
avail-

able for
credit

Foreigrn
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Table 4.—Current-Year Foreign Taxes and Foreign Source Taxable
Income, by Selected Country, 1986

[In millions of dollars]

Country
Current-year
foreign taxes

Foreign source
taxable income

Current-year
foreign taxes as
a percent of

foreign source
taxable income

All countries

Canada
United Kingdom
Japan
West Germany
Italy

France
Belgium
Netherlands
Brazil

Norway
Indonesia
Australia
Switzerland
Mexico
Netherlands Antilles

.

Bahamas
Panama
South Africa
Nigeria
Spain
Philippines
All Other Countries ...

23,103 65,809 35.1

4,659

2,552

2,071

2,244
769
811
634
622

1,229

778
938
669
518
545
153
29
175
132
260
297
87

2,931

10,508

8,263

5,670

5,428

2,651

2,616

2,070

2,035

1,977

1,791

1,671

1,642

1,549

1,041

899
800
791
604
578
516
480

12,229

44.3

30.9

36.5

41.3

29.0

31.0

30.6

30.6

62.2

43.4

56.1

40.7

33.4

52.4

17.0

3.6

22.1

21.9

45.0

57.6

18.1

24.0

Source: Karla M. Daronco, "1986 Corporation Foreign Tax Credit: A Geographic
Focus," SOI Bulletin, Winter 1990-1991, Vol. 10, No. 3, pp. 31-46.

Foreign tax credits over time

Throughout the 1980s, the total amount of foreign tax credits uti-

lized annually by U.S. corporations has remained within a range
roughly between $20-$27 billion. The pattern of credits since 1985
merits some additional discussion. Two major factors determining
the overall amount of foreign tax credits are the amount of foreign

source income and the foreign tax credit limitation. If all taxpayers
paid foreign taxes at or near their foreign tax credit limitations,

the reduction in maximum U.S. marginal corporate tax rates, from
46 to 40 percent in 1987, and again to 34 percent in 1988, should
have reduced the amount of available foreign tax credits. However,
the amount of deemed paid foreign tax credits depends on the
amount of dividends repatriated. The decline in foreign tax credits

in 1986 and 1987, and the nearly 40 percent increase in 1988, sug-

gests that U.S. corporations may have delayed repatriations of
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II. DESCRIPTION OF RELEVANT PRESENT-LAW TAX RULES

A. Overview

The United States exerts jurisdiction to tax all income, whether
derived in the United States or elsewhere, of U.S. citizens, resi-

dents, and corporations. By contrast, the United States taxes non-

resident aliens and foreign corporations only on income with a suf-

ficient nexus to the United States. "^ In the case of income earned

by a U.S.-owned foreign corporation, generally no U.S. tax is im-

posed until that income is distributed to the U.S. shareholders £is a

dividend. However, in the case of certain foreign corporations with

U.S. shareholders, various anti-deferral regimes contained in the

Internal Revenue Code operate to tax U.S. shareholders currently

on certain earnings of the foreign corporation (or impose an inter-

est charge on the U.S. shareholder when income is realized at the

shareholder level).

Generally, the United States cedes primary right to tax income

derived from sources outside of the United States to foreign govern-

ments. Thus, the Code provides a credit against the U.S. income

tax imposed on foreign source taxable income to the extent of for-

eign taxes paid on that income. To implement properly the rules

for computing the foreign t£Lx credit (and for other purposes), the

statute and regulations set forth an extensive set of rules to deter

mine the source, either U.S. or foreign, of items of income, and tc

allocate and apportion items of expense sigainst those categories ol

income.
Other special rules which may affect an outbound investment oi

a taxpayer are provided in the Code. For example, the Code and

regulations set forth rules for determining transfer prices with re

spect to related party transactions in order to assure those transac

tions are conducted at arm's length. Rules are provided to guide

the measurement in U.S. dollars of income in foreign currencies

and from transactions that involve foreign currency denominated
assets and liabilities. In addition, certain tax incentives designed tc

promote exporting activities and incentives to establish operations

in U.S. possessions are provided.

The tax rules of foreign countries that apply to inbound invest

ments vary widely. For example, some foreign countries impost

income tax on inbound investment at higher effective rates than

are imposed by the United States on outbound foreign investment

In such cases, the allowance of a foreign tax credit by the Unitec

States is likely to eliminate any U.S. tax on income from oper

ations in such a country. On the other hand, operations in coun

^ For a discussion of the U.S. tax rules affecting investment in the United States by foreigi

persons, see Joint Committee on Taxation, Background and Issues Relating to the Taxation o

Foreign Investment in the United States (JCS-1-90), January 23, 1990.

(88)
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tries with low statutory tax rates or rules that permit generous de-

ductions, or in countries that provide tax incentives (e.g., tax holi-

days) to foreign investors are apt to be taxed at effective tax rates

lower than U.S. rates. In such cases, the United States generally

will tax a portion of the foreign earnings at some point unless, for

example, the taxpayer is permitted to use excess foreign tax credits

from operations in high-tax countries to offset the U.S. tax on the

income from operations in the low-tax country.

Under income tax treaties, the tax that would otherwise be im-

posed under applicable foreign law on certain foreign source

income earned by U.S. persons may be reduced or eliminated.

Moreover, U.S. tax on foreign source income may be reduced or

eliminated by a treaty's provision that certain foreign taxes will be
considered creditable for purposes of computing U.S. tax liability.

B. U.S. Taxation of Income Earned Through Foreign
Corporations

1. Direct and indirect operations

U.S. citizens and residents and U.S. corporations (collectively,

"U.S. persons") are taxed currently by the United States on their

worldwide income, subject to a credit against U.S. tax on foreign

income based on foreign income taxes paid with respect to such
income. Income earned by a foreign corporation, the stock of which
is owned in whole or in part by U.S. persons, generally is not taxed

by the United States until the foreign corporation repatriates those

earnings by payment to its U.S. stockholders. Therefore, two differ-

ent sets of U.S. tax rules apply to U.S. taxpayers that control busi-

ness operations in foreign countries; which rules apply depends on
whether the business operations are conducted directly, for exam-
ple, through a foreign branch, or indirectly through a separately

incorporated foreign company.^
U.S. persons that conduct foreign operations directly (that is, not

through a foreign corporation) include income (or loss) from those

operations on the U.S. tax return for the year the income is earned
or the loss is incurred. The United States taxes that income cur-

rently. The foreign tax credit (discussed below at II.C.) may reduce

or eliminate the U.S. tax on that income, however.
U.S. persons that conduct foreign operations through a foreign

corporation generally pay no U.S. tax on the income from those op-

erations until the foreign corporation repatriates its earnings to

the United States. The income appears on the U.S. owner's tax

return for the year it comes home, and the United States imposes

tax on it then. The foreign tax credit may reduce the U.S. tax.^

In general, two kinds of transactions are repatriations that end
deferral and trigger tax. First, in the case of any foreign corpora-

tion, an actual dividend payment ends deferral; any U.S. recij)ient

must include the dividend in income. Second, in the case of a 'con-

trolled foreign corporation" (defined below), an investment in U.S.

8 To the extent that foreign corporations operate in the United States rather than in foreign

countries, they generally pay U.S. tax like U.S. corporations.
9 The foreign corporation itself generedly will not pay U.S. tax unless it has income effectively

connected with a trade or business carried on in the United States, or has certain generally

passive types of U.S. source income.

43-419 0-91
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property, such as a loan to the lender's U.S. parent or the purchase
of U.S. real estate, is also a repatriation that ends deferral (Code
sec. 956). In addition to these two forms of repatriation, a sale of

shares of a foreign corporation may trigger tax, sometimes at ordi-

nary income tax rates (sec. 1248 or sec. 1246).

Since 1937, the Code has set forth one or more regimes providing

exceptions to the general rule deferring U.S. tax on income earned
indirectly through a foreign corporation. The aim of these regimes,

although continually evolving between 1937 and today, is in part

illustrated in the 1962 tax message of the President to the Con-
gress. President Kennedy's message stated that

deferral has served as a shelter for tax escape through the
unjustifiable use of tax havens such as Switzerland. Re-
cently more and more enterprises organized abroad by
American firms have arranged their corporate struc-

tures—aided by artificial arrangements between parent
and subsidiary regarding intercompany pricing, the trans-

fer of patent licensing rights, the shifting of management
fees, and similar practices which maximize the accumula-
tion of profits in the tax haven—so as to exploit the multi-

plicity of foreign tax systems and international agree-

ments in order to reduce sharply or eliminate completely
their tax liabilities both at home and abroad. ^°

Today the Code sets forth the following anti-deferral regimes: the

controlled foreign corporation rules (sees. 951-964); the foreign per-

sonal holding company rules (sees. 551-558); passive foreign invest-

ment company (PFIC) rules (sees. 1291-1297); the personal holding

company rules (sees. 541-547); the accumulated earnings tax (sees.

531-537); and rules for foreign investment companies (see. 1246)

and electing foreign investment companies (sec. 1247). The oper-

ation £ind application of these regimes are discussed in the follow-

ing sections.

2. Controlled foreign corporations

a. General definitions

A controlled foreign corporation is defined in the Code generally

as any foreign corporation if U.S. persons own more than 50 per-

cent of the corporation's stock (measured by vote or value), taking

into account only those U.S. persons that own at least 10 percent of

the stock (measured by vote only) (sec. 957). ^^ Stock ownership in-

cludes not only stock owned directly, but also all stock owned indi-

rectly or constructively (sec. 958).

Deferral of U.S. tax on undistributed income of a controlled for-

eign corporation is not available for certain kinds of income (some-

times referred to as "subpart F income") under the Code's subpart

F provisions. When a controlled foreign corporation earns subpart

F income, the United States generally taxes the corporation's 10-

percent U.S. shareholders currently on their pro rata share of the

>»Tax message of the President to the Ck)ngress (1962), cited in H.R. Rep. No. 1447, 87th

Cong., 2d Sess. 57 (1962).
'

' A controlled foreign corporation is defined differently in the case of a foreign corporation

engaging in certain insurance activities {see sees. 953(c) and 957(b)).
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subpart F income. In effect, the Code treats those U.S. shareholders
as having received a current distribution out of the subpart F
income. In this case, also, the foreign tax credit may reduce the

U.S. tax.

Subpart F income t3rpically is income that is relatively movable
from one taxing jurisdiction to another and that is subject to low
rates of foreign tax. Subpart F income consists of foreign base com-
pany income (defined in sec. 954), insurance income (defined in sec.

953), and certain income relating to international boycotts and
other violations of public policy (defined in sec. 952(a)(3)-(5)). Sub-
part F income does not include the foreign corporation's income
that is effectively connected with the conduct of a trade or business
within the United States, which income is subject to current tax in

the United States (sec. 952(b)).

b. Foreign base company income

In general

Foreign base company income includes five categories of income:
foreign personal holding company income, foreign base company
sales income, foreign base company services income, foreign base
company shipping income, and foreign base company oil-related

income (sec. 954(a)). In computing foreign base company income,
amounts of income in these five categories are reduced by allow-

able deductions (including taxes and interest) properly allocable,

under regulations, to such amounts of income (sec. 954(b)(5)).

Foreign personal holding company income

One major category of foreign base company income is foreign

personal holding company income (sec. 954(c)). For subpart F pur-

poses, foreign personal holding company income generally consists

of passive income such as interest, dividends, annuities, net gains
from sales of property which does not generate active income, net
commodities gains, net foreign currency gains, related party factor-

ing income, and some rents and royalties. The following para-
graphs discuss certain types of foreign personal holding company
income in greater detail.

General rule applicable to sales of property which does not
generate active income

The definition of foreign personal holding company income for

subpart F purposes includes the excess of gains over losses from
sales and exchanges of non-income producing property and proper-

ty that gives rise to the following types of income: dividends and
interest; rents and royalties other than active-business unrelated-

party rents and royalties; and annuities. ^^ Thus, for example, for-

eign personal holding company income includes gain on the sale of

diamonds held for investment purposes prior to disposition. As an-
other example, gain from the disposition of a patent that gave rise

to unrelated-party active-business royalties is not treated as foreign

personal holding company income under this rule, while gain from
the sale of a patent licensed to a person related to the seller is so

'^ Also included are sales and exchanges of interests in trusts, partnerships, and REMICs.
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treated. Similarly, gain on the sale of lEind, buildings, or equipment
used by the seller in an active trade or business of the seller at the

time of the sale is not treated as foreign personal holding company
income (Temporary Reg. sec. 1.954-2T(eX3)).

Stock and securities gains generally are treated as foreign per-

sonal holding company income. Thus, gain on the sale of stock in,

for example, a foreign corporation, whether or not created or orga-

nized in the same foreign country as the selling company, consti-

tutes foreign personal holding company income under subpart F.

The definition of foreign personal holding company income for

subpart F purposes includes the excess of gains over losses from
transactions (including futures, forward, and similar transactions)

in any commodities. However, an exception from subpart F treat-

ment applies to gains by a producer, processor, merchant, or han-
dler of a commodity which Sirise from bona fide hedging transac-

tions reasonably necessary to the conduct of its business in the

manner in which such business is customarily and usually conduct-

ed by others. An additional exception is provided for transactions

(not limited to hedging transactions) that occur in the active busi-

ness of a foreign corporation substantially all of whose business is

that of an active producer, processor, merchant, or handler of com-
modities.
The Code provides an exception from the current taxation rules

for gains on property sales that are realized by regular dealers.

Thus, for example, the gain of a regular art dealer on the sale of a
painting does not constitute foreign personal holding company
income. On the other hand, the gain of a company on the sale of a
painting held as investment property generally is foreign personal

holding company income: if, prior to its disposition, the painting

merely was displayed in the corporate offices or held in storage, it

would not have given rise to any income; if, prior to its disposition,

the painting was leased temporarily by the corporation for compen-
sation, such compensation would presumably not have been active

rental income of the type excluded from foreign personal holding

company income. Also excluded from foreign personal holding com-
pany income are gains and losses on bona fide hedging transactions

that are reasonably necessary to the conduct of the business of

being a dealer in the property sold. Gains from the sale or ex-

change of other property which, in the hands of the seller, is inven-

tory property (sec. 1221(1)) are also excluded from the application

of this rule.

Foreign currency gains

The definition of foreign personal holding company income for

subpart F purposes also includes the excess of foreign currency

gains over foreign currency losses attributable to section 988 trans-

actions. Foreign currency gains and losses attributable to section

988 transactions are defined for purposes of subpart F as they are

for purposes of the rules relating to the taxation of foreign curren-

cy exchange rate gains and losses (discussed below in II.F.).

An exception to current taxation under this provision is provided

for hedging and other transactions that are directly related to the

business needs of a controlled foreign corporation. For example,

active foreign currency gains and losses arising from a controlled
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foreign corporation's business as an active foreign currency dealer
are excluded from subpart F foreign personal holding company
income. In addition, foreign currency gains arising from hedging its

inventory generally would be directly related to the business needs
of the controlled foreign corporation, but foreign currency gains
arising from hedging a related person's inventory or other assets of

that related person would not be directly related to the business
needs of the controlled foreign corporation.

Dividends, interest, and securities gains of banking and in-

surance businesses

Current tax generally is imposed on foreign personal holding
company income earned by banks and insurance companies. Divi-

dends, interest, and gains received from unrelated persons by a
controlled foreign bank or insurance company generally constitute

foreign personal holding company income taxable currently to the
U.S. shareholders of the corporation. Foreign personal holding com-
pany income for subpart F purposes also includes interest paid by a
related person to a controlled foreign corporation even if both are
engaged in a banking, financing, or similar business.

Tax deferral is available to a limited extent, however, for inter-

est derived in a banking business in connection with certain export
sales (sec. 954(cX2XB)). To qualify for this export financing excep-

tion, interest must be derived in the conduct of a banking business
from Hnancing the sale (or other disposition) for use or consump-
tion outside the United States of property which is manufactured,
produced, grown, or extracted in the United States by the interest

recipient or a related person, and not more than 50 percent of the
fair market value of which is attributable to products imported
into the United States. A related person is defined for this purpose
in the same manner as it is defined generally for subpart F pur-

poses (sec. 954(d)(3)). (See discussion of related person exceptions,

below.)

Income received by a foreign insurance company, including
income derived from its investments of funds, generally is subject

to taxation under section 953. (See discussion at "Insurance income,

in general" below.) Treasury regulations specify that taxation of

an insurance company's income under section 953 takes precedence
over taxation of that income as foreign personal holding company
income under section 954 (Proposed Treas. Reg. sec. 1.953-6(g)).

When dividends, interest, or securities gains derived by a con-

trolled foreign insurance company are not taxed under section 953,

they generally are taxed as foreign personal holding company
income under section 954.

Income equivalent to interest

Foreign personal holding company income for subpart F purposes
includes income equivalent to interest (sec. 954(cXlXE)). For this

purpose, income equivalent to interest includes, for example, com-
mitment fees for the actual lending of money.

Active business rents and royalties

The Code provides an exclusion from subpart F foreign personal
holding company income for rents and royalties received in the
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active conduct of a trade or business from unrelated persons (sec.

954(c)(2)(A)). Under this active trade or business test, rents from a
retail car-leasing business involving substantial maintenance,
repair, and marketing activities, for example, are excluded from
subpart F, while rental income from lease-financing transactions is

not. Passive leasing income, like other rent and royalty income not

received in the active conduct of a trade or business, generally is

subpart F foreign personal holding company income.

Related person exceptions

Also excluded from subpart F income are certain dividends and
interest received from a related corporation organized and operat-

ing in the same foreign country as the recipient, and certain rents

and royalties received from a related corporation for the use of

property within the country fti which the recipient was created or

organized (sec. 954(cX3)). This exclusion, however, is subject to a
look-through rule that takes into account the subpart F income of

related-party payors. Under the look-through rule, interest, rent,

and royalty pajnnents do not qualify for the exclusion to the extent

that such payments reduce subpart F income of the payor. Thus, if

the income of the payor corporation consists entirely of nonsubpart
F income, then the related party exclusions apply in full. However,
to the extent that the payor corporation receives subpart F income
which is reduced by its pajmaent of interest, rent, or royalties, then
such payment is treated as subpart F income to a related party re-

cipient, notwithstanding the general rules of section 954(cX3).

For this purpose, a related person is defined as any individual,

corporation, trust, or estate that controls or is controlled by the

controlled foreign corporation, or any individual, corporation, trust,

or estate that is controlled by the same person or persons that con-

trol the controlled foreign corporation (sec. 954(dX3)). Control with
respect to a corporation means ownership of more than 50 percent

of the corporation's stock (by vote or value). Control with respect to

a partnership, trust, or estate means ownership of more than 50

percent of the value of the beneficial interests of the partnership,

trust, or estate. Ownership includes stock or interests owned direct-

ly, indirectly, or constructively.

Other categories of foreign base company income

Other categories of foreign base company income include foreign

base company sales and services income, consisting respectively of

income attributable to related party purchases and sales routed

through the income recipient's country if that country is neither

the origin nor the destination of the goods, and income from serv-

ices performed outside the country of the corporation's incorpora-

tion for or on behgdf of related persons. Foreign base company
income also includes foreign base company shipping income. Final-

ly, foreign base company income generally includes "downstream"
oil-related income, that is, foreign oil-related income other than ex-

traction income.
Foreign personal holding company income generally includes

rental or lease income. As cUscussed above, however, it does not in-

clude rents derived from unrelated parties in the active conduct of

a trade or business. The provision of services related to the leased
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property may result in a characterization of the rental activity as

the active conduct of a trade or business, as distin^ished from a
purely passive activity (Treas. Reg. sec. 1.954-2(d)(l)(ii)).

Foreign base company sales income generally consists of sales

income deflected to a controlled foreign corporation located in a
country that is neither the origin nor the destination of the goods
(sec. 954(d)). For example, foreign base company sales income would
include gain realized by a controlled foreign corporation that is in-

corporated in a low-tax foreign country on the sale of a U.S.-manu-
factured item to an unrelated party for use in a high-tax foreign

country if the foreign corporation had purchased the item from its

controlling U.S. shareholder. The application of the foreign base
company sales rule in this example limits the ability of taxpayers
to exploit the weaknesses of the transfer pricing rules (discussed

below in lI.E.) for U.S. tax purposes through the use of intermedi-

ate companies in low-tax countries.

Foreign base company services income includes income from
services performed (1) for or on behalf of a related party and (2)

outside the country of the controlled foreign corporation's incorpo-

ration (sec. 954(e)). This rule taxes U.S. shareholders who contrive

to provide services through controlled corporations established in

low-tax countries. Treasury regulations provide that the services of

the foreign corporation will be treated as performed for or on
behalf of the related party if, for example, a party related to the
foreign corporation furnishes substantial assistance to the foreign

corporation in connection with the provision of services (Treas.

Reg. sec. 1.954-4(b)(l)(iv)).

Foreign base company shipping income includes income derived

from or in connection with the use (or hiring or leasing for use) of

any aircraft or vessel in foreign commerce, or from or in connec-
tion with the performance of services directly related to the use of

any such aircraft or vessel, or from the sale or exchange or other
disposition of £iny such aircraft or vessel (sec. 954(f)). Foreign base
company shipping income also includes any income derived from a
space or ocean activity.

Foreign base company oil-related income generadly includes all

oil-related income (as defined in sec. 907(c)(2) and (3) and discussed

in II.C.5. below) other than income derived from a source within a
foreign country in connection with either (1) oil or gas which, was
extracted from a well located in that foreign country, or (2) oil, gas,

or a primary product of oil or gas which is sold by the foreign cor-

poration or a related person for use or consumption within that
foreign country, or is loaded in that country on a vessel or aircraft

as fuel for that vessel or aircraft (sec. 954(g)). An exception is avail-

able for any foreign corporation that, together with related per-

sons, does not constitute a large oil producer.

c. Insurance income

In general

Subpart F insurance income is another category of income that is

subject to current taxation under subpart F (sec. 953). Subpart F
insurance income includes any income attributable to the issuing

(or reinsuring) of any insurance or annuity contract in connection
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with risks in a country other than that in which the insurer is cre-

ated or organized. ^2 For this purpose, a qualified insurance branch
of a controlled foreign corporation may be treated as a corporation
created or organized in the country of its location (sec. 964(d)).

The amount of income subject to current tax under subpart F as
insurance income is the amount that would be taxed under sub-
chapter L of the Code if it were the income of a domestic insurance
company (subject to the modifications provided in sec. 953(b)). In
addition, as described above, investment income associated with
same-country risk insurance is also included in subpart F income
as foreign personal holding company income. Thus, for an insur-
ance controlled foreign corporation, deferral generally is limited to
underwriting income (discussed in II.D.l., below) from same-coun-
try risk insurance. ,
For purposes of subpart F insurance income, a controlled foreign

corporation is specially defined to include, in addition to any corpo-
ration that meets the usual test of 50-perceht ownership by 10-per-

cent shareholders (discussed above), any foreign corporation that
satisfies a test of 25-percent ownership by 10-percent shareholders
if more than 75 percent of the corporation's gross premium income
is derived from the reinsurance or issuance of insurance or annuity
contracts with respect to third-country risks (sec. 957(b)).

Prior to the 1986 Act, income from the insurance of U.S. risks

was subject to current taxation under subpart F, as was income
from the insurance of related persons' risks in countries outside
the insurer's country of incorporation. Congress believed that
income from the insurance of risks outside the insurer's country of
incorporation should be subject to current taxation regardless of
whether the risks are located in the United States and regardless
of whether the insured is a related person. Insurance income gen-
erally represents the type of inherently movable income at which
subpart F is aimed, since such income can frequently be routed
through a corporation formed in any convenient jurisdiction.

(Indeed, several countries have promoted themselves as jurisdic-

tions for the formation of such corporations.) When a controlled
foreign corporation insures risks outside of the country in which
the corporation is organized, Congress viewed it appropriate to

treat that income as if it has been routed through that jurisdiction

primarily for tax reasons, regardless of whether the insured is a re-

lated or unrelated person. In all such cases. Congress viewed it ap-
propriate to impose current U.S. taxation under subpart F.^^

Related person (captive) insurance income

In addition, subpart F insurance income that is related person in-

surance income generally is taxable under subpart F to an expand-
ed category of U.S. persons (sec. 953(c)). For purposes of taking into

account such income under subpart F, the U.S. ownership thresh-
old for controlled foreign corporation status is reduced to 25 per-

cent or more. Any U.S. person who owns (directly, indirectly, or

*' In addition, subpart F applies to income attributable to an insurance contract in connection
with same-country risks as the result of an arrangement under which another corporation re-

ceives a substantially equal amount of premiums for insurance of other-country risks.
^* Staff of the Joint Committee on Taxation, General Explanation of the Tax Reform Act of

1986, 100th Cong., 1st Sess. at 968.
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constructively) any stock in a controlled foreign corporation, what-
ever the degree of ownership, is treated as a U.S. shareholder of

such corporation for purposes of this 25-percent U.S. ownership
threshold and exposed to current tax on the corporation's related

person insurance income.
The Code provides three exceptions to these special subpart F

rules for related person (captive) insurers. First, related person in-

surance income of a captive insurer is not currently taxable by
reason of these rules if the corporation's gross related person insur-

ance income for the taxable year is less than 20 percent of its gross

insurance income for the year.^^ Second, related person insurance
income of a captive insurer is not currently taxable under this pro-

vision if less than 20 percent of the total combined voting power of

all classes of stock of the corporation entitled to vote and less than
20 percent of the total value (both stock and policies) of the corpo-

ration during the taxable year are owned (directly or indirectly) by
persons who are insured under any policies of insurance or reinsur-

ance issued by the corporation, or by persons related to such per-

sons. Persons that are insured indirectly (as well as directly) are
included in the group of insured shareholders and shareholders re-

lated to insureds for purposes of determining whether the foreign

corporation is less than 20 percent owned by insureds or persons
related to insureds.^® Third, a corporation which is a controlled

foreign corporation solely by virtue of the special rules for captive

insurers may elect to treat related person insurance income that

would not otherwise be taxed as income effectively connected with
the conduct of a U.S. trade or business, taxable under section 882,

as income that is effectively connected with a U.S. trade or busi-

ness. The income deemed to be effectively connected under this

election is excluded from subpart F income. To make such an elec-

tion, the foreign corporation must waive all U.S. treaty benefits

(other than benefits with respect to the branch profits and branch
interest taxes) with respect to its related person insurance income
under any treaties (including treaties other than tax treaties) be-

tween the United States and any foreign country. Electing corpora-

tions continue to be taxed currently on their related person insur-

ance income, inasmuch as effectively connected income is taxed
currently.

The subpart F rules for captive insurers apply to both stock and
mutual insurance companies. For this purpose, the policyholders of

a mutual insurance company are treated as its shareholders.
Premiums received by a captive insurer that is subject to the ex-

panded application of the subpart F rules, like premiums received

by an ordinary offshore insurer that is subject to subpart F, gener-

ally remain subject to the excise tax on insurance premiums paid

to foreign insurers (sees. 4371-4374), absent a treaty exemption.
However, the excise tax does not apply to income treated as effec-

tively connected with the conduct of a U.S. business under the "ef-

fectively connected" election. This is consistent with the exemption

' * Insurance income is defined for this purpose as it genereilly is for subpart F purposes,

except that the exclusion of income attributable to same-country risks does not apply.
* * A related person is defined for this purpose in the same manner as it is for subpart F pur-

poses generedly (sec. 954(dX3)).



from the excise tax generally accorded to premiums that are effec-

tively connected with the conduct of a U.S. business.

Election by a foreign insurance company to be treated as a U.S. cor-

poration

Any controlled foreign corporation engaged in the insurance
business may elect to be treated as a U.S. corporation generally for

all purposes under the Code (sec. 953(d)). A foreign corporation
making the election is treated under the general rules of the CJode

as if it transferred its assets to a domestic corporation in a reorga-

nization. Dividends paid out of earnings and profits of certain pre-

election years are treated as coming from a foreign corporation. An
electing corporation that terminates its election is treated under
the general rules of the Code as a domestic corporation that trans-

ferred its assets to a foreign corporation in a reorganization. (See

discussion of transfers of property outside the United States in

II.G.3., below.)

d. Certain income relating to international boycotts and
other violations of public policy

Subpart F income also includes three categories of income relat-

ing to international boycotts and other violations of public policy.

The first category includes the portion of the controlled foreign cor-

poration's current income, other than amounts otherwise subject to

current U.S. taxation, attributable (under Code sec. 999) to partici-

pation in an international boycott (sec. 952(aX3)). Generally, a
person is treated as participating in an international boycott if he
agrees as a condition of doing business directly or indirectly with a
foreign country, or a national of a foreign country, to do, or refrain

from doing, certain things.^'' The second category includes the sum
of any illegal bribes, kickbacks, or other pa3rments by or on behalf
of the corporation directly or indirectly to an official, employee, or

agent in fact of a government, where such payments would be un-
lawful under the Foreign Corrupt Practices Act of 1977 if they
were paid by a U.S. person (sec. 952(aX4)).^® The third category in-

cludes income derived from any foreign country during a period in

which the taxes imposed by that country are denied eligibility for

*'' Any of the following acts can be considered participating in an international boycott: (1)

Refraining from doing business with or in a country which is the object of the boycott or with
the government, companies, or nationals of that country, (2) refraining from doing business with
any U.S. person engaged in trade in a country which is the object of the boycott or with the

government, companies, or nationals of that country, (3) refraining from doing business with
any company whose ownership or management is made up, all or in part, of individuals of a
particular nationality, race, or religion, or to remove (or refrain from selecting) corporate direc-

tors who are individuals of a piirticular nationality, race, or religion, or (4) refrfdning from em-
ploying persons of a particular nationality, race, or religion. In addition, participation in (or co-

operation with) an international boycott occurs if the person agrees as a condition of the sale of

a product to the government, a company, or a national of a country, to refrain from shipping or

insuring that product on a carrier owned, leased, or operated by a person who does not partici-

pate in or cooperate with an international boycott (sec. 999(bX3)). Countries which may require

participation in or cooperation with an international boycott include Bahrain, Iraq, Jordan,
Kuwait, Lebanon, Libya, Oman, Qatar, Saudi Arabia, Syria, United Arab Emirates, and the Re-

public of Yemen (IRS Notice 91-2, 1991-3 I.R.B. 18).

* * Payments such as these are not deductible under the Code (sec. 162(c)).
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the foreign tax credit under section 901(j) pursuant to the imple-
mentation of U.S. foreign policy. ^^

e. Operating rules

Income inclusion

When a controlled foreign corporation earns subpart F income,
the United States generally taxes the corporation's U.S. sharehold-
ers currently on their pro rata share of the subpart F income (sec.

951). 2° In the case of a corporation that is a controlled foreign cor-

poration for its entire taxable year, and a U.S. shareholder that
owns the same proportion of stock in the corporation throughout
the corporation's taxable year, the U.S. shareholder's pro rata
share of subpart F income is the amount that would have been dis-

tributed with respect to the shareholder's stock if on the last day of
the corporation's taxable year the controlled foreign corporation
had distributed all of its subpart F income pro rata to all of its

shareholders. The pro rata share definition provides for adjust-
ments where the corporation is a controlled foreign corporation for

less than the entire year or where actual distributions are made
with respect to stock the shareholder owns for less than the entire
year.

In addition, the United States generally taxes the corporation's
U.S. shareholders currently on their pro rata share of the corpora-
tion's increase in earnings invested in U.S. property for the taxable
year. The determination of the corporation's increase in earnings
invested in U.S. property is discussed further under "Treatment of
investments in U.S. property," below.

De minimis and full inclusion rules

None of a controlled foreign corporation's gross income for a tax-

able year is treated as foreign base company income or subpart F
insurance income if the sum of the corporation's gross foreign base
company income and gross subpart F insurance income for the
year is less than the lesser of 5 percent of its gross income, or $1
million (sec. 954(bX3XA)). In introducing a fixed dollar amount into

this de minimis rule in the 1986 Act, Congress did not believe that
U.S. shareholders of controlled foreign corporations should avoid
current U.S. tax on an amount of subpart F income equal to a fixed

percentage of the gross income of the controlled foreign corporation
without regard to the magnitude, in absolute dollar terms, of the

'®The rules of section 901(j) apply to any foreign country (1) the government of which the
United States does not recognize, unless such government is otherwise eligible to purchase de-
fense articles or services under the Arms Export Cbntrol Act, (2) with respect to which the
United States has severed diplomatic relations, (3) with respect to which the United States has
not severed diplomatic relations but does not conduct such relations, or (4) which the Secretary
of State has, pursuant to section 6(j) of the Export Administration Act of 1979, as amended, des-
ignated as a foreign country which repeatedly provides support for acts of international terror-
ism. Rev. Rul. 87-35, 1987-1 C.B. 182, as supplemented by Rev. Rul. 90-53, 1990-27 I.R.B. 8 lists

the following countries as currently subject to the rules of Code section 901(j): Afghanistan, Al-
bania, Angola, Cambodia, Cuba, Iran, Libya, North Korea, People's Democratic Republic of
Yemen, South Africa, Syria, and Vietneim. In addition, this rule applies to South Africa during
the period beginning January 1, 1988, and ending on the date the Secretary of State certifies to
the Secretary of the Treasury that South Africa meets the requirements of section 311(a) of the
Comprehensive Anti-Apartheid Act of 1986.

20 Current taxation applies only if the foreign corporation is a controlled foreign corporation
for an uninterrupted period of at least 30 days during the taxable year.
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amount of subpart F income. The Code provides that if more than
70 percent of a controlled foreign corporation's gross income is for-

eign base company income and/or subpart F insurance income,
then all of its income is treated as foreign base company income or
insurance income (whichever is appropriate) (sec. 954(bX3XB)). This
70-percent full inclusion rule does not apply, however, to income of

a company that is a controlled foreign corporation only for pur-
poses of the captive insurance company provision. (See Proposed
Reg. sec. 1.953-6(k).)

Related party factoring income (discussed in II.G., below) is sub-

ject to taxation under subpart F without regard to the genersd de
minimis rule (Temporary Reg. 1.954-lT(bXlXiiXB)).

Exception for certain income subject to high foreign taxes

Income otherwise subject to current taxation as foreign base
company income can be excluded from subpart F if the income was
not in fact routed through a controlled foreign corporation in

which the income bore a lower tax than would be due on the same
income earned directly by a U.S. corporation (sec. 954(bX4)). Sub-
part F employs an objective test to determine whether income that
has been earned through a controlled foreign corporation in fact

has been subject to less tax than it would have borne if the income
had been earned directly. Under this rule, subpart F income (other

than foreign base company oil-related income) does not include
items of income received by a controlled foreign corporation if the
taxpayer establishes to the satisfaction of the Secretary that the
income, measured under U.S. tax rules, was subject to an effective

rate of foreign tax equal to at least 90 percent of the maximum
U.S. corporate tax rate.

Section 954(bX4) applies solely at the taxpayer's election. That is,

the provision applies only if the taxpayer endeavors to establish to

the Secretary's satisfaction that the income in question was subject

to the requisite foreign tax, and the taxpayer succeeds in doing so.

The Secretary may not apply the provision without the taxpayer's
consent.
The 1986 Act modified the high-tax exception by replacing prior

law's subjective "significant purpose" test with an objective rule.

The regulations implementing the subjective rule of prior law pro-

vided an objective test that could be used to determine whether a
controlled foreign corporation was used to reduce tax. Congress be-

lieved that such an objective test was preferable to the general sub-

jective test previously provided in the statute. An objective test

provides greater certainty for both taxpayers and the IRS. Con-
gress believed that "significant purpose" tests tended to involve

taxpayers and the IRS in prolonged disputes and litigation, since

the correct result under such a rule is often difficult to determine.
Although in some cases such an approach cannot be avoided. Con-
gress believed that if movable t3rpes of income have been moved to

a jurisdiction where they in fact bear a low rate of tax when com-
pared to the U.S. rate, then it is appropriate to impose current U.S.
tax on such income without any inquiry into the subjective motiva-
tions of the taxpayer.
Congress was aware that with respect to foreign base company

sales and services income the regulations in effect at the time of
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the 1986 Act contained a rule that compared the tax paid in the
controlled foreign corporation's country of incorporation with the
lesser of the U.S. tax or the tax of the country in which such base
company income was actually earned. Congress believed that such
an approach added substantial complexity and that its retention
would have defeated the effort to provide certainty. The rule that
looked to the rate of tax in the country of ultimate use of goods or
services required the determination of a hypothetical tax on a hy-
pothetical tax base in that country. Thus, taxpayers (and the IRS)
were required not only to apply a third country s tax laws, but to

do so on the basis of a hypothetical set of tax attributes (income,
deductions, basis of assets, etc.) of a business in that country. Con-
gress believed that application of such a rule on a broad scale

would create severe enforcement difficulties, since the IRS Y70uld

be required to make the above determinations with respect to a
large number of taxpayers claiming the benefits of such a rule.

Furthermore, certain of the rules of subpart F represent judgments
that certain types of income are particularly prone to manipula-
tion, and that earning such income through a foreign corporation is

by itself enough to justify a presumption that the potential for tax
avoidance is too great to permit continued deferral of U.S. tax.

Congress did not believe that the presence or absence of tax advan-
tages in the foreign country of incorporation relative to that where
income is earned was relevant to the validity of those judgments
relating to avoidance of U.S. taxes; it believed that otherwise-appli-

cable subpart F rules should generally apply regardless of relative

foreign country tax considerations. Therefore, Congress concluded
that it was appropriate to eliminate any comparison with a hypo-
thetical rate of tax in the country of ultimate use, and to rely in-

stead on a comparison with the U.S. rate of tax in all cases.

Congress intended, by making the operation of this rule more
certain, to ensure that it could be used more easily than the subjec-

tive test of prior law. This is important because it lends flexibility

to Congress's general broadening in 1986 of the categories of
income that are subject in the first instance to current tax under
subpart F. Congress s judgment was that because movable income
often could be as easily earned through a U.S. corporation as
through a foreign corporation, a U.S. taxpayer's use of a foreign
corporation to earn that income may be motivated primarily by tax
considerations. If, however, in a particular case no U.S. tax advan-
tage is gained by routing income through a foreign corporation,
then the basic premise of subpart F taxation is not met, and there
is little reason to impose current tax under subpart F. TTius, as the
scope of transactions subject to subpart F was broadened under the
1986 Act and may sweep in a greater number of non-tax motivated
transactions, Congress expected that the flexibility provided by a
readily applicable exception for such transactions would become a
substantially more important element of the subpart F system.

Treatment of investments in U.S. property

As discussed above, a U.S. shareholder of a controlled foreign
corporation generally is taxable on its pro rata share of the foreign
corporation's subpart F income. In addition, a U.S. shareholder
generally is taxable on its pro rata share of the foreign corpora-
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tion's earnings and profits attributable to non-subpart F income to

the extent of the increase for the year in such earnings that are

invested in U.S. property (sees. 951(aXlXB) and 956). Such increase

is measured by comparing the controlled foreign corporation's total

amount of earnings invested in U.S. property at the close of the

current taxable year with the corresponding amount at the close of

the preceding taxable year.

The increase for the current taxable year in the earnings of a
controlled foreign corporation invested in U.S. property generally

is computed by subtracting the amount of the corporation's invest-

ment in U.S. property at the end of the prior year (to the extent

that amount would have been a dividend if it had been distributed)

from its investment in U.S. property at the end of the current year

(to the extent that amount would have been a dividend if it had
been distributed).

In addition, where earnings previously taxed under sections

951(a)(1)(B) and 956 are actually distributed, without reduction of

the controlled foreign corporation's investment in U.S. property,

subsequent earnings are included in the U.S. shareholder's income
under sections 951(aXl)(B) and 956 with no further increase in U.S.

investment. This rule is intended to account for the fact that, in

effect, new earnings are funding existing investments in U.S.

assets, and should therefore be taxed. ^^

United States property generally is defined to include tangible

property located in the United States, stock of a U.S. corporation,

an obligation of a U.S. person, and the right to use certain intellec-

tual property in the United States, with specified exclusions such
as certain export property, obligations of the United States, inter-

national transportation property, and the stock of certain unrelat-

ed U.S. corporations (sec. 956(b) and (c)). Investments by a con-

trolled foreign corporation in debt obligations of the foreign corpo-

ration's U.S. parent corporation, which mature and are repaid

shortly before the close of the foreign corporation's taxable year

and are replaced by new debt obligations shortly after the begin-

ning of the foreign corporation's succeeding taxable year, may be

considered in substance to be investments that are outstanding at

the close of the foreign corporation's taxable year and thus to con-

stitute an investment in U.S. property for purposes of section

956.22

Distributions ofpreviously taxed income

Earnings and profits of a controlled foreign corporation that are

(or previously have been) included in the incomes of the U.S. share-

holders are not taxed again when such earnings are actually dis-

tributed to the U.S. shareholders (sec. 959(aXl)). Similarly, such

previously taxed income is not included in the incomes of the U.S.

shareholders in the event that such earnings are invested in U.S.

property (sec. 959(aX2)). Previously taxed income actually distribut-

ed from a lower-tier controlled foreign corporation to a higher-tier

2' "If this were not done it would be possible to retain the [U.S.] investments in the corpora-

tion and ni£ike actual distributions out of other property to the shareholders which would not be

taxable to them." H. Rep. No. 1447, 87th Cong., 2d Sess. 64 n.l (1962).

" Rev. Rul. 89-73, 1989-1 C.B. 258.
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controlled foreign corporation is disregarded in determining the

subpart F income of the higher-tier controlled foreign corporation

that is included in the income of the U.S. shareholders. In the

event that stock in the controlled foreign corporation is transferred

subsequent to the income inclusion but prior to the actual distribu-

tion of previously taxed income, the transferee shareholder is simi-

larly exempt from tax on the distribution to the extent of the

proven identity of shareholder interest.

Distributions by a controlled foreign corporation are allocated

first to previously taxed income, then to other earnings and profits

(sec. 959(c)). Therefore, a controlled foreign corporation may distrib-

ute its previously taxed income to its shareholders, resulting in no
additional U.S. income taxation, before it makes any taxable divi-

dend distributions of any current or accumulated non-subpart F
earnings and profits. For example, assume that a controlled foreign

corporation earns in the taxable year $100 of foreign personal hold-

ing company income, which is subject to current inclusion under
subpart F, and $100 of manufacturing income, which is not subject

to U.S. income taxation until it is distributed to U.S. shareholders.

If the corporation distributes $100 to its shareholders during the

taxable year, that entire amount is treated as a distribution of the

foreign personal holding company income, which is previously

taxed income. Similarly, if the actual distribution of $100 does not

occur until the next taxable year, the entire amount is treated as a
distribution of the previously-taxed foreign personal holding com-
pany income, without regard to the earnings of the controlled for-

eign corporation in the succeeding taxable year.

Allowance of foreign tax credit

U.S. corporate shareholders of a controlled foreign corporation

who include subpart F income in their own gross incomes are also

treated as having paid the foreign taxes actually paid by the con-

trolled foreign corporation on that income, to the same general

extent as if they had received a dividend distribution of that

income (sec. 960). Therefore, the U.S. corporate shareholders may
claim foreign tax credits for those taxes to the ssime general extent

as if they had received a dividend. (See the discussion of the indi-

rect foreign tax credit, below in II.C.) Actual distributions by a con-

trolled foreign corporation are not treated as dividends, and thus

generally do not carry further eligibility for deemed-paid foreign

tax credits, to the extent that the distributions are of previously

taxed income. 2^

Individual U.S. shareholders of a controlled foreign corporation

who include subpart F income in their own gross incomes may
elect to be taxed as corporations on their subpart F income (sec.

962). Therefore, electing individual U.S. shareholders, like corpo-

rate shareholders, may claim foreign tax credits for the foreign

taxes actually paid by the controlled foreign corporation on that

income to the same general extent as if they had received a divi-

dend.

^^ Certein actual distributions of previously taxed income C£in carry further eligibility for for-

eign tax credits (sees. 960(aX3) and (b)).
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Adjustments to basis and computation of earnings and profits

The inclusion of an amount of a controlled foreign corporation's
subpart F income in the gross income of a U.S. shareholder gener-
ally results in a corresponding increase in the shareholder's basis
in the stock with respect to which the subpart F income was in-

cluded (sec. 961(a)). In addition, the distribution of previously taxed
income to a U.S. shareholder of a controlled foreign corporation
generally results in a corresponding decrease in the shareholder's
basis in the stock (sec. 961(b)).

The determination of the earnings and profits (or deficit in earn-
ings and profits) of a controlled foreign corporation follows rules
that are substantially similar to those applicable to domestic corpo-
rations (sec. 964(a)). One specific similarity is that any illegal

bribes, kickbacks, or other payments that are not deductible under
section 162(c) (such as pa3nments that would be unlawful under the
Foreign Corrupt Practices Act of 1977 if paid by a U.S. person) are
not taJcen into account to reduce earnings and profits (or increase a
deficit in earnings and profits).

Earnings and profits limitation

The subpart F income of a controlled foreign corporation is limit-

ed hy its current earnings and profits (sec. 952(c)). Under this rule,

current deficits in earnings and profits in any income category, in-

cluding nonsubpart F income categories, reduce subpart F earnings
and profits and, thus, subpart F income. In addition, accumulated
deficits in a controlled foreign corporation's earnings and profits

generated by certain activities in prior years may be used to reduce
its subpart F mcome generated by similar activities in the current
year.

One result of this limitation is that income inclusions from a con-

trolled foreign corporation can be reduced by the extent to which
any expenditure or loss of the foreign corporation is taken into ac-

count for purposes of earnings and profits but is not deductible in

arriving at taxable income. However, the earnings and profits limi-

tation on subpart F income is determined without regard to the
rules that accelerate in some cases the recognition of earnings and
profits from inventory assets accounted for under the LIFO
method, from installment sales, and from contracts the income
from which is accounted for under the completed contract method.
By conforming the computation of earnings and profits more close-

ly to the computation of taxable income, the Code ensures that sub-
part F income inclusions more closely match the controlled foreign

corporation's taxable subpart F income.

Treatment of blocked income

As provided in Treasury regulations, amounts included in the
income of a U.S. shareholder under subpart F do not include earn-
ings and profits of a controlled foreign corporation that are pre-

vented by currency or other restrictions or limitations imposed
under the laws of any foreign country from being distributed to the
U.S. shareholders (sec. 964(b)). Such tax treatment is based on the
principle that blocked income should not be deemed distributed to

the U.S. shareholders when it cannot be actually distributed.
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Current Treasury regulations define foreign laws to include ex-

press statutory provisions, executive orders or decrees, rules or reg-

ulations of a governmental agency, court decisions, the actions of
appropriate officials who are acting within the scope of their au-
thority, or any similar official action (Treas. Reg. sec. 1.964-2(bX3)).

Attribution of ownership

In determining stock ownership for purposes of the controlled
foreign corporation rules, a U.S. person generally is considered to

own a proportionate share of stock owned, directly or indirectly, by
or for a foreign corporation, foreign partnership, or foreign trust or
estate of which the U.S. person is a shareholder, partner, or benefi-

ciary (sec. 958(a)).

Additional rules for constructive ownership apply for purposes of
determining whether or not a U.S. person is a U.S. shareholder
(within the meaning of sec. 951(b), as discussed above), whether or
not the foreign corporation meets the relevant definition of control
(within the meaning of sees. 957(a), 957(b), or 953(cXl), as discussed
above), and whether or not two persons are related (within the
meaning of sec. 954(dX3), as discussed above), but not for purposes
of including amounts in a shareholder's gross income under section

951(a). These constructive ownership rules include, among other
rules, provisions treating an individual as owning stock owned, di-

rectly or indirectly, by the individual's spouse, children, grandchil-
dren, and parents; a 10-percent shareholder of a corporation as
owning its proportionate share (100 percent, in the case of a more-
than-50-percent shareholder) of stock owned, directly or indirectly,

by the corporation; a partner or beneficiary as owning its propor-
tionate share (100 percent, in the case of a more-than-50-percent
partner or beneficiary) of stock owned, directly or indirectly, by the
partnership or estate; a corporation as owning all stock owned, di-

rectly or indirectly, by 10-percent shareholders; a partnership or
estate as owning ail stock owned, directly or indirectly, by its part-

ners or beneficiaries; and the holder of an option as owning the
stock subject to the option (sec. 958(b)). However, these constructive
ownership rules do not operate to treat stock owned by a nonresi-
dent alien individual as owned by a U.S. citizen or a resident alien
individual (sec. 958(bXl)).

f. Gain from certain sales or exchanges of stock in certain
foreign corporations

If a U.S. person sells or exchanges stock in a foreign corporation,
or receives a distribution from a foreign corporation that is treated
as an exchange of stock, and, at any time during the five-year

period ending on the date of the sale or exchange, the foreign cor-

poration was a controlled foreign corporation and the U.S. person
was a 10-percent shareholder (counting stock owned directly, indi-

rectly, and constructively), then the gain recognized on the sale or
exchange is included in the shareholder's income £is a dividend, to

the extent of the earnings and profits of the foreign corporation
which were accumulated during the period that the shareholder
held stock while the corporation was a controlled foreign corpora-
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tion (sec. 1248).^^ For this purpose, earnings and profits of the for-

eign corporation do not include amounts that had already been
subject to current U.S. taxation (whether imposed on the foreign

corporation itself or the U.S. shareholders), such as amounts in-

cluded in gross income under section 951, amounts included in

gross income under section 1247 (applicable to foreign investment
companies, which are discussed below in 5.c. of this section),

amounts included in gross income under section 1293 (applicable to

certain passive foreign investment companies, which are discussed
below in part 4.c. of this section), or amounts that were effectively

connected with the conduct of a trade or business within the
United States (sec. 1248(d)). The Code provides certain special rules

to adjust the proper scope and application of section 1248 (sec.

1248(e)-(i)).

Amounts subject to treatment under section 1248, in accordance
with their characterization as dividends, carry deemed-paid foreign

tax credits that may be claimed by corporate taxpayers under sec-

tion 902 (discussed below in II.C.2.).

When originally enacted as part of the Revenue Act of 1962,^5 at

a time when ordinary income was subject to higher U.S. tax than
capital gains £ind the United States imposed higher rates of tax on
ordinary income than it does today, section 1248 generally was per-

ceived as an anti-avoidance rule that would impose higher tax bur-
dens wherever it applied. In today's tax environment, however,
where U.S. taxes on ordinary income are not significantly higher
than on capital gains, and where most U.S. taxpayers with foreign

operations earn more foreign tax credits than they are permitted
to use (pursuant to the foreign tax credit limitation, discussed

below in II.C.3.), the application of section 1248 is often beneficial

to the taxpayer.

g. Information reporting requirements

Each U.S. person that controls a foreign corporation is required
to report certain information to the IRS with respect to the foreign

corporation (sec. 6038(a)). The required information pertains to the
stock ownership, capitalization, assets and liabilities, and earnings
of the corporation, as well as transactions between the corporation
and related persons, plus such other information as may be speci-

fied in regulations. Penalties for failure to comply with the require-

ments of section 6038(a) include a dollar penalty (sec. 6038(b)) and a
reduction in the amount of foreign tax credits that may be claimed
by the controlling U.S. person (sec. 6038(c)). Control for these pur-

poses means ownership of more than 50 percent of the vote or

value of the stock, including stock owned indirectly or by attribu-

tion (sec. 6038(e)).

^* A special limitation applies in the case of the sale or exchange by an individual of stock

held as a long-term capital asset (sec. 1248(b)).

" P.L. 87-834.



107

3. Foreign personal holding companies

In general

Congress enacted the foreign personal holding company rules
(sees. 551-558) to prevent U.S. taxpayers from accumulating income
tax-free in foreign "incorporated pocketbooks." If five or fewer U.S.
citizens or residents own, directly or indirectly, more than half of
the outstanding stock (in vote or value) of a foreign corporation
that has primarily foreign personsd holding company income, that
corporation will be a foreign personal holding company. In that
case, all the foreign corporation's U.S. shareholders are subject to
U.S. tax on their pro rata share of the corporation's undistributed
foreign personal holding company income.

Operating rules

A foreign corporation is a foreign personal holding company if it

satisfies both a stock ownership requirement (sec. 552(aX2)) and a
gross income requirement (sec. 552(aXl)). The stock ownership re-
quirement is satisfied if, at any time during the taxable year, more
than 50 percent of either (1) the total combined voting power of all

classes of stock of the corporation that are entitled to vote, or (2)

the total value of the stock of the corporation, is owned (directly,

indirectly, or constructively) by or for five or fewer individual citi-

zens or residents of the United States. The gross income require-
ment is satisfied initially if at least 60 percent of the corporation's
gross income is foreign personal holding company income. Once the
corporation is a foreign personal holding company, however, the
gross income threshold each year will be only 50 percent until the
expiration of either one full taxable year during which the stock
ownership requirement is not satisfied, or three consecutive tax-
able years for which the gross income requirement is not satisfied
at the 50-percent threshold.
Foreign personal holding company income generally includes

passive income such as dividends, interest, royalties (but not in-

cluding active business computer software royalties), and rents (if

rental income does not amount to 50 percent of gross income) (sec.

553(a)). It also includes, among other things, gains (other than
gains of dealers) from stock and securities transactions, commod-
ities transactions, and amounts received with respect to certain
personal services contracts. If a foreign personal holding company
is a shareholder in another foreign personal holding company, the
first company includes in its gross income, as a dividend, its share
of the undistributed foreign personal holding company income of
the second foreign personal holding company.
Excluded from characterization as foreign personal holding com-

panies are corporations that are exempt from tax under subchapter
F (sections 501 and following) of the Code, as well as certain corpo-
rations that are organized and doing business under the bankmg
and credit laws of a foreign country (sec. 552(b)).

If a foreign corporation is a foreign personal holding company,
all of its undistributed foreign personal holding company income is

treated as distributed as a dividend on a pro-rata basis to all of its

U.S. shareholders, including U.S. citizens, residents, and corpora-
tions (sec. 551(b)). That is, though only the five largest individual
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shareholders count in the determination of foreign personal hold-

ing company status, all individual shareholders as well as persons
other than individueds may be subject to current tax on their pro
rata shares of the undistributed income of the foreign personal
holding company. The undistributed foreign personal holding com-
pany income that is deemed distributed is treated as recontributed
by the shareholders to the foreign personal holding company as a

contribution to capital. Accordingly, the earnings and profits of the
corporation are reduced by the amount of the deemed distribution

(sec. 551(d)), and each shareholder's basis in his or her stock in the
foreign personal holding company is increased by the shareholder's
pro rata portion of the deemed distribution (sec. 551(e)).

Attribution of ownership for characterization as a foreign personal
holding company

The foreign personal holding company provisions contain con-

structive ownership rules that determine whether a foreign corpo-

ration is more than 50 percent owned by five or fewer U.S. citizens

or residents. These rules generally treat an individuEd as owning
stock owned, directly or indirectly, by or for his or her partners,
brothers and sisters (whether by the whole or half blood), spouse,
ancestors, and lineal descendants. However, ownership of stock ac-

tually owned by a nonresident alien is not attributed to the alien's

U.S. brothers and sisters (whether by the whole or half blood), an-

cestors, and lineal descendants who do not own stock in the foreign

corporation. For example, a foreign corporation 40 percent oi

whose shares belong to a U.S. citizen and 60 percent of whose
shares belong to the nonresident alien sister of the U.S. citizen will

be a foreign personal holding company if it meets the other criteria

for foreign personal holding company status. Similarly, ownership
of stock actually owned by a nonresident alien will not be attrib-

uted to the alien's U.S. partners if the alien's U.S. partners do not

own, directly or indirectly, any stock in the foreign corporation and
if the alien's partners do not include members of the same family
as a U.S. citizen or resident who owns, directly or indirectly, any
stock in the foreign corporation. For example, if the nonresident
alien partner of a U.S. citizen owns 60 percent of a foreign corpora-

tion, while a second U.S. citizen (who is wholly unrelated to the

first U.S. citizen and to the nonresident alien) owns the remaining
40 percent, the foreign corporation is not a foreign personal hold-

ing company.
These constructive ownership rules also apply to deem income to

be foreign personal holding company income in two cases: (1) when
a foreign corporation has contracted to furnish personal services

that an individual who owns (or who owns constructively) 25 per-

cent or more in value of the outstanding stock of the corporation
has performed, is to perform, or may be designated to perform; and
(2) when an individual who owns (or who owns constructively) 25

percent or more in value of the outstanding stock of the corpora-

tion is entitled to use corporate property and when the corporation
in any way receives compensation for use of that property. This
latter rule prevents foreign corporations from avoiding foreign per-

sonal holding company status by generating what appear to be
large amounts of rental income.
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Related person dividend and interest exception

For purposes of the foreign personal holding company rules, divi-

dends and interest received from a corporation (1) related to the re-
cipient, (2) organized in the same country as the recipient, and (3)

having a substantial part of its assets used in its trade or business
located in that same country generally are not treated as foreign
personal holding company income (sec. 552(c)). Such related person
dividends and interest are treated as foreign personal holding com-
pany income, however, if the dividend or interest is attributable to
income of the related person which would be foreign personal hold-
ing company income. ^^

Thus, for example, where the entire amount of a foreign corpora-
tion's income is related person dividends and related person inter-
est, and in any taxable year some of that income, but less than 60
percent (assuming the corporation has never been a foreign person-
al holding company), is attributable to income of the related person
which would be foreign personal holding company income, the for-

eign corporation is not treated as a foreign personal holding compa-
ny.

Information reporting requirements

Each U.S. citizen or resident who is an officer, director, or 10-per-
cent shareholder of a foreign personal holding company is required
to report to the Internal Revenue Service certain information with
respect to the corporation (sec. 6035). The required information per-
tains to the stock ownership and income of the corporation, plus
such other information as may be specified in regulations.

4. Passive foreign investment companies

The 1986 Act established an anti-deferral regime for passive for-

eign investment companies (PFICs) and established separate rules
for each of two types of PFICs. One set of rules applies to PFICs
that are "qualified electing funds," where electing U.S. sharehold-
ers include currently in gross income their respective shares of a
PFICs total earnings, with a separate election to defer payment of
tax, subject to an interest charge, on income not currently received.
The second set of rules applies to PFICs that are not qualified
electing funds ("nonqualified funds"), whose U.S. shareholders pay
tax on income realized from a PFIC and an interest charge which
is attributable to the value of deferral.

a. Definition of passive foreign investment company

General definition

A passive foreign investment company is any foreign corporation
if (1) 75 percent or more of its gross income for the taxable year
consists of passive income, or (2) 50 percent or more of the average
fair market value of its assets consists of assets that produce, or
are held for the production of, passive income (sec. 1296(a)). ^"^ Pas-

'^* A related person is defined by reference to the related person definition in subpart F (that
is, sec. 954(dX3)).

^J
A foreign corporation can elect to apply the asset test using the adjusted bases of the corpo-

ration's assets rather than the fair meirket vedue of its assets. Thus, under this election, a for-

C!ontinued



no

sive income for these purposes generally means income that satis-

fies the definition of foreign personal holding company income
under subpart F (as discussed above in part 1 of this section);

except as provided in regulations, however, passive income does not
include certain active-business banking or insurance income, or
certain amounts received from a related party (to the extent that
the amounts are allocable to income of the related party which is

not passive income, as discussed below) (sec. 1296(b)). Passive assets

for this purpose are those assets that produce or are held for the
production of passive income. Assets that are property which, in

the hands of the foreign corporation, are inventory property (as de-

fined in sec. 1221(1)), or are held by a regular dealer in that proper-
ty, and are specifically identified as such inventory, are treated as
nonpassive assets, even where^that property generates foreign per-

sonal holding company income (as defined in sec. 954(c)), such as in

the case of a securities broker-dealer that holds debt securities as
inventory (Treasury Notice 89-81, 1989-2 C.B. 399).

Look-through rules

In determining whether foreign corporations that own subsidiar-

ies are PFICs, look-through treatment is provided in certain cases
(sec. 1296(c)). Under this look-through rule, a foreign corporation
that owns, directly or indirectly, at least 25 percent of the value of

the stock of another corporation is treated as owning a proportion-
ate part of the other corporation's assets and income. Thus,
amounts such as interest and dividends received from foreign or
domestic subsidiaries are eliminated from the shareholder's income
in appl5dng the income test, and the stock or debt investment is

eliminated from the shareholder's assets in appl5dng the asset test.

In addition to the look-through rule applicable to 25-percent-
owned subsidiaries, interest, dividends, rents, and royalties re-

ceived from related persons that are not subject to section 1296(c)

look-through treatment are excepted from treatment as passive
income to the extent that, under regulations prescribed by the Sec-
retary, those amounts are allocable to income of the payor that is

not passive income (sec. 1296(b)(2)(C)). ^^ As a corollary, the charac-
terization of the assets that generate the income will follow the
characterization of the income so that, for example, a loan to a re-

lated person will be treated as a nonpassive asset if the interest on
the loan is treated as nonpeissive income. Together, these rules pro-
vide that earnings of certain related corporations, which earnings
would be excluded from foreign personal holding company income
under the related-person same-country exception of subpart F (sec.

954(c)(3)) if distributed to the shareholders, are subject to look-
through treatment whether or not the related party is 25-percent
owned.

In addition, stock of certain U.S. corporations owned by another
U.S. corporation which is at least 25-percent owned by a foreign
corporation is treated as a nonpassive asset (sec. 1297(bX8)). Under

eign corporation with less than 50 percent passive assets by adjusted basis will not be a PFIC
(eissuming the income test is not met), even if its assets are 50 percent or more passive by fair

market value. The election, once made, is revocable only with the consent of the Secretary.
^* A related person is defined by reference to the related person definition in subpart F (that

is, sec. 954(dX3)).
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this rule, in determining whether a foreign corporation is a PFIC,
stock of a regular domestic C corporation owned by a 25-percent
owned domestic corporation is treated as an asset which does not
produce passive income (and is not held for the production of pas-

sive income), and income derived from that stock is treated as
income which is not passive income. Thus, a foreign corporation, in

applying the look-through rule available to 25-percent owned corpo-

rations, is treated as owning nonpassive assets in these cases. This
rule does not apply, however, if, under a treaty obligation of the
United States, the foreign corporation is not subject to the accumu-
lated earnings tax, unless the corporation agrees to waive the bene-
fit under the treaty. This rule is designed to mitigate the potential
disparate tax treatment between U.S. individual shareholders who
hold U.S. stock investments through a U.S. holding company and
those who hold those investments through a foreign holding compa-
ny. If a foreign investment company attempts to use this rule to

avoid the PFIC provisions, it will be subject to the accumulated
earnings tax and, thus, the shau-eholders of that company essential-

ly will be denied deferral on the earnings of the foreign company,
with an effect in some ways similar to application of the FFIC pro-

visions.

Special exceptions from PFIC classification apply to start-up com-
panies (sec. 1297(bX2)) and corporations changing businesses during
the taxable year (sec. 1297(bX3)). In both such cases, a corporation
may have a substantially higher proportion of passive assets (and
passive income, in some cases) than at other times in its history.

b. General rule—nonqualified funds

General rule

United States shareholders in PFICs that are not "qualified

electing funds" pay U.S. tax and an interest charge based on the
value of tax deferral at the time the shareholder disposes of stock
in the PFIC or on receipt of an "excess" distribution (sec. 1291).

Under this rule, gain recognized on disposition of stock in a non-
qualified fund or on receipt of an "excess" distribution from a non-
qualified fiind is treated as ordinary income and is treated as
earned pro rata over the shareholder's holding period of his or her
investment during the time the foreign corporation was a PFIC,
and is taxed at the highest applicable tax rate in effect for each
respective year. The interest charge imposed on gains and excess
distributions is treated as interest for tax purposes.

Availability of foreign tax credits

Distributions fi-om nonqualified funds are eligible for direct and
deemed-paid foreign tax credits (under sees. 901 and 902) under the
following method. The U.S. investor first computes the total

amount of creditable foreign taxes with respect to the distribution

it receives. This amount includes the amount of direct foreign taxes
paid by the investor with respect to the distribution (for example,
any withholding taxes) and the amount of the PFICs foreign taxes
deemed paid by the investor with respect to the distribution under
section 902 (if any) to the extent the direct and indirect taxes are
creditable under general foreign tax credit principles and the in-
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vestor chooses to claim those taxes as a credit. The investor then
determines the amount of the creditable foreign taxes that are at-

tributable to the portion of the distribution that is an excess distri-

bution (the "excess distribution taxes"). This determination is made
by apportioning the total amount of creditable foreign taxes be-

tween the amount of the distribution that is an excess distribution

and the amount of the distribution that is not an excess distribu-

tion on a pro rata basis. For purposes of determining the amount of

the distribution from the PFIC (and the amount of the excess dis-

tribution), the gross-up under section 78 is included in the amount
of money or other property received.

The U.S. investor then allocates the excess distribution taxes rat-

ably to each day in the holding period of its stock. To the extent
the taxes are allocated to days in taxable years prior to the year in

which the foreign corporation became a PFIC and to the current
taxable year, the taxes are taken into account for the current year
under the general foreign taix credit rules. To the extent the taxes

are allocated to days in any other taxable year (that is, to days in

years on which the deferred tax amount is imposed), then the for-

eign tax credit limitation provisions of section 904 are applied sepa-

rately to those taxes. Under this rule, the allocable taxes can
reduce the aggregate increase in tax on which interest is computed,
but not below zero. In the event the allocable taxes are in excess oi

any increase in tax, no interest will be due, but no carryover will

be allowed since the foreign tax credit limitations are applied with
respect to excess distributions occurring within each taxable year.

Definition of excess distribution

An "excess" distribution is any current year distribution in re-

spect of a share of stock that exceeds 125 percent of the average
amount of distributions in respect of the share of stock received

during the 3 preceding years (or, if shorter, the total number ol

years of the taxpayer's holding period prior to the current taxable
year) (sec. 1291(b)). The determination of an excess distribution ex-

cludes from the 3-year average distribution base that part of a

prior-year excess distribution that is considered attributable to de-

ferred earnings (i.e., that part of the excess distribution that was
not allocable to pre-PFIC years and to the current year).

Anti-avoidance rules

Regulatory authority is provided to disregard any nonrecognition
provision of the Code on any transfer of PFIC stock (sec. 1291(f)).

For example, regulations may treat a gift of stock in a nonqualified
fund to a non-taxpa5dng entity, such as a charity or a foreign

person, as a disposition for purposes of those rules in order that the

deferred tax and interest charge attributable to that stock not be
eliminated.

c. Qualifled electing funds

General rule

A U.S. person who owns stock in a PFIC may elect that the PFIC
be treated as a "qualified electing fund" with respect to that share-

holder (sec. 1295), with the result that the shareholder must in-
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elude currently in gross income his or her pro rata share of the
PFIC's total earnings and profits (sec. 1293). This inclusion rule
generally requires current pajnnent of tax, absent a separate elec-

tion to defer tax.

Qualified fund election

The election for treatment as a qualified electing fund, which is

made at the shareholder level, is available only where the PFIC
complies with the requirements prescribed in Treaisury regulations
to determine the income of the PFIC and to ascertain any other in-

formation necessary to carry out the purposes of the PFIC provi-

sions. The effect of the election is to treat a PFIC as a qualified
electing fund with respect to each electing investor so that, for ex-

ample, an electing investor will not be subject to the deferred tax
and interest charge rules of section 1291 on receipt of a distribu-

tion if the election has been in effect for each of the PFIC's taxable
years for which the company was a PFIC and which includes any
portion of the investor's hol(fing period.

Inclusion of income

The amount currently included in the income of an electing
shareholder is divided between a shareholder's pro rata share of
the ordinary income of the PFIC and net capital gain income of the
PFIC. The characterization of income, and the determination of
earnings and profits, is made pursuant to general Code rules with
two modifications. These modifications apply only when the quali-

fied electing fund is also a controlled foreign corporation and the
U.S. investor in the fund is also a U.S. shareholder in the con-
trolled foreign corporation (as both terms are defined under sub-
part F).

Under the first modification, if the U.S. investor establishes to

the satisfaction of the Secretary that an item of income derived by
a fund was subject to an effective rate of income tax imposed by a
foreign country greater than 90 percent of the maximum rate of
U.S. corporate tax, then that item of income is excluded from the
ordinary earnings and net capital gain income of the fund for pur-
poses of determining the U.S. investor's pro rata share of income.
Under the second modification, the qualified electing fund's ordi-

nary earnings and net capital gain income do not include income
from U.S. sources that is effectively connected with the conduct by
the fund of a U.S. trade or business so long as that income is not
exempt from U.S. taxation (or subject to a reduced rate of tax) pur-
suant to a treaty obligation of the United States.

Pro rata share of income

Pro rata share of income generally is determined by aggregating
a PFIC's income for the taxable year and attributing that income
ratably over every day in the PFIC's year. Electing investors then
include in income for the period in which they hold stock in the
PFIC their daily ownership interest in the PFIC multiplied by the
amount of income attributed to each day.
As a special rule, the Code permits that, to the extent provided

in regulations, if a qualified electing fund establishes to the Secre-
tary's satisfaction that it maintains records that determine inves-
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tors' pro rata shares of income more accurately than allocating a
taxable year's income ratably over a daily basis (for example, by
allocating a month's income ratably over a daily basis), the fund
can determine the investors' pro rata shares of income on that
basis. This provision is designed to allow those funds that maintain
appropriate records to more accurately determine U.S. investors'

pro rata shares of income, which may be important in cases where
the investors own their stock for only parts of a year.

Distributions and basis adjustments

The distribution of earnings and profits that were previously in-

cluded in the income of an electing shareholder under these rules

is not treated as a dividend to the shareholder, but does reduce the
PFIC's earnings and profits ^ec. 1293(c)). The basis of an electing

shareholder's stock in a PFIC is increased by amounts currently in-

cluded in income under these rules, and is decreased by any
amount that is actually distributed but treated as previously taxed
under section 1293(c) (sec. 1293(d)).

Availability of foreign tax credit

Foreign tax credits are allowed against U.S. tax on amounts in-

cluded in income from a qualified electing fund to the same extent,

and under the same rules, as in the case of income inclusions from
a controlled foreign corporation (sec. 1293(f)).

The Code provides special rules to characterize income inclusions

from qualified electing funds for foreign tax credit purposes. In the
case of a qualified electing fund that is also a controlled foreign
corporation, where the U.S. person that has the income inclusion is

a U.S. shareholder in the corporation (as defined under the subpart
F rules), look-through treatment determines the foreign tax credit

limitation characterization of the income inclusion. In addition,

where the qualified electing fund is a noncontroUed section 902 cor-

poration (as defined in sec. 904(dX2XE)) with respect to the taxpay-
er, the income inclusion is treated for foreign tax credit purposes
as a dividend, and thus, is subject to the separate limitation appli-

cable to those dividends. Where neither of the above conditions is

satisfied, the income inclusion is characterized £is passive income
for foreign tax credit purposes.

Election to defer currentpayment of tax

U.S. investors in qualified electing funds may genersilly, subject

to the payment of interest, elect to defer payment of U.S. tax on
amounts included currently in income but for which no current dis-

tribution has been received (sec. 1294). An election to defer tax is

treated as an extension of time to pay tax for which a U.S. share-
holder is liable for interest.

The disposition of stock in a PFIC terminates all previous exten-
sions of time to pay tax with respect to the earnings attributable to

that stock. Disposition for this purpose generally means any trans-

fer of ownership, regardless of whether the transfer constitutes a
realization or recognition event under general Code rules. For ex-

ample, a transfer at death or by gift of stock in a qualified electing

fund is treated as a disposition for these purposes.
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d. Special rules applicable to both types of funds

Coordination of section 1291 with taxation of shareholders in quali-

fied electing funds

Gain recognized on disposition of stock in a PFIC by a U.S. inves-

tor, as well as distributions received from a PFIC in a year the
PFIC is a qualified electing fund, are not taxed under the rules ap-
plicable to nonqualified funds (that is, sec. 1291) if the PFIC is a
qualified electing fund for each of the fund's taxable years which
begin after December 31, 1986 and which includes any portion of

the investor's holding period (sec. 1291(dXl)). Therefore, if for any
taxable year beginning after December 31, 1986, a foreign corpora-
tion is a PFIC but is not a qualified electing fund with respect to

the U.S. investor, gains and distributions in any subsequent year
will be subject to the rules applicable to nonqualified funds. The
section 1291 coordinating provision as it relates to distributions

prevents a fund from retaining its annual income while it is not a
qualified electing fund, and then distributing the accumulated
income in a subsequent year after it becomes a qualified electing

fund without incurring any interest charge.
Any U.S. person who owns stock in a PFIC which previously was

not a qualified electing fund for a taxable year but which becomes
one for the subsequent taxable year may elect to be taxed on the
unrealized appreciation inherent in h^ or her PFIC stock up
through the first day of the subsequent taxable year, pay all prior

deferred tax and interest, and acquire a new basis and holding
period in his or her PFIC investment (sec. 1291(d)(2)). Thereafter,
the shareholder is subject to the rules applicable to qualified elect-

ing funds.
An alternative election is available to shareholders in a con-

trolled foreign corporation. Under this alternative, instead of recog-

nizing the entire gain in the value of his or her stock, a U.S. person
that holds stock (directly or indirectly under the attribution rules)

in a controlled foreign corporation (as defined for subpart F pur-
poses) that is a PFIC £ind that becomes a qualified electing fund
can elect to include in gross income as a dividend his or her share
of the corporation's earnings and profits accumulated after 1986
and since the corporation was a PFIC. Upon this election, the U.S.
person's stock basis is increaised by the amount included in income
and the shareholder is treated as having a new holding period in

his or her stock. Thereafter, the shareholder is subject to the rules

applicable to qualified electing funds. The total amount treated as
a dividend under the above election is an excess distribution and is

to be assigned, for purposes of computing the deferred tax and in-

terest charge, to the shareholder's stock interest on the basis of
post-December 31, 1986 ownership.

Attribution of ownership

In determining stock ownership, a U.S. person is considered to

own his or her proportionate share of the stock of a PFIC owned by
any partnership, trust, or estate of which the person is a partner or
beneficiary (or in certain cases, a grantor), or owned by any foreign
corporation if the U.S. person owns 50 percent or more of the value
of the corporation's stock (sec. 1297(a)). However, if a U.S. person
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owns any stock in a PFIC, the person is considered to own his or
her prop)ortionate share of any lower-tier PFIC stock owned by the
upper-tier PFIC, regardless of the percentage of his or her owner-
ship in the upper-tier PFIC. Under regulations, any person who
has an option to acquire stock may be treated as owning the stock.

Anti-avoidance rules

The Code provides authority to the Secretary to prescribe regula-
tions that are necessary to carry out the purposes of the PFIC pro-

visions and to prevent circumvention of the interest charge (sec.

1297(d)). In addition, if a U.S. pjerson is treated as owning stock in a
PFIC by virtue of the attribution rules, regulations may treat any
distribution of money or other property to the actual holder of the
stock as a distribution to Ihe U.S. person, and any disposition

(whether by the U.S. person or the actual holder of the stock)

which results in the U.S. person being treated as no longer owning
the stock as a disposition by the U.S. person (sec. 1297(b)(5)).

5. Other anti-deferral regimes

a. Personal holding companies

In addition to the corporate income tax, the Code imposes a tax
at the rate of 28 percent^^ on the undistributed income of a person-
al holding company (sec. 541). This tax substitutes for the tax that
would have been incurred by the shareholders on dividends actual-
ly distributed by the personal holding company. A personal holding
company generally is defined as any corporation (with certain spec-

ified exceptions) if (1) at least 60 percent of its adjusted gross
income for the taxable year is personal holding company income,
and (2) at any time during the last half of the taxable year more
than 50 percent in value of its outstanding stock is owned, directly

or indirectly, by or for not more than five individuals (sec. 542(a)).

This definition is very similar to that of a foreign personal hold-

ing company, discussed above, but does not depend on the U.S. citi-

zenship or residence status of the shareholders. However, the speci-

fied exceptions to the definition of a personal holding company pre-

clude the application of the personal holding company tax to,

among others, any foreign personal holding company, most foreign
corporations owned solely by nonresident alien individuals, and
any PFIC (paragraphs (5), (7), and (10) of sec. 542(c)). Therefore, the
personal holding company tax could apply to only a small class of

foreign corporations, such as foreign corporations with at least 60
percent but less than 75 percent passive-tjrpe income, and majority
owned by a group of five or fewer individuals of whom at least one
is a U.S. person and at least one of whom is a nonresident alien.

b. Accumulated earnings tax

In addition to the corporate income tax, the Code also imposes aj

tax, at the rate of 28 percent, on the accumulated taxable income
of any corporation (with certain exceptions) formed or availed of

^® A technical correction to the Omnibus Budget Reconciliation Act of 1990 has been intro-

duced in Congress that would change the personed holding company tax rate to 31 percent, tc

conform to the increase in the top individual tax rate from 28 to 31 percent. Section 102(aX4) of

H.R. 1555, 102nd Cong., 1st Sess.; section 102(aX4) of S. 750, 102nd Cong., 1st Sess.
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for the purpose of avoiding income tax with respect to its share-
holders (or the shareholders of any other corporation), by permit-
ting its earnings and profits to accumulate instead of being distrib-

uted (sees. 531, 532(a)). The specified tax-avoidance purpose general-
ly is determined by the fact that the earnings and profits of the
corporation are allowed to accumulate beyond the reasonable needs
of the business (sec. 533). Like the personal holding company tax,

the accumulated earnings tax acts as a substitute for the tax that
would have been incurred by the shareholders on dividends actual-

ly distributed by the corporation.
The accumulated earnings tax does not apply to any personal

holding company, foreign personal holding company, or PFIC (sec.

532(b)). These exceptions, along with the current inclusion of sub-
part F income in the gross incomes of the U.S. shareholders of a
controlled foreign corporation, have resulted, in practice, in very
limited application of the accumulated earnings tax to foreign cor-

porations.

c. Foreign investment companies

A foreign investment company generally is defined £is any for-

eign corporation that either is registered under the Investment
Company Act of 1940 (as amended) as a management company or
as a unit investment trust, or is engaged (or holding itself out as
being engaged) primarily in the business of investing, reinvesting,
or trading in securities or commodities or any interest (including a
futures or forward contract or option) in securities or commodities,
at a time when 50 percent or more of the vote or value of the stock
was held (directly or indirectly) by U.S. persons (sec. 1246(b)). In
the case of the sale or exchange of stock in a foreign investment
company, gain on the sale generally is treated as ordinary income
to the extent of the taxpayer's ratable share of the undistributed
earnings and profits of the foreign investment company (sec.

1246(a)). However, if a foreign investment company so elected by
December 31, 1962, it can avoid the application of section 1246 to

its shareholders by annually distributing at least 90 percent of its

taxable income (determined as if the foreign corporation were a do-

mestic corporation), and complying with other information-report-
ing and other administrative requirements as the Secretary of the
Treasury deems necessary (sec. 1247).

6. Coordination among anti-deferral regimes
' The Code provides that, if an item of income of a foreign corpora-
tion would be includable in the gross income of a U.S. shareholder
both under the controlled foreign corporation rules and under the
foreign personal holding company rules, that item of income is in-

cluded only under the controlled foreign corporation rules (sec.

951(d)). This rule of precedence operates only to the extent that the
controlled foreign corporation rules and the foreign personal hold-
ing company rules overlap on an item-by-item basis. Income includ-
ible under only one set of rules (foreign personal holding company
rules or subpart F rules) is includible under that set of rules. A
taxpayer taxable under subpart F on amounts other than subpart
F income (on such items as withdrawals from foreign base company
shipping income and investments in U.S. property) is taxable under
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subpart F whether or not the taxpayer is also taxable on the undis-
tributed foreign personal holding company income of the foreign
corporation under the foreign personal holding company rules.

If an item of income of a foreign corporation would be includable
in the gross income of a U.S. shareholder both under the controlled
foreign corporation rules and under the rules relating to the cur-

rent taxation of income from certain passive foreign investment
companies, that item of income is included only under the con-

trolled foreign corporation rules (sec. 951(f)). In addition, if an item
of income of a foreign corporation would be includable in the gross
income of a U.S. shareholder both under the controlled foreign cor-

poration rules and under the rules relating to the current taxation
of income from electing foreign investment companies, that item of

income is included only under the foreign investment company
rules (sec. 951(c)). Any amount that is taxable under only one set of

rules is included in gross income pursuant to that set of rules.

In the case of a foreign corporation that is both a foreign person-
al holding company and a passive foreign investment company, to

the extent that the income of the foreign corporation would be tax-

able to a U.S. person both under the foreign personal holding com-
pany rules and under section 1293 (relating to current taxation oi

income of certain passive foreign investment companies), thai

income is treated as taxable to the U.S. person only under the for-

eign personal holding company rules (sec. 551(g)).

In the case of a PFIC that is a qualified electing fund, the
amount of income treated as a dividend on a sale or exchange oi

stock in a controlled foreign corporation (under sec. 1248) does nol

include any amount of income included previously under the quali
fied electing fund rules to the extent that that amount of income
has not been distributed from the PFIC prior to the sale or ex
change of the stock.

In the case of a PFIC that is a qualified electing fund and thai

owns stock in a second-tier PFIC that is also a qualified electing

fund, amounts distributed by the second-tier fund to the first-tiei

fund that have been included previously in income by U.S. inves

tors—because they are deemed to own stock in the second-tiei

fund—are not to be included in the ordinary earnings of the first

tier fund. This rule prevents U.S. persons from including amount*
in income twice. This relief provision also applies in the case of s.

second- (or lower-) tier PFIC that is a qualified electing fund an(

that is also a controlled foreign corporation. In this case, amount
that are included in a U.S. person s income under the subpart I

provisions and that would have been included under the qualifie(

electing fund provisions (but for the coordination provision of sec

951(f)) are prevented from being included in income again undei

this relief provision.

In the case of a PFIC that is not a qualified electing fund, th<

Code eliminates the potential for double taxation by providing fo:

proper adjustments to excess distributions for amounts that ar<

taxed currently under the Code's other current inclusion rules

Thus, for example, excess distributions will not include an^

amounts that are treated as previously taxed income under sectioi

959(a) when distributed by a controlled foreign corporation that ij

also a PFIC that is not a qualified electing fund.
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As noted above, the personal holding company tax does not apply
to any foreign personal holding company or PFIC, and the accumu-
lated earnings tax does not apply to any personal holding company,
foreign personal holding company, or PFIC.

Section 1246 does not apply to the earnings and profits of any
foreign investment company for any year after 1986 if the company
is a PFIC for that year (sec. 1297(bX7)). In addition, an electing for-

eign investment company under section 1247 is excluded from the
definition of a PFIC (sec. 1296(d)).

C. Rules to Avoid Double Taxation

The United States taxes U.S. persons on their worldwide income,
including their income from sources outside of the United States.

Congress enacted the foreign tax credit in 1918 to prevent U.S. tax-

payers from being taxed twice on their foreign source income; once
by the foreign country where the income is earned, and again by
the United States. The foreign tax credit generally allows U.S. tax-

payers to reduce the U.S. income tax on their foreign income by
the foreign income taxes they pay on that income. The foreign tax
credit does not operate to offset U.S. income tax on U.S. source
income.
A credit against U.S. tax on foreign income is allowed for foreign

taxes paid or accrued by a U.S. person (Code sec. 901).^° In addi-

tion, a credit is allowed to a U.S. corporation for foreign taxes paid
by certain foreign subsidiary corporations, and deemed paid by the
U.S. corporation upon a dividend received by, or certain other
income inclusions of, the U.S. corporation relating to earnings of

the foreign subsidiary (the "deemed-paid" or "indirect" foreign tax
credit) (sec. 902).

The foreign tax credit provisions of the Code are elective on a
year-by-year basis. In lieu of electing the foreign tax credit, taxpay-
ers generally are permitted to deduct foreign taxes (sec. 164(aX3)).

No deduction of foreign taxes is permitted, however, for any credit-

able taxes paid or accrued during a taxable year with respect to

which the taxpayer elects application of the foreign tax credit (sec.

275(aX4XA)).

1. Creditability of foreign taxes

In general

The foreign tax credit is available only for income, war profits,

and excess profits taxes paid or accrued (or deemed paid) to a for-

eign country or a U.S. possession and for certain taxes imposed in

Ueu of them (sees. 901(b) and 903). Other foreign levies generally
are treated as deductible expenses only. To be creditable, a foreign
levy must be the substantial equivalent of an income tax in the
U.S. sense, whatever the foreign government that imposes it may

'° A taxpayer may elect to use the accrual basis of accounting for purposes of determining
when foreign taxes are eligible for the credit notwithstanding the method of accounting general-
ly employed in keeping its books (sec. 905(a)). Adjustments axe required in certain cases where
the amount of taxes accrued differs from the amount of taxes actually paid by the taxpayer (see

sec. 905(c)).
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call it.^^ To be considered an income tax, a foreign levy must be
directed at the taxpayer's net gain.^^

TreEisury regulations promulgated under sections 901 and 903
provide detailed rules for determining whether a foreign levy is

creditable (Treas. Reg. sees. 1.901-1 through 1.901-3, and 1.903-1). In

general, a foreign levy is creditable only if the levy is a tax and its

predominant character is that of an income tax in the U.S. sense.

A levy is a tax if it is a compulsory payment under the authority of

a foreign country to levy taxes and is not compensation for a spe-

cific economic benefit ^^ provided by a foreign country, such as the
right to extract petroleum owned by the foreign country. The pre-

dominant character of a levy is that of an income tax in the U.S.

sense if the levy is likely to reach net gain in the normal circum-
stances in which it applies and the levy is not conditioned on the
availability of a foreign tax credit in another country. 3"*

Dual capacity taxpayers

Taxpayers who are subject to a foreign levy and also receive, di-

rectly or indirectly, a specific economic benefit from the levying
country are referred to as dual capacity taxpayers (Treas. Reg. sec.

1.901-2(aX2Xii)). Dual capacity taxpayers may obtain a credit only
for that portion of the foreign levy that they can establish is a tax
and is not compensation for the specific economic benefit received.

A taxpayer may so establish that a payment is a tax rather than
compensation for a specific economic benefit received, under either

a facts and circumstances method or under an elective safe harbor
method.
Under the facts and circumstances method, the taxpayer must

establish, based on all the relevant facts and circumstances, the
amount it paid pursuant to the levy that is not paid in return for a
specific economic benefit (Treas. Reg. sec. 1.901-2A(cX2)). The
amount so established is the creditable portion of the levy.

The safe harbor method provides the taxpayer with a formula to

determine the amount of the levy that qualifies as a creditable tax
(Treas. Reg. sec. 1.201-2A(eXl))- In a country that imposes no gener-
al tax and imposes a levy in excess of the effective U.S. income tax
rate, the formula effectively exempts from U.S. tax the income sub-

ject to the levy.^^

3» Biddle v. Commissioner, 302 U.S. 573 (1938).
32 Bank of America National T. & S. Association v. United States, 459 F.2d 513 (a. CI. 1972).
33 A sjteciiic economic benefit is any economic benefit that is not made available on substan-

tially the same terms to substantially all persons who are subject to the income tax that is gen-

erally imposed by the levying country, or if there is no such generally imposed income tax, any
economic benefit that is not made available on substantially the same terms to the piopulation of

the country in general (Treas. Reg. sec. 1.901-2(aX2Xii)(B)). An economic benefit includes proper-

ty; a service; a fee or other payment; a right to use, acquire or extract resources, patents or

other property that a foreign country owns or controls; or a reduction or discharge of a contrac-

tual obligation. It does not include the right or privilege merely to engage in business generally
or to engage in business in a particular form.

3* A levy that is so conditioned is referred to as a "soak-up" tax.
3» Under the safe harbor formula, the amount paid in a taxable year pursuant to a qualifying

levy that is treated as a creditable tax is equal to:

(A - B - C) X D / (1 - D).

A = the eimount of gross receipts as determined under the foreign law applicable in comput-
ing the actual payment amount of the levy;

B = the amoimt of costs and expenses as determined under the foreign law applicable in com-
puting the actual payment amount of the levy;

Continued
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Subsidies

Under the Code, a foreign tax on income from a transaction is

not treated as a creditable tax to the extent that the amount of the
tax is used, directly or indirectly, by the country imposing the tax
to provide a subsidy by any means (such as through a refund or

credit) to the taxpayer, a related person (within the meaning of sec-

tion 482), any party to the transaction, or any party to a related

transaction, and the subsidy is determined, directly or indirectly,

by reference to the amount of the tax, or the base used to compute
the tax (sec. 901(i)).

Taxes in lieu of income, war profits, and excess profits taxes

A tax paid in lieu of a tax on income, war profits, or excess prof-

its may constitute a creditable foreign tax (sec. 903). A foreign levy

is a creditable tax "in lieu of an income tax under the regulations
only if the levy is a tax and is a substitute for, rather than an addi-

tion to, a generally imposed income tax (Treas. Reg. sec. 1.903-l(b)).

A foreign levy may satisfy the substitution requirement only to the
extent that it is not conditioned on the availability of a foreign tax
credit in another country.

Denial of foreign tax credit with respect to taxes paid to cer-

tain foreign countries

Pursuant to special rules applicable to taxes paid to certain for-

eign countries, no foreign tax credit is allowed for income, war
profits, or excess profits tsixes paid, accrued, or deemed paid to a
country which satisfies specified criteria, to the extent that the
taxes are with respect to income attributable to a period during
which such criteria were satisfied (sec. 901(j)). Nor can such income
be sheltered from U.S. tax by other creditable foreign taxes.^®

Taxes treated as noncreditable under this provision are permitted
to be deducted notwithstanding the fact that the taxpayer elects

use of the foreign tax credit for the taxable year with respect to

other taxes.

2. Deemed-paid foreign tax credit

U.S. corporations owning at least 10 percent of the voting stock
of a foreign corporation are treated as if they had paid a share of

the foreign income taxes paid by the foreign corporation in the
year in which that corporation's earnings and profits become sub-

ject to U.S. tax as dividend income of the U.S. shareholder (sec.

902(a)). This is the "deemed-paid" or "indirect" foreign tax credit.

A U.S. corporation may also be deemed to have paid taxes paid
by a second or third tier foreign corporation. That is, where a for-

eign corporation described in the previous paragraph pays a divi-

dend to the U.S. corporation, then for purposes of deeming the U.S.

C = the total amount actually paid in the taxable year by the dual capacity taxpayer pursu-
£mt to the levy; and
D = the tax rate (expressed as a decimal) that is applicable in computing tax liability on the

taxpayer's tax base under the generidly imposed tax of the foreign country. If the foreign coun-
try does not impose a general teix, then D = the lower of the rate imposed on the levy or the
highest U.S. marginal corporate income tax rate (Treas. Reg. sec. 1.901-2A(eX5)).

^* See the discussion of the specified criteria and countries affected by this rule in n.B.2.,

above.

43-419 0-91-5
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corporation to have paid foreign tax, the foreign corporation may
be deemed to have paid a share of the foreign taxes paid by a
second-tier foreign corporation of which the first foreign corpora-
tion owns at least 10 percent of the voting stock, and from which
the first foreign corporation received dividends. The same principle
applies between a second and a third-tier foreign corporation. No
taxes paid by a second- or third-tier foreign corporation are deemed
paid by the first foreign corporation unless the product of the per-
centage ownership at each level from the U.S. corporation down
equals at least 5 percent (sec. 902(b)). Foreign taxes paid below the
tlurd tier are not eligible for the deemed-paid credit.

Earnings and profits of a foreign corporation generally are not
subject to U.S. tax as income of a U.S. shareholder until repatriat-

ed through an actual dividend distribution. However, the subpart F
rules (discussed in n.B.2., above) treat certain undistributed earn-
ings and profits of a controlled foreign corporation as a current
income inclusion of U.S. shareholders who own 10 percent or more
of the controlled foreign corporation's voting stock (taking into ac-

count attribution rules). A deemed-paid credit generally is also

available to the U.S. shareholder with respect to such inclusions

(sec. 960(a)). ^"^ Moreover, a deemed-paid credit generally is also

available with respect to inclusions under Code section 1293 from
passive foreign investment companies by U.S. corporations meeting
the requisite ownership threshold (sec. 1293(f)). ^®

Subpart F inclusions are deemed included directly in the income
of the U.S. shareholder. For example, a subpart F inclusion from a
second- or third-tier foreign subsidiary is not treated as passing
through any upper-tier corporation; rather, it is an inclusion direct-

ly from the lower-tier subsidiary. Thus, the foreign taxes and earn-
ings and profits of that subsidiary are undiluted by and are not
combined with those of any upper-tier company in determining the
deemed-paid credit. The credit is not available for inclusions from
subsidiaries below the third tier. Percentage ownership require-

ments, similar to those applicable in the case of actual dividends,

apply in order for inclusions from lower-tier subsidiaries to qualify
for the deemed-paid credit.

For either an actual distribution or a subpart F inclusion, the
amount of foreign tax eligible for the indirect credit is computed as
a fraction of the foreign tax paid by the foreign corporation. The
numerator of the fraction is the U.S. corporate shareholder's actual
dividend or subpart F inclusion income from the foreign corpora-
tion. The denominator generally is the foreign corporation's post-

1986 undistributed earnings. With respect to a distribution out of
earnings and profits in the post-1986 pool, eligible foreign taxes in-

clude the sum of the foreign corporation's current year foreign

taxes and its foreign taxes with respect to prior taxable years be-

ginning after December 31, 1986 (sec. 902(cX2)). The ainount of for-

eign tax eligible for the indirect credit is added to the actual divi-

'^ Unlike the deemed-paid credit for actual dividend distributions, the deemed-paid credit for

subpart F inclusions can be available to individual shareholders in certain circumstances if an
election is made (sec. 962)).

^^ Special rules are provided for purposes of computing the deemed-paid foreign tax credit in

the case of a U.S. corporation receiving an excess distribution from an interest<;harge passive

foreign investment company (see sec. 1291(g)).
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dend or inclusion (the dividend or inclusion is said to be "grossed-

up") and included in the U.S. corporate shareholder's income to

treat the shareholder as if it had received its proportionate share
of pre-tax profits and paid its proportionate share of foreign tax
(sec. 78)). Under this formula for computing the indirect credit, for

any given dividend amount in the numerator of the fraction, a
greater amount of profits in the denominator of the fraction pro-

duces a smaller amount of foreign taxes allowed as a credit.

For purposes of computing the deemed-paid foreign tax credit,

dividends or subpart F inclusions are considered made first from
the post-1986 pool of all the distributing corporation's accumulated
and earnings and profits. ^^ Accumulated earnings and profits for

this purpose include the earnings and profits of the current year
undiminished by the current distribution or subpart F inclusion

(sec. 902(cXl)). Pooling applies only to earnings and profits derived
in taxable years beginning after December 31, 1986. Dividends in

excess of the accumulated pool of post-1986 undistributed earnings
and profits are treated as paid out of pre-1987 accumulated profits

under the ordering principles of pre-1986 Act law (sec. 902(cX6)).'*°

In the case of a foreign corporation that does not have a 10-percent
(direct or indirect) U.S. shareholder who qualifies for the deemed-
paid credit, pooling begins with the first day of the first taxable
year in which there is such a 10-percent shareholder (sec. 902(cX3)).

The Secretary of the Treasury is authorized to provide such regu-
lations as may be necessary or appropriate to carry out the
deemed-paid credit and subpart F deemed-paid credit provisions, in-

cluding rules which provide for the separate application of those
provisions to reflect the separate application of the foreign tax
credit limitation to separate t5rpes of income and loss (sec. 902(cX7)).

To implement the intent that the deemed-paid credit limitation

rules apply separately to categories of income subject to separate
limitations, separate pools of earnings and profits and of foreign

taxes must be maintained for the types of income subject to sepa-
rate limitations.

For purposes of the foreign tax credit carryback and carryover
provisions (discussed below under "Carrybacks and carryovers of
unused foreign tax credits'X foreign taxes eligible for the deemed-
paid credit are considered paiid in the year the U.S. corporation in-

cludes the related dividend in income, regardless of when the taxes
were paid by the foreign subsidiary.

3. Foreign tax credit limitation

A premise of the foreign tax credit is that it should not reduce a
taxpayer's U.S. tax on its U.S. source income; rather, it should only
reduce U.S. tax on its foreign source income. Permitting the for-

** Earnings and profits computations for these purposes are to be made under U.S. concepts.
Goodyear Tire & Rubber Company & Affiliates v. United States, 493 U.S. 132 (1989).

*° In the case of an actual dividend distribution, the share of foreign tax paid by the foreign
corporation that was eligible for the indirect credit was based under pre-1986 Act law on the
share of that corporation's accumulated profits attributable to a particular taxable year that
was repatriated as a dividend to the U.S. corporate shareholder. Foreign taxes paid for a par-
ticular year were eligible for the deemed-paid credit only to the extent that there were accumu-
lated profits for that year and then only in proportion to the share of such accumulated profits

that was attributed to the dividend distribution. Distributions were considered made first out of
the most recently accumulated profits of the distributing corporation.
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eign tax credit to reduce U.S. tax on U.S. income would in effect

cede to foreign countries the primary right to tax income earned
from domestic sources.

Overall and per country limitations

Since 1921, a limitation has been imposed on the amount of for-

eign tax credits that can be claimed in a year. This limitation pre-

vents a taxpayer from using foreign tax credits to offset U.S. tax on
U.S. source income. Historically, the foreign tax credit limitation

has been determined on the basis of total foreign income (an "over-

all" limitation or method), foreign income earned in a particular
country (a "per country" limitation or method), or both.
An overall limitation generally is calculated by prorating a tax-

payer's pre-credit U.S. tax on its worldwide taxable income be-

tween its U.S. source and foreign source taxable income. The ratio

of the taxpayer's foreign source taxable income to its worldwide
taxable income is multiplied by the taxpayer's total pre-credit U.S.
tax to establish the amount of U.S. tax allocable to the taxpayer's
foreign source income and, thus, the upper limit on the foreign tax
credit for the year. An overall method permits "averaging" for lim-

itation purposes of the income and losses generated in, and the
taxes paid to, the various foreign countries in which a taxpayer op-

erates and other income and losses sourced outside the United
States. An overall method also permits averaging of tax rates ap-

plied to different types of income.
Under a per country method, the taxpayer calculates the foreign

tax credit limitation separately for each country in which it earns
income. The foreign source income taken into account in each cal-

culation is the foreign source income derived from the foreign
country for which the limitation is being determined. Thus, a per
country limitation prevents the use of taxes imposed by one coun-
try to reduce U.S. tax on income arising elsewhere. Otherwise, a
per country limitation is calculated in beisically the same manner
as an overall limitation.

From 1921 until 1932, an overall limitation was in effect. Be-
tween 1932 and 1954, foreign tax credits were limited to the lesser

of the overall or per country limitation amount. In 1954, Congress
amended the law to allow only a per country limitation. From 1960
to 1975, Congress permitted taxpayers to elect between an overall

and a per country method. Since 1976, an overall limitation has
been mandatory.
The per country limitation rules of prior law permitted a taxpay-

er first to use the entire amount of a net loss incurred in any for-

eign country to reduce its U.S. taxable income. The taxpayer re-

ceived a second tax benefit when in a later year, it earned income
in the loss country and that country imposed tax on the income at

a rate higher than the U.S. rate and had no net operating loss car-

ryforward provision. A full foreign tax credit was allowed for that
tax, eliminating the U.S. tax on the income, even though the earli-

er loss had reduced U.S. taxable income and, thus, U.S. tax, also.

Congress repealed the per country limitation and enacted the over-

all foreign loss recapture rule (dicussed below under "Overall for-

eign losses") in 1976 to eliminate this double tax benefit.
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Separate limitation categories in general

Under present law, the foreign tax credit is subject to an overall

imitation. That is, the total amount of the credit may not exceed the

iame proportion of the taxpayer's U.S. tax which the taxpayer s

breign source taxable income bears to the taxpayers worldwide

axable income for the taxable year (sec. 904(a)). In addition, the

breign tax credit limitation is calculated separately for various

-ategories of income generally referred to as "separate limitation

-ategories." That is, the total amount of the credit for foreign taxes

m income in each category may not exceed the same proportion of

he taxpayer's U.S. tax which the taxpayer's foreign source taxable

.ncome in that category bears to the taxpayer's worldv/ide taxable

income for the taxable year. In order to compute the foreign tax

^redit limitations, then, a taxpayer must determine the portion ot its

taxable income that falls into each applicable category, and deter-

mine the portion of its foreign taxes related to the income in each

''atefforv.
"^^

The separate limitation categories include passive income, high-

withholding-tax interest, financial services income, shipping

income, dividends received by a corporation from each noncon-

troUed section 902 corporation, dividends from a domestic interna-

tional sales corporation (DISC) or former DISC, certain distribu-

tions from a foreign sales corporation (FSC), and taxable income ot

a FSC attributable to foreign trade income (sec. 904(d)). Income not

in a separate limitation category is referred to in the regulations as

"general limitation income." Also, a special limitation applies to

the credit for taxes imposed on foreign oil and gas extraction

income (sec. 907(a)). Under the look-through rules discussed below,

subpart F inclusions with respect to the controlled foreign corpora-

tion, and dividends, interest, rents, and royalties received from it

by its U.S. shareholders are subject to separate limitations to the

extent attributable to the foreign corporation's income subject to

the separate limitations.

A separate limitation generally is applied to a category ot income

for one of three reasons: the income's source (foreign or U.S.) can

be manipulated; the income typically bears little or no foreign tax;

or the income often bears a rate of foreign tax that is abnormally

high or in excess of rates on other types of income. Applying a sep-

arate limitation to a category of income prevents the use of foreign

taxes imposed on one category of income to reduce the U.S. tax on

other categories of income. For example, the separate limitation for

passive income generally prevents taxes imposed by a high-tax

country (e.g., Germany) on manufacturing income from offsetting

US tax on interest earned on a bank deposit placed in a country

that does not tax the interest in the hands of the U.S. taxpayer (or

its subsidiaries).

" Treas Reg sec. 1.904-6(aXi). Taxes are related to income if the income is included in the

base upon which the tax is imposed. A withholding tax generally is related to the mcome from

^If'^atak^ IT related to more than one separate category (because it is imposed on income in

more than one category), then the tax is apportioned on an annual basis among the relevant

categories according to a formula provided in regulations (Treas. Reg sec 1.904-6(a)(ii)). That

fornfula is the foreign tax subject to apportionment multiplied by the ratio of net mcome subject

to that tax that is included in a separate category to the total net mcome subject to that tax.
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Separate limitation for passive income

General definition ofpassive income

Subject to "look-through" exceptions described below, the t3rpes

of income treated as passive income generally receive that separate
treatment whether received by a controlled foreign corporation or

a U.S. person directly. Passive income generally is any income of a
kind which would be subpart F foreign personal holding company
income (as defined in Code sec. 954(c) and discussed in B.2., above)

if the taxpayer were a controlled foreign corporation, subject to

certain exceptions described below (sec. 904(dX2XA)). Thus, passive

income for separate limitation purposes generally includes divi-

dends, interest, annuities, rents, and royalties.

Foreign personal holding company and PFIC inclusions

Foreign personal holding company inclusions (under sec. 551) and
passive foreign investment company inclusions (under sec. 1293)

generally are passive income (sec. 904(dX2XAXii)).'*^

Exception for income described in another separate limitation cate-

gory

Income that would otherwise meet the definition of both passive

income and income in any of the other separate limitation catego-

ries is treated as income in the other separate limitation category

and not as passive income (sec. 904(dX2XAXiii)(I)). For example, in-

terest income that meets both the definition of passive income and
the definition of financial services income will be classified as fi-

nancial services income.

Export financing exception

An export financing exception is provided to the separate limita-

tion for passive income (sec. 904(dX2XAXiii)(n)). In general, interest

derived from financing the sale (or other disposition) for use or con-

sumption outside the United States of any property which is manu-
factured, produced, grown, or extracted in the United States by the

interest recipient or a related person, and not more than 50 per-

cent of the fair market value of which is attributable to products

imported into the United States, is excluded from the separate lim-

itation for passive income (and is treated as general limitation

income) (sec. 904(dX2XG)).'*^ Export financing exceptions are also

provided with respect to the separate limitations for financial serv-

ices income and high withholdmg tax interest and the termination

of tax deferral for banking income of controlled foreign corpora-

tions. Thus, an enterprise that finances its own expjorts will be able

to soak up U.S. tax liability on the interest from the financing

*' The look-through rules (discussed below) apply to section 1293 inclusions from controlled

foreign corporations. Also, if a domestic corporation has an inclusion under section 1293 from a

foreign corporation other thfm a controlled foreign corporation with respect to which it may
claim an indirect credit under C!ode section 960, then the inclusion is classified as a dividend

from a noncontrolled section 902 corporation.
*^ For this purpose, the fair market value of any property imported into the United States is

its appraised value, as determined by the Secretary of the Treasury under section 402 of the

Tariff Act of 1930 (19 U.S.C. 1401a) in connection with its importation.
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income with excess foreign tax credits from foreign manufacturing
activities.

As discussed below, the foreign tax credit limitation character of
interest received from a controlled foreign corporation by a U.S.
shareholder of the corporation is determined under look-through
rules that take into account the foreign tax credit limitation char-
acter of the controlled foreign corporation's income. Whether inter-

est received from a controlled foreign corporation by a U.S. share-
holder of the corporation is general limitation income rather than
separate limitation income depends upon the application of the
look-through rules to that interest, not upon the direct application
of the export financing exception to that interest.

For purposes of the export financing exception, interest income
that satisfies both the definition of export financing interest and
related person factoring income is treated as related person factor-

ing income (and thus passive income for section 904 purposes), not
as export financing interest (sec. 864(dX5XAXi)). The availability of
the export financing exception for interest received directly by U.S.
persons (rather than by controlled foreign corporations) is not re-

stricted by the related party factoring rule (sec. 904(dX2)(AXiv)).
Thus, for ex£imple, interest received by a U.S. finance company on
loans made to foreign purchasers of inventory manufactured in the
United States by and purchased from the finance company's manu-
facturing affiliate generally will qualify for the export financing
exception.

Foreign oil and gas extraction income exception

The separate limitation for passive income does not apply to for-

eign oil and gas extraction income (FOGEI) (sec.

904(dX2)(AXiiiXIV)). Under regulations, the definition of FOGEI cur-

rently includes interest on bank deposits or on any other tempo-
rary investment which is not in excess of funds reasonably neces-
sary to meet the working capital requirements and the specifically

anticipated business needs of a taxpayer engaged in extraction ac-

tivities (Treas. Reg. sec. 1.907(c)-lT(fX3)).

The high-tax kick-out

Passive income earned abroad sometimes bears relatively high,
rather than low, effective rates of foreign tax. For example, portfo-

lio dividends (which generally are included in foreign personal
holding company income) are sometimes subject to high gross-basis
withholding taxes. To ensure that the separate limitation for pas-
sive income segregates low-taxed income from high-taxed income as
intended and that substantial averaging within the passive basket
is avoided, a mechanical rule excludes high-taxed income from the
passive basket (the "high-tax kick-out") (sec. 904(dX2XAXiiiXIII)).**

** Among other things, Congress enacted the high tax kick-out with a view to precluding plan-
ning opportunities by which excess general basket taxes might effectively have been shifted into
the passive basket. See Joint Committee on Taxation, General Explanation of the Tax Reform
Act of 1986, at 879-80. Assume, for example, that a U.S. company operates a foreign subsidiary
in a high tax. country. The subsidiarj* has $10,000 of assets and earns $1,000 of mainufacturing
income. Five hundred dollars of foreign tax is imposed on that income. The subsidiary repatri-

ates all the income currently, free of emy additional foreign withholding tax. The repatriated
income is subject to the overall limitation. The U.S. company edso receives $-300 of passive

Continued
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For this purpose, high-taxed income is any income which would
otherwise be passive income if the effective rate of foreign tax on
the income exceeds the highest rate of U.S. corporate or individual
tax (whichever applies) (sec. 904(dX2XF)). The effective rate of for-

eign tax is computed by dividing the amount of the foreign income
taxes paid or accrued (or deemed paid) by the taxpayer with re-

spect to the income by the amount of the income (grossed-up for

any deemed-paid foreign taxes pursuant to section 78). Income, for

this purpose, is reduced by allocable expenses. The high-tax kick-
out is applied on an annual basis.

The high-tax kick-out is similar in certain respects to the subpart
F high-tax exception (discussed above), which generally excludes
from foreign base company income and insurance income that
income subject to an effective rate of foreign income tax greater
than 90 percent of the maximum U.S. corporate tax rate. However,
the separate limitation high-tax kick-out, unlike the subpart F pro-
vision, is self-executing.*^

The regulations provide special grouping rules for purposes of
computing the high-tax kick-out on various types of passive income
(Treas. R^g. sec. 1.904-4(c)(2)-(5)). Under these rules, amounts re-

ceived or accrued by U.S. persons generally are grouped together
and treated as one item of income as follows: (1) All passive income
that is subject to a withholding tax of 15 percent or greater, (2) all

passive income that is subject to a withholding tax of less than 15
percent (but greater than zero), and (3) all passive income that is

subject to no withholding tax. In the case of income received by a
U.S. shareholder from each controlled foreign corporation as sub-
part F inclusions and income of eax:h foreign branch of a U.S.
person (collectively referred to as QBUs for this purpose), amounts

income from investments in a tax haven coimtry. The $300 bears no foreign tax and is subject to
the separate limitation for passive income.
The company's U.S. tax liability on its foreign income is $102 (34 percent of $300): the tax is

attributable entirely to the company's separate limitation passive income; the deemed-paid for-

eign tax credit for the $500 of tax imposed on the company's $1,000 of repatriated manufactur-
ing income eliminates any U.S. tax liability with respect to that income. Because the $500
deemed-paid credit exceeds the $340 of U.S. tax on the manufacturing income, the company has
excess foreign tax credits in the overall limitation basket.
Absent the high-tax kick-out, however, it was feared that the compemy might take the position

that it can use some of its excess credits to reduce its U.S. tax liability on its passive income by
entering into the following pair of transactions: the company's high tax country subsidiary bor-

rows $8,000 at 10-percent interest eind purchases an $8,000 certificate of deposit paying 10-per-

cent interest. These transactions "wash ': the company continues to earn $1,000 of manufactur-
ing income in its high tax country subsidiary and $300 of passive investment income in the tax
haven. The foreign tax on the company's $1,000 of high tax country income remains $500. How-
ever, absent anti-abuse rules, the compemy might argue, based on calculations described below,
that allocation of its subsidiary's $800 of interest expense results in the company's having $556
of high-tax country active income, bearing $278 of foreign tax, and $444 of high tax country
passive income, bearing $222 of foreign tax. lliis result could obtain were the asset method used
to allocate the subsidiary's interest expense between its $1,000 of metnufacturing income and
$800 of passive interest. Under the asset method, $444 of its interest expense ($10,000/$18,000 x
$800) would be allocated to its $1,000 of manufacturing income resulting in net manufacturing
income of $556, while $356 ($8,000/$18,000 x $800) would be allocated to the subsidiary's $800 of
interest income resulting in net passive income at the subsidiary level of $444. If $444 of the
subsidiary's $1,000 of earnings were in fact treated as high-tax country passive income bearing
$222 of the foreign tax, then the company's U.S. tax liability would be reduced to $30.96: pre-

credit tax of $252.96 on the company's $744 ($300 + $444) of passive income, less a $222 deemed-
paid credit for the foreign tax allocated to the passive interest. (The $556 still characterized as
active income would continue to be free of U.S. tax because of the deemed-paid credit assigned
to it.)

** The subpart F high-tax exception, by contrast, applies only if a taxpayer establishes to the
Secretary's satisfaction that its requirements are satisfied, and a taxpayer may elect not to so
establish.
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generally are grouped together and treated as one item of income
as follows: (1) Passive income from sources within the QBU's coun-
try of operation, and (2) passive income from sources without the
QBU's country of operation (subject to the grouping rules on the
basis of the rate of withholding tax imposed as set forth in the pre-

ceding sentence)."*^

The regulations provide special rules for grouping certain types
of income. For example, all items of rent and royalty income to

which an item of rent or royalty expense is directly allocable is

treated as a single item of income and not grouped with other
amounts. As another example, a partner's distributive share of

partnership income that is not subject to look-through rules and
that is treated as passive income is grouped together as one item. A
distributive share of partnership income that is treated as passive
under look-through rules is grouped according to the rules for

grouping subpart F income inclusions discussed above (Treas. Reg.
sec. 1.904-4(c)(5)).

Separate limitation for high withholding tax interest

A separate foreign tax credit limitation applies to high withhold-
ing tax interest. High withholding tax interest generally is any in-

terest subject to a foreign withholding tax (or other tax determined
on a gross basis) of 5 percent or more (sec. 904(dX2XB)).'*'^

The separate limitation for high withholding tax interest gener-
ally does not apply to export financing interest. Interest excluded
from the separate limitation for high withholding tax interest

under the export finsmcing exception is treated as general limita-

tion income unless the interest is received by an entity predomi-
nantly engaged in the active conduct of a banking, insurance, fi-

nancing, or similar business. In the latter case, such interest is

treated as financial services income (sec. 904(dX2XCXiXIII))-
As discussed below under the look-through rules, the separate

limitation for high withholding tax interest applies if a controlled
foreign corporation makes a high withholding tax loan; the sepa-
rate limitation's applicability is not limited to high withholding tax
loans by U.S. persons. Without such look-through treatment, U.S.
persons might avoid the separate limitation by originating high
withholding tax loans in, or moving such loans to, controlled for-

eign corporations.
A similar potential for avoidance might exist with respect to non-

controlled section 902 corporations. High withholding taxes im-
posed on interest income earned by a noncontrolled section 902 cor-

poration are eligible for the deemed-paid credit. Under a special

rule, taxes on high withholding tax interest, to the extent imposed
at a rate exceeding 5 percent, are not treated as foreign taxes for

purposes of determining the amount of foreign taxes deemed paid
by a taxpayer with respect to dividends received from a noncon-
trolled section 902 corporation (sec. 904(dX2XEXii)).

*^ For this purpose, source of income is determined under the laws of the foreign country of
the payor of the income (Treas. Reg. sec. 1.904-4(cX4Xiii)).

*'' Under regulations, a withholding tax is not considered to be determined on a gross bftsis if

the tax is not the fined tax payable on the interest income, but is merely a prepayment or credit

agtdnst a final tax liability determined on a net basis on the interest alone or on interest and
other income (Treas. Reg. sec. 1.904-4(d)).
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Separate limitation for financial services income

General definition offinancial services income

The separate foreign tax credit limitation for financial services

income applies only to income received or accrued by any person
that is predominantly engaged in the active conduct of a banking,
insurance, financing, or similar business. In such a case, financial

services income includes income that (1) would also meet the defini-

tion of passive income (described above), (2) is export financing in-

terest that is subject to a foreign withholding tax (or other gross-

basis tax) of at least 5 percent, (3) is derived in the active conduct
of a banking, financing, or similar business, (4) is derived from the
investment by an insurance company of its unearned premiums or
reserves ordinary and necessary for the proper conduct of its insur-

ance business, or (5) is or would be "insurance income" under sub-
part F but for the subpart F exception to "insurance income" for

income from same-country insurance (sec, 904(dX2XC)).
The limitation for financial services income is so named to em-

phasize the broad range of income tjrpes to which the separate limi-

tation applies. The regulations refer to an entity that is predomi-
nantly engaged in the active conduct of a banlung, insurance, fi-

nancing, or similar business as a "financial services entity" (Treas.

Reg. sec. 1.904-4(eX3)). Grenerally, an entity qualifies as a financial

services entity for a taxable year if at least 80 percent of its gross
income is active financing income. The regulations enumerate an
expansive list of items which qualify as active fineincing income.*®
In practice, the separate limitation category of financial services

income can thus serve the same function for a financial services

entity that the general limitation income category serves for a non-
financial services entity.

** The list includes (1) income from providing services as an insurance underwriter, broker, or
agent, (2) income from loss adjuster and surveyor services, (3) income from investing funds in

circumstances in which the taxpayer holds itself out as providing a financial service by the ac-

ceptance or the investment of such funds, including income from investing deposits of money
£md income earned investing funds received for the purchase of traveller's checks or face

amount certificates, (4) income from making personal, mortgage, industrial, or other loans, (5)

income from purchasing, selling, discounting, or n^otiating on a r^ular basis, notes, drafts,

checks, bills of exchange, acceptances, or other evidences of indebtedness, (6) income from issu-

ing letters of credit and negotiating drafts drawn thereunder, (7) income from providing trust

services, (8) income from firranging or engaging in foreign exchange transactions, (9) income
from purchasing stock, debt obligations, or other securities from im issuer or holder with a view
to the public distribution thereof or offering or selling stock, debt obligations, or other securities

for £m issuer or holder in connection with the public distribution thereof, or participating in any
such undertaking, (10) income earned by broker-dealers in the ordinary course of business (such

as commissions) from the purchase or sale of stock, debt obligations, commodities futures, or
other securities or flnancisd instruments and dividend tmd interest income earned by brokers-
dealers on stock, debt obligations, or other financial instruments that are held for sale, (11) serv-

ice fee income from investment and correspondent banking, (12) income frx>m interest rate and
currency swaps, (13) income from providing fiduciary services, (14) income from services with
respect to the management of funds, (15) bank-to-bank ptirticipation income, (16) income from
providing charge and credit card services of for factoring receivables obtained in the course of
providing such services, (17) income from financing purchases from third parties, (18) income
from gains on the disposition of tangible or intangible personal property or real property that
was u^ed in an active financing business, but only to the extent that the property was held to

generate or generated active financing income prior to its disposition, (19) income from hedging
gain with respect to other active financing income, (20) income from providing traveller's check
services, (21) income from servicing mortgages, (22) income from finance leasing that would not
qualify as active leasing income under subpeirt F, (23) high withholding tax interest that would
otherwise be described as active financing income, and (24) income from providing investment
advisory services, custodial services, agency paying services, collection agency services, and stock

transfer agency services (Treas. Reg. sec. 1.9044(eX2)).
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In no event is income attributable to nonfinancial activity treat-

ed as financial services income. Thus, for example, income from
data processing services or nonfinanciad services or the sale of

goods is not financial services income, even if the recipient satisfies

the predominantly engaged test.

Export financing exception

An export financing exception is provided to the separate limita-

tion for financial services income (sec. 904(dX2)(CXiiiXin))- This ex-

ception is similar to the export financing exception to the separate

limitation for passive income (described above), except that this ex-

ception applies only if the export finamcing interest is not subject

to a foreign withholding tax of 5 percent or greater.

Other priority rules

High withholding tax interest subject to its own separate limita-

tion (see above) is not subject to the separate limitation for finan-

cial services income (sec. 904(dX2XCXiiiXI)). Also, a dividend that

would be both financial services income and a dividend from a non-
controlled section 902 corporation is treated as the latter (sec.

904(dX2)(CXiii)(II)).

Separate limitation for shipping income

The separate limitation for shipping income applies to income re-

ceived or accrued by any person which is of a kind which would be
subpart F foreign base company shipping income (discussed in

II.B.2. above) (sec. 904(dX2XD)).*9 Shipping income does not include

any dividend from a noncontroUed section 902 corporation or any
income that would also qualify as financial services income.

Separate limitation for dividends from noncontroUed section

902 corporations

In general, when a foreign corporation that is not a controlled

foreign corporation pays dividends that are eligible for the deemed-
paid foreign tax credit (discussed above), a separate foreign tax

credit limitation applies to the dividends received (sec.

904(dX2)(EXi)).^° Under this separate limitation for dividends from
"noncontroUed section 902 corporations," foreign taxes associated

with dividend income may offset U.S. tax only on dividend income
from that corporation. The taxes affected by this separate limita-

tion are foreign withholding taxes imposed on these dividends and
foreign taxes deemed paid with respect to these dividends.

Except as may be provided by regulations, the separate limita-

tion for each noncontroUed section 902 corporation also applies to

dividends eligible for the deemed-paid credit that are paid by a con-

trolled foreign corporation out of earnings and profits generated
either while the payor was not a controlled foreign corporation or

whUe the payor was a controlled foreign corporation but the recipi-

** This separate limitation applies to income received directly by U.S. persons as well as to

income received by controlled foreign corporations.
"^ The limitation also applies to inclusions from a passive foreign investment company under

section 1293 if that company is a noncontroUed section 902 corporation with respect to the recip-

ient (sec. 904(dX2XEXiii)).
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ent was not a U.S. shareholder of that corporation (sec.

904(dX2XEXi)).
The separate limitation for dividends from noncontrolled section

902 corporations takes priority over the other separate limitations.

If, for example, a 30-percent U.S.-owned foreign banking company
pays a dividend to its sole U.S. owner, also a banking company,
then the dividend is subject to the separate limitation for dividends
from noncontrolled section 902 corporations, not to the separate
limitation for financial services income.
An example illustrates the operation of the separate limitation

for dividends from noncontrolled section 902 corporations. A U.S.
corporation owns 40 percent of a foreign corporation that is neither
a passive foreign investment company nor a controlled foreign cor-

poration. The foreign corporation pays a dividend of $80 to the U.S.
corporation. A $16 withholding tax is imposed on that dividend, so
the U.S. corporation receives a net payment of $64. A $40 deemed-
paid credit is associated with the dividend. The U.S. corporation in-

cludes $120 in income ($80 grossed up by the $40 deemed-paid for-

eign tax). That $120 carries with it foreign t£ix credits of $56. Those
foreign tax credits exceed the $40.80 of pre-credit U.S. tax on the
$120. The limitation provides that the $15.20 of excess credits

cannot offset U.S. tax on income other than prior or later dividends
from this foreign corporation.

If a noncontrolled section 902 corporation earns income that
would qualify as high withholding tax interest (discussed above),

taxes on that interest (to the extent imposed at a rate in excess of 5
percent) are not treated as foreign ttixes for purposes of determin-
ing the amount of foreign taxes deemed paid by a U.S. corporate
shareholder (sec. 904(dX2XEXii)).
The separate limitation for dividends from noncontrolled section

902 corporations does not limit the application of the special for-

eign tax credit rules for foreign oil and gas income (sec. 907). For
example, the look-through rules for inclusions with respect to for-

eign corporations with foreign oil and gas income (sec. 907(cX3)) dis-

cussed below have full effect, and operate in addition to the sepa-
rate limitation for dividends paid by noncontrolled section 902 cor-

porations.

Other separate limitation categories

In addition to the separate limitation categories discussed above,
taxpayers are required to compute the foreign tax credit limitation

separately for each of the following types of income: dividends from
a DISC or former DISC to the extent such dividends are treated as
foreign source income; ** ^ the taxable income attributable to foreign

trade income of a FSC; and distributions from a FSC or former FSC
out of earnings and profits attributable to foreign trade income or

interest or carrjdng charges derived from a transaction that gives

rise to foreign trade income (sec. 904(dXlX(F) through (H)).^^

*' Dividends from a DISC or former DISC generally are treated as foreign source income to

the extent they are attributable to qualified export receipts of the DISC (sec. 861(aX2XD)).
** In general, foreign trade income of a FSC is gross income attributable to (1) the sale, ex-

change, or other disposition of ejcport property, (2) the lease or rental of export property for use
by the lessee outside the United States, (3) services which are related and subsidiary to any sale,

Continued
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Look-through rules

In general

Dividends, interest, rents, royalties, and subpart F income inclu-

sions received from controlled foreign corporations by their U.S.
shareholders generally are subject to the general limitation or to

the various separate limitations (as the case may be) in accordance
with look-through rules that take into account the extent to which
the income of the payor is itself subject to one or more of these lim-

itations (sec. 904(dX3XA)).'^^ A dividend received from a controlled
foreign corporation by a U.S. shareholder of that corporation, for

example, is not automatically treated as 100-percent passive
income even though it is income of a kind which would be subpart
F foreign personal holding company income if earned by another
foreign corporation.

Subpart F inclusions

Inclusions under section 951(aXlXA) with respect to income of a
controlled foreign corporation generally are treated as income sub-
ject to the general limitation or as income subject to each separate
limitation category to the extent the amount so included is attrib-

utable to income of the controlled foreign corporation subject to

each of these limitations (sec. 904(dX3XB)).'**
The general look-through rule for subpart F inclusions may be

illustrated as follows: Assume that a controlled foreign corporation
wholly owned by a U.S. corporation earns $200 of net income.
Ninety-five dollars of the income is foreign base company shipping
income and $5 is interest from unrelated parties that is foreign
p)ersonal holding company income for subpart F purposes. The re-

maining $100 is non-subpart F general limitation income. No for-

eign tax is imposed on the income. The shipping and foreign per-

sonal holding company income is subpart F income taxed currently
to the U.S. parent corporation. Since $95 of the $100 subpart F in-

clusion is attributable to income of the foreign corporation subject
to the separate limitation for shipping income, $95 of the subpart F
inclusion is treated as separate limitation shipping income of the
parent corporation. Since $5 of the subpart F inclusion is attributa-

ble to income of the foreign corporation subject to the separate lim-

itation for passive income, $5 of the subpart F inclusion is treated
as separate limitation passive income of the parent corporation.
Any future dividend from the controlled foreign corporation from
its $100 of other earnings will consist solely of general limitation
income.

exchange, dispoeition, lease, or rental of export property, (4) engineering or architectural serv-
ices for foreign construction projects, or (.">) in certain cases, the performance of managerial serv-
ices for an unrelated FSC or DISC in furtherance of the production of gross income listed in (1),

(2), or V,i) (sees. 923(b) and 924j.

'^^The look-through rules do not apply with respect to income that would fall in one of the
following separate; limitation categories: Dividends from a DISfJ or former DISC, taxable income
attributable a F'SC's foreign trade income, and P^SC distributions (sec. 'J04(dX-lXFXi)).

"* Inclusions of this type generally consist of the sum of the taxpayer's pro rata share of sub-
part F income (e.g., subpart F insurance income and foreign base company income) and amounts
of previously excluded subpart F income withdrawn from investments in less developed coun-
tries or in shipping operations (sec. 9fJl(aXlXA)). Any amounts included in gross income under
section 78 to the extent attributable to these types of subpart F inclusions are treated as subpart
F inclusions for this purpose, not as dividends (sec. 904(dX3XG)).
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Subpart F inclusions triggered by an increase in earnings of a
controlled foreign corporation that are invested in U.S. property
("section 956 inclusions") are subject to the look-through nde appli-

cable to dividends discussed below (sec. 904(dX3XG)). Section 956 in-

clusions are subject to the look-through nile for dividends rather
than for subpart F inclusions generally because section 956 inclu-

sions, like dividends, are drawn pro rata from earnings and profits;

they differ from foreign base company income inclusions in that
they are not specificsdly identified with particular earnings of a
controlled foreign corporation.

Interest, rents, and royalty payments in general

Interest, rents, and royalties received or accrued from a con-
trolled foreign corporation in which the payee is a U.S. shareholder
generally are treated as income subject to the general limitation or
as income subject to each separate limitation category to the extent
properly allocable to income of the controlled foreign corporation
subject to each of these limitations (sec. 904(dX3XC)). Under this

rule, for example, royalties paid to a parent corporation by a for-

eign subsidiary that itself earns only general limitation income are
treated as general limitation income. Similarly, interest paid to a
parent financisd institution by a subsidiary that itself earns only
high withholding tax interest is treated as high withholding tax in-

terest.

Direct allocation of interest payments

Interest pa5anents or accruals by a controlled foreign corporation
to a U.S. shareholder with respect to the corporation (or to another
controlled foreign corporation related to such a U.S. shareholder)
are allocated first to gross subpart F foreign personal holding com-
pany income of the corporation that is ^jassive, to the extent of
such income (Treas. Reg. sec. 1.904-5(cX2XiiXC)).^® Interest paid by
a controlled foreign corp>oration to a U.S. shareholder is treated as
first attributable to passive income under the theory that it gener-
ally would be as easy for the ultimate passive income recipient to

have received the passive income directly as to have channeled it

through a related corporation. In addition, this treatment of pas-

sive income prevents avoidance of tax through the use of back to

back loans.

Dividends

A portion of any dividend received from a controlled foreign cor-

poration in which the recipient is a U.S. shareholder is treated as
general limitation income or as income of each separate limitation

category on the basis of a separate limitation income ratio (sec.

904(dX3)(D)). For each of these foreign tax credit limitation catego-

ries, the separate limitation income ratio of a dividend equals the
separate limitation earnings and profits out of which the dividend
was paid divided by the total earnings and profits out of which the
dividend was paid. Dividends are considered to be paid first fi*om

** The general subpart F related person definition (discussed in n.B.2. above) applies to deter-

mine whether a controlled foreign corporation is related to a U.S. shareholder for purposes of

the direct allocation provision.
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the post-1986 multi-year pool of the distributing corporation's accu-
mulated profits (in the case of actual distributions) rather than, as
under pre-1986 Act law, from the most recently accumulated prof-

its of the distributing corporation.

De minimis exception and 70-percent full inclusion rule

If a controlled foreign corporation has no foreign base company
income or subpart F insurance income in a taxable year because
the corporation satisfies the subpart F de minimis rule (discussed

in II.B.2. above) for that year, then the look-through rules general-
ly treat interest, rents, or royalties paid by the corporation during
that year and dividends, to the extent treated £is paid from that
year's earnings and profits, as general limitation income (sec.

904(dX3)(E)). 'This rule, however, does not apply to income that is

financial services income.
The 70-percent full inclusion rule for foreign base company and

insurance income (discussed in II. B. 2. above) does not result in

general limitation income of a controlled foreign corporation being
treated as separate limitation income (Treas. Reg. sec. 1.904-5(e)(l)).

Thus, for example, U.S. shareholders of a controlled foreign corpo-
ration who are taxed currently on all of the corporation's income
because the corporation's foreign personal holding company income
exceeds 70 percent of its income are required to treat as separate
limitation passive income only that portion of the income that is

foreign personal holding company income without regard to the 70-

percent full inclusion rule.

Exception for income of controlled foreign corporations subject to

high foreign tax

For purposes of appljdng the dividend look-through rule, income
of a controlled foreign corporation that would otherwise be passive
income is treated as general limitation income if it is established
by the taxpayer that the income was subject to an effective foreign
tax rate of greater than 90 percent of the maximum U.S. tax rate

and the income is excluded from subpart F as a result of the sub-
part F high-tax exception (sec. 904(d)(3XE)). This provision helps
harmonize the operation of the subpart F and separate limitation
look-through rules.

The subpart F high-tax exception is not coordinated with the ap-
plication of the separate limitations other than the separate limita-

tion for passive income. Thus, for example, high withholding tax
interest that is excluded from subpart F foreign personal holding
company income as high-taxed income does not cease to be treated
as high withholding tax interest.

Special rules relating to look-through

Look-through rules similar to the rules applicable to subpart F
inclusions apply to inclusions from passive foreign investment com-
panies under section 1293 (sec. 904(dX3)(I)). That is, any amount in-

cluded under section 1293 is treated as income in a separate catego-
ry to the extent such amount is attributable to income in such cat-

egory.

For purposes of applying the look-through rules, a U.S. corpora-
tion's income "gross-up" for deemed-paid foreign taxes (sec. 78) is
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treated as increasing the corporation's subpart F inclusion to the
extent that the gross-up is attributable to such a subpart F inclu-

sion. To the extent that the gross-up is attributable to a dividend or
a section 956 inclusion, the gross-up is treated as a dividend for

look-through purposes (sec. 904(dX3XG)). Under this approach, for

example, a single $100 inclusion consisting of $80 of subpart F for-

eign personal holding company income and a $20 gross-up for the
foreign taxes deemed paid on the $80 is subject to one look-through
rule (that for subpart F inclusions under Code section 951(aXlXA))
rather than two (the subpart F and dividend look-through rules).

4. Losses, carrybacks, and carryovers

Separate limitation losses

For foreign tax credit limitation purposes, losses for any taxable
year in separate foreign tax credit limitation categories and in the
general limitation category offset U.S. source income only to the
extent that the aggregate amount of such losses exceeds the aggre-
gate amount of foreign income earned in other categories (i.e., only
to the extent that there is an overall foreign loss) (sec. 904(fK5XA)).
Separate limitation losses (to the extent that they do not exceed
total foreign income for the year) are allocated on a proportionate
basis among (and operate to reduce) the separate limitation catego-

ries in which the entity earns income in the loss year (sec.

904(f)(5XB)). Losses in all separate limitation categories are subject

to this rule.

A separate limitation loss recharacterization rule applies to for-

eign losses allocated to foreign income pursuant to the above rule

(sec. 904(fX5XC)). The recharacterization rule is similar to the over-

all foreign oil and gas extraction loss recapture rule discussed
below. If a separate limitation loss or a general limitation loss was
allocated to income subject to another separate limitation (or, in

the case of a separate limitation loss, to genersd limitation income)
and the loss basket has income for a subsequent taxable year, then
that income (to the extent that it does not exceed the aggregate
separate limitation losses in the loss basket not previously rechar-

acterized under this provision) must be recharacterized as income
of the same t3T)e that was previously offset by the loss in propor-

tion to the prior loss allocation not previously taken into account
under this provision.

To the extent that the prior loss allocation, by reducing (for limi-

tation purposes) foreign income that was subject to high foreign

taxes, gave rise to additional excess foreign tax credits, the subse-

quent treatment of additional income as if it were such high tax
foreign income may increase the foreign tax credit limitation in

the year or years when the recharacterization occurs. To the extent
that the loss allocation, by reducing (for limitation purposes)
income that bore little or no foreign tax, reduced post-foreign tax
credit U.S. tax liability in the loss year, the subsequent treatment
of additional income as income of the type that bore little foreign

tax may result in a recovery of some or all of the previously fore-

gone U.S. tax revenue in the year or years when the recharacteri-

zation occurs.
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The following is an example of how the foreign loss allocation

and separate limitation loss recharacterization provisions operate:

Assume a U.S. corporation earns $200 of U.S. source income, $20 of

foreign source income subject to the separate limitation for passive

income, and $5 of foreign source income subject to the separate
limitation for certain distributions from a FSC in a taxable year.

The corporation also incurs a $10 foreign source general limitation

loss in that taxable year. Under the separate limitation loss alloca-

tion rule, the $10 general limitation loss is sdlocated on a propor-

tionate basis among the foreign source income baskets in which the
corporation earns income in the loss year. Thus, $8 of that loss is

allocated to its $20 of passive income and the remaining $2 of the
loss is allocated to its $5 of income from FSC distributions. None of

the loss is allocated to its $200 of U.S. source income. Thus, for for-

eign tax credit limitation purposes, the corporation has $12 of pas-

sive basket income, $3 of income in the FSC distribution basket,

and $200 of U.S. source income for the taxable year.

In the following taxable year, the corporation earns $25 of for-

eign source passive basket income, $5 of foreign source income in

the FSC distribution basket, and $50 of foreign source general limi-

tation income. Because the corporation had a $10 foreign source
general limitation loss in the previous year that was allocated to

separate limitation income in that year, $10 of its current-year $50
of general limitation income is recharacterized under the separate
limitation loss recharacterization rule as income of the type previ-

ously offset by that loss. That recharacterization is in proportion to

the prior loss allocation. Thus, $8 of the general limitation income
is recharacterized as passive basket income and $2 of the general
limitation income is recharacterized as income in the FSC distribu-

tion basket. As a result, the corporation has $33 of passive basket
income, $7 of income in the FSC distribution basket, and $40 of

general limitation income in the second taxable year.

Where a loss is incurred in more than one separate limitation

category in a particular year, each such loss is allocated propor-
tionately to foreign income, and then, if necessary, to U.S. source
income.
Foreign taxes on income recharacterized under the separate limi-

tation loss recharacterization rule are not themselves to be rechar-

acterized (sec. 904(fK5XC)). For example, foreign taxes on foreign

source general limitation income that is recharacterized as sepa-

rate limitation income in a year following a general limitation loss

year may be credited only against U.S. tax on other general limita-

tion income.

Overall foreign losses

If a taxpayer's losses from foreign sources exceed its foreign

source income, the excess ("overall foreign loss") may reduce the
taxpayer's U.S. source taxable income and, hence, its U.S. tax.^® To

'* For purposes of computing a taxpayer's overall foreign loss, net operating loss deductions,
foreign expropriation loss deductions, and losses arising from fire, storm, shipwreck, or other
casualty, or from theft £ire not tfiken into consideration to the extent such losses are not com-
pensated for by insurance or otherwise (sec. 904(fX2)).
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eliminate a double benefit (that is, the reduction of U.S. tax just

noted £ind, later, full allowance of a foreign tax credit with respect
to foreign source income), an overall foreign loss recapture rule
was enacted in 1976. Under this rule, a portion of foreign taxable
income earned after an overall foreign loss year is treated as U.S.
source taxable income for foreign tax credit purposes (and for pur-
poses of the possessions tax credit) (sec. 904(fKl)). Foreign source
taxable income up to the amount of the overall foreign loss may be
so treated. However, unless the taxpayer elects a higher percent-

age, no more than 50 percent of the foreign source taxable income
earned in any particular year is resourced as U.S. source taxable
income. ^'^ The effect of the recapture is to reduce the foreign tax
credit limitation in one or more years following an overall foreign

loss year and, therefore, the amount of U.S. tax that can be offset

by foreign tax credits in the later year or years.

In cases where a taxpayer realizes an overall foreign loss, both
the overall foreign loss recapture rule and the separate limitation

loss recharacterization rule apply. For example, if a U.S. corpora-
tion has a foreign source loss in the general limitation basket of

$100, $75 of separate limitation foreign source income, and $100 of

U.S. source income, the $100 loss first offsets the $75 of separate
limitation foreign source income and then offsets $25 of U.S. source
income. If, in a subsequent year, the corporation has $100 of for-

eign source general limitation income, the prior year's $100 loss

first is used to recharacterize $25 of that income as U.S. source
income under the overall foreign loss recapture rule, and then is

used to recharacterize the remaining $75 of that income as sepa-

rate limitation income under the separate limitation loss recharac-

terization rule.

U.S. losses

An overall U.S. loss reduces a taxpayer's foreign source income,
just as an overall foreign loss reduces a taxpayer's U.S. source
income. The U.S. loss reduces the taxpayer's U.S. tax liability and
thus the foreign tax credit limitation is correspondingly reduced.

If a taxpayer earns foreign source income in more than one for-

eign tax credit limitation category—for example, income subject to

the general limitation and income subject to the passive limita-

tion—any U.S. loss of the taxpayer incurred in the same year must
be allocated between or among the diffierent income baskets for for-

eign tax credit limitation purposes on a proportionate basis (sec.

904(f)(5)(D)). This rule applies after any separate limitation foreign

losses have been allocated among the foreign tax credit limitation

categories in which the taxpayer earns income. There is, however,
no resourcing of U.S. income as foreign in any later year.

*^ If a taxpayer with an overall foreign loss disposes of property that was used predominantly
without the United States in a trade or business, the taxpayer generally is deemed to have re-

ceived and recognized foreign source taxable income as a result of the disposition in an amount
at least equal to the lesser of the gain actually realized on the disposition or the remaining
amount of the unrecaptured overall foreign loss (sec. 904(fX3)). Furthermore, the annual 50-per-

cent limit on the resourcing of foreign source income does not apply to that amount of foreign

source income realized by reason of the disposition.
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Carrybacks and carryovers of unused foreign tax credits

The amount of creditable taxes paid or accrued (or deemed paid)

in any taxable year which exceeds the foreign tax credit limitation

is permitted to be carried back to the two immediately preceding
taxable years and carried forward to the first five succeeding tax-

able years and credited (not deducted) to the extent that the tax-

payer otherwise has excess foreign tax credit limitation for those
years (sec. 904(c)). For purposes of determining excess foreign tax
credit amounts, the foreign tax credit separate limitation rules

apply. Thus, if a taxpayer has excess foreign tax credits in one sep-

arate limitation category for a taxable year, those excess credits

are carried back or forward only as taxes allocable to that category
notwithstanding the fact that the taxpayer may have excess for-

eign tax credit limitation in another category for that year.

5. Foreign oil and gas extraction and oil related income

In general

In addition to the general rules for determining the creditability

of a foreign tax discussed above, special rules apply to income from
oil and gas activities and to foreign income taxes paid or accrued
(or deemed paid) with respect to foreign oil and gas extraction
income and foreign oil related income. ®®

Certain payments for oil or gas

Notwithstanding the general rule that foreign income taxes are
creditable, the amount of any such taxes paid to any foreign coun-
try in connection with the purchase and sale of oil or gas extracted
in that country is not considered a creditable tax if the taxpayer
does not have an economic interest in the oil or gas to which the
rules of section 611(a) (allowance for depletion) apply, and either

the purchase or sale is at a price which differs from the fair

market vgdue for such oil or gas (sec. 901(f)).

Taxes on foreign oil and gas extraction income

Under the special limitation applicable to taxes on foreign oil

and gas extraction income, amounts claimed as taxes paid on for-

eign oil and gas extraction income of a U.S. company qualify as
creditable taxes (if they otherwise so qualify) only to the extent
they do not exceed 34 percent (the highest U.S. corporate tax rate)

of such extraction income (sec. 907(a)). Foreign taxes paid in excess
of that amount on such income are, in generad, neither creditable
nor deductible. However, such excess taxes may be carried back to

the two immediately preceding taxable years and carried forward
to the first five succeeding taxable years and credited (not deduct-
ed) as foreign oil and gas extraction taxes subject to the general

'* When U.S. oil companies began operations in a number of major oU exporting countries,

they psiid only a royeilty for the oU extracted since there generally was no applicable income tax
in those countries. However, in part because of the benefits to the oil companies of imposing an
income tax, as opposed to a royalty, those countries adoptsd taxes applicable to extraction
income and labeled them income taxes. Moreover, because of this relative advantage to the oil

compsmies of pa)ring income taxes rather than royalties, many oU-producing nations in the post-

World War II era tended to increase their revenues from oil extraction by increasing their taxes
on U.S. oil companies. See Joint Committee on Taxation, General Explanation of the Tax Equity
and Fiscal Responsibility Act of 1982, at 71 n.4.
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limitation on such taxes imposed under section 907(a) for those
years (sec. 907(f)).

For this purpose, foreign oil and gas extraction income generally
is foreign source taxable income derived from the extraction by the
taxpayer or any other person of minerals from oU or gas wells or
from the sale or exchange of assets used by the taxpayer in such an
extraction operation (sec. 907(cXl)).

Taxes on foreign oil related income

The Treasury Secretary has regulatory authority to limit the
credit for foreign taxes on foreign oil related income by a compara-
bility rule (sec. 907(b)). Under this rule, a foreign tax on foreign oil

related income would be noncueditable to the extent that the Secre-
tary determines that the foreign law imposing the tax is struc-

tured, or in fact operates, so that the amount of tax imposed with
respect to foreign oil related income generally will be materially
greater, over a reasonable period of time, than the amount general-
ly imposed on income that is neither foreign oil related income nor
foreign oil and gas extraction income. The Secretary has not, how-
ever, exercised his authority under this rule to date.

The term "foreign oil related income" is defined as the foreign

source taxable income from (1) the processing of minerals extracted
by the taxpayer or any other person from oil or gas wells into their

primary products, (2) the transportation of such minerals or pri-

mary products, (3) the distribution or sale of such minerals or pri-

mary products, (4) the disposition of assets used by the taxpayer in

a trade or business described in (1), (2), or (3), or (5) the perform-
ance of any other related service (sec. 907(c)(2)).

Look-through rules

Dividends, interest, and subpart F income and passive foreign in-

vestment company income inclusions from a foreign corporation in

respect of which foreign taxes are deemed paid by the taxpayer
under the indirect credit rules, and the taxpayer's distributive

share of the income of any partnership, generally are treated as
foreign oil and gas extraction income or foreign oil related income
to the extent that such amounts are attributable to those respec-

tive categories of income (sec. 907(c)(3)).

Overall foreign oil and gas extraction losses

Foreign oil and gas extraction losses are treated separately from
other foreign losses. These losses first reduce other foreign oil and
gas extraction income. If a taxpayer's foreign oil and gas extraction
losses exceed its foreign oil and gas extraction income, the excess
("overall foreign oil and gas extraction loss") first reduces the tax-

payer's other foreign source taxable income, then the taxpayer's
U.S. source taxable income.^® Overall foreign oil and gas extraction
losses are subject to a separate loss recapture rule (sec. 907(c)(4)(A))

that operates in substantially the same manner as the general

'* For purposes of computing a taxpayer's foreign oil and gas extraction loss, net operating
loss deductions, foreign expropriation loss deductions, and losses arising from fire, storm, ship-

wreck, or other ceisuEilty, or from theft are not taken into consideration to the extent such losses

are not compensated for by insurance or otherwise (sec. 907(cX4XB)).
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overall foreign loss recapture rule. Under the overall foreign oU
and gas extraction loss recapture rule, a portion of foreign oil and
gas extraction income earned after an overall oU and gas extrac-

tion loss year is treated as foreign source income other than for-

eign oil and gas extraction income for foreign tax credit purposes.

If an overall foreign loss includes an overall foreign oil and gas ex-

traction loss, both recapture rules will apply in a later year in

which the taxpayer earns foreign oil and gas extraction income.
The extraction income will first be recharacterized as U.S. source
income under the foreign loss recapture rule. Any extraction

income not so recharacterized will then be subject to the overall

foreign oil and gas extraction loss recapture rule.

6. Other special rules

Participation in international boycotts

If a taxpayer or a person related to the taxpayer participates in

or cooperates with an international boycott during a taxable year,

then the amount of the direct foreign tax credit allowable to the
taxpayer or the indirect foreign tax credit allowable to U.S. share-

holders of the taxpayer is reduced (sec. 908(a)).^°

The amount of the foreign tax credit reduction is equal to the
product of the amount of the otherwise allowable foreign tax credit

multiplied by the international boycott factor. ^^ In lieu of reducing
the amount of credit by the international boycott factor, the reduc-

tion is only in the amount of the taxes specifically attributable to

the boycott-related operations if the taxpayer can clearly demon-
strate the amount of taxes that are so sijecificedly attributable (sec.

999(cX2)).

Taxes which are treated as not creditable under the internation-

al boycott provision may be deducted by the taxpayer and are not
required to be grossed-up under section 78 (sec. 908(b)).

Deconsolidation to avoid foreign tax credit limitations

An affiliated group of corporations filing a consolidated return
(hereinafter referred to as a "consolidated group") must choose the
benefits of the foreign tax credit (as opposed to taking deductions
for foreign income taxes) on a group-wide basis (Treais. Reg. sec.

1.1502-4(a)). Each foreign tax credit limitation to which a consoli-

dated group is subject varies directly with the ratio of the foreign

source taxable income of the group subject to that limitation to the
entire taxable income of the group (Treas. Reg. sec. 1.1502-4(c) and
(d)). However, it is possible for a commonly controlled group of U.S.
corporations to be split into two or more "affiliated groups" as that
term is defined in section 1504.^^ Thus it may be somewhat within

"° See II.B.2., above, for discussion of boycotts.
"

' The international boycott factor is a fraction, determined under regulations, the numerator
of which reflects the worldwide operations of a person (including certain related persons) which
are operations in or related to a group of countries associated in carrying out an international
boycott in or with which that person (or related persons) has participated or cooperated in the
taxable year, and the denominator of which reflects the worldwide operations of that person
(and related persons) (sec. 999(cXl)).

°' See the detailed discussion of the definition of affiliated group for this purpose in II.D.2.,

below.
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a taxpayer's discretion to decide which of its controlled U.S. sub-
sidiaries are treated as part of its affiliated group for foreign tax
credit purposes under the consolidated return regulations.

The Treasury has authority to issue regulations that would re-

quire a taxpayer to resource the income of £uiy member of an ex-

panded affiliated group of corporations (as that term is modified for

these purposes), or to modify the consolidated return regulations, to

the extent such resourcing or modification is necessary to prevent
avoidance of the purposes of the foreign tax credit rules (sec.

904(i)). Grenerally, only the income of includible corporations (as

that term is defined by sec. 1504(b)) is subject to resourcing. For
this purpose, however, the determination of whether an includible

corporation is part of an affiliated group is made by treating stock
owned by attribution under tlie rules of section 1563 as owned di-

rectly, and by disregarding the exclusions from the definition of
"includible corporation" listed in section 1504(b).®^

For example, where an includible corporation indirectly controls

another includible corporation through an entity that is not an in-

cludible corporation, the Treasury is authorized to recharacterize
by regulation foreign source income of the includible corporations
as U.S. source income, so that the aggregate U.S. tax liability of

those corporations is no less than the tax that would be imposed if,

for foreign tax credit purposes, the includible corporations had
joined in filing a consolidated return. In addition, the Secretary is

authorized to prescribe regulations preventing the avoidance
(through disaffiliation) of other provisions relating to the proper
calculation of the foreign tax credit, such as the limitation imposed
under section 907 with respect to foreign oil and gas extraction
taxes.

7. Interaction with other Code provisions

Foreign Sales Corporations

Generally, a FSC is exempt from U.S. tax on a portion of its for-

eign trade income (referred to as "exempt foreign trade income").
Non-exempt foreign trade income (other than such income that is

not determined under the special FSC administrative pricing rules)

is treated as domestic source income. A FSC is not permitted to

claim a foreign tax credit for foreign taxes paid or accrued with re-

spect to foreign trade income (sec. 906(bX5)). Moreover, section

901(h) provides that no direct or indirect foreign tax credit is per-

mitted with respect to foreign income, war profits, and excess prof-

its taxes paid or accrued with respect to the foreign trade income
of a FSC other than non-exempt foreign trade income determined
without regard to the special FSC administrative pricing rules.

Possessions tax credit

Section 936 of the Code permits certain domestic corporations op-

erating in U.S. possessions to claim a tax sparing credit with re-

spect to U.S. taxes on specified possession-based (and other) income

^' Section 1504(b) excludes tax-exempt corporations, insurance companies, foreign corpora-

tions, qualified possessions corporations, regulated investment companies, real estate investment
trusts, and DISCs.



143

(See detailed discussion at ILG.2., below). Foreign taxes paid or ac-
crued with respect to taxable income that is taken into account in
computing the section 936 credit are neither creditable nor deducti-
ble (sec. 936(c)).

Generally, corporate shareholders of these so-called "possessions
corporations" may claim a dividends received deduction for divi-
dends received from a possessions corporation. No foreign tax
credit may be claimed for taxes paid to a foreign country or U.S.
possession on a distribution from a possessions corporation with re-
spect to which a dividends received deduction is allowed (or if the
distribution is in the form of a tax free liquidation) and which is
attributable to periods when a section 936 election was in effect
(sec. 901(g)). Thus, for example, if Puerto Rico imposes a withhold-
ing tax on a dividend from a 936 corporation operating in Puerto
Rico to its U.S. parent, that withholding tax is not a creditable tax.
The Code also specifies that the various foreign tax credit limita-

tions are to be computed without taking into account any portion
of the taxable income of a qualified possessions corporation that is
taken into account for purposes of computing the possessions tax
credit (sec. 904(bX4)).

8. Alternative minimum tax foreign tax credit

Under present law, taxpayers are subject to an alternative mini-mum tax which is payable, in addition to all other tax liabilities, to
the extent that it exceeds the taxpayer's regular income tax liabil-
ity (sec. 55(a)). In the case of a corporation, the tax is imposed at a
flat rate of 20 percent on alternative minimum taxable income in
excess of a phased out exemption amount. The tax rate is 24 per-
cent for taxpayers other than corporations.
As a general rule, foreign tax credits cannot be used to offset

more than 90 percent of the pre-foreign tax credit tentative mini-mum tax (determined without the net operating loss deduction, the
special energy deduction, and investment tax credits).^* For exam-
ple, assume that a corporation has $10 million of alternative mini-mum taxable income and is subject to the alternative minimum
tax. In the absence of foreign tax credits, the taxpayer's tax liabil-
ity would equal $2 million. Accordingly, the alternative minimum
tax foreign tax credit cannot be applied to reduce the taxpayer's
tax below $200,000.

^

D. Source Rules

Rules determining the source of income are important because
the United States acknowledges that foreign countries have the
first right to tax foreign income, but the United States generally
miposes its full tax on U.S. income. The mechanism by which this
second goal is carried out (in the case of a U.S. person, whose
worldwide income is potentially subject to U.S. taxation) is the for-
eign tax credit limitation; and the source rules primarily are im-
portant for U.S. persons insofar as these rules determine the

Certain domestic corporations operating solely in one foreign country with which the U Shas an mcome tax treaty in effect are not subject to the 90-percent limitation on the use of the
toreign tax credit if certam other specified criteria are satisfied (sec. 59{aX2XC))
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amounts of their foreign tax credit limitations.®^ That is, a premise
of the foreign tax credit is that it should not reduce a taxpayer's
U.S. tax on its U.S. source income, but only a taxpayer's U.S. tax
on its foreign source income. ®® For the foreign tax credit mecha-
nism to function, then, every item of income must have a source:

that is, it must arise either within the United States or outside the
United States.

In order to compute the foreign tax credit limitation, it is neces-
sary to compute a taxpayer's taxable income from foreign sources.

Taxable income from foreign sources is computed by (1) determin-
ing the items of gross income that are from foreign sources, £uid

then (2) subtracting from that amount of gross income that portion
of the taxpayer's deductions -that are allocable to foreign source
gross income. The following discussion addresses first the sourcing
of items of gross income, and then the allocation of items of ex-

pense.

1. Source of items of gross income

In general

Depending upon the type, gross income may be sourced under
the Code by reference, in whole or in part, to various factors: for

example, the location or nationality of the payor (as in the case of
interest income in general), the location or nationality of the recipi-

ent (as in the case of certain ocean and space activities income), the
location of the activities of the income recipient that generate the
income (as in the case of services or manufacturing income), or the
location of the assets (or the use of the assets) that generate the
income (as in the case of rents or royalties).

In the context of the foreign tax credit, it is the function of the
source rules to distinguish that portion of income over which the
United States has primary taxing jurisdiction from those over
which foreign teixing jurisdictions are to have primary taxing au-
thority.®"^ 'Thus, the choice of a sourcing rule may be affected by a
view as to whether a foreign jurisdiction is likely to tax the
income.®® Decisions about this likelihood may reflect views on the
principles (other than, say, custom) under which an assertion of tax
jurisdiction over the income of a U.S. person by a foreign govern-
ment is considered appropriate. Such principles could include views
on what are the fair limits of territorial jurisdiction to be imposed

** With respect to foreign persons, the source rules primarily are important in determining
the income over which the United States asserts tax jurisdiction (foreign persons sire subject to

U.S. tax on their U.S. source income and certain foreign source income that is effectively con-
nected with a U.S. trade or business).

*® The foreign tax credit for any yeeir may not exceed the following amount: (a) pre-credit U.S.
tax, multiplied by the quotient of (b) foreign source taxable income divided by (c) entire taxable
income (sec. 904(a)).

*' For sourcing and foreign tax purposes, the term "United States" includes only the states

and the District of Columbia (sec. 7701(aX9)). Thus, it excludes possessions of the United States.
'* For example, the legislative history of the 1986 Act contains the following statement:
(Dongress did not believe that the potentisd for double taxation existed where income had little

likelihood of attracting foreign tax. With the above in mind, (ingress modified prior law's

source of income rules to ensure that the United States will assert proper tax jurisdiction over
the activities of foreign persons and, with respect to U.S. persons, will treat as foreign source
income only that income which is generated within a foreign country and which is likely to be
subject to foreign tax.

Staff of the Joint Committee on Taxation, 100th Cong., 1st Sess., General Explanation of the

Tax Reform Act of 1986 at 918 (1987).



145

by foreign governments over U.S. residents, or what activities of

U.S. residents entitle them to foreign governmental protections,

and hence might in fairness obligate them to bear foreign tax bur-
dens imposed by those governments.

Interest

Interest generally is sourced domestically if it is from obligations

of the United States or the District of Columbia, or on interest-

bearing obligations of noncorp>orate U.S. residents or U.S. corpora-

tions. One exception covers amounts paid by U.S. persons that can
show that at least 80 percent of their gross income from all sources
for a 3-year testing period was active foreign business income.®® In
that case, interest paid by the U.S. person is treated as foreign

source if paid to an unrelated person, and as having a prorated
source, based on the source of the income of the payor, if paid to a
related person (sec. 861(cX2)). Other exceptions from U.S. sourcing
of interest paid by U.S. persons include interest on deposits with
foreign commercial banking branches of domestic corporations or
partnerships, and certain other amounts paid by foreign branches
of domestic financial institutions. All interest not treated as de-

rived from U.S. sources under the above rules is treated as foreign

source income.

Dividends

Dividends from U.S. corporations are sourced domestically unless

the payor has an election in effect to use the possessions tax credit

(sec. 936), or the payor is a domestic international sales corporation
(DISC) or former DISC and the dividends are attributable to quali-

fied export receipts. Dividends from foreign corporations are
sourced domestically to the extent treated (under certain dividends
received deduction rules) as paid from earnings and profits accu-
mulated by a domestic corporation subject to U.S. taxation. Divi-

dends from a foreign corjwration may also be sourced partly do-

mestically if 25 percent or more of the foreign corporation's gross
income during a 3-year testing period was effectively connected (or

in some cases, deemed effectively connected) with the conduct of a
trade or business within the United States, in which case the per-

centage of the dividend sourced as domestic generally is equal to

the ratio of the gross income effectively connected with the conduct
of a trade or business in the United States to the payor's entire

gross income for that period. All dividends not treated as derived
from U.S. sources under the above rules are treated as foreign
source income.

Anti-abuse rule concerning interest, dividends, and income in-

clusions from foreign corporations

Because the source of interest and dividend income paid by a for-

eign corporation generally is foreign, in the past it was thought
that opportunities might exist for U.S. persons to convert U.S.

®* For this purpose, active foreign business income includes foreign source income earned by
the taxpayer in the active conduct of a foreign business as well as dividends received by a corpo-
ration from a 50-percent-or-more owned subsidiary which sire attributable to the subsidiary's

active business conducted outside of the United States (sec. 861(cXlXB)).
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source income into foreign source income, and thus increase their
foreign tax credit limitation, by routing U.S. source income
through a foreign corporation. Therefore, in addition to the ordi-

nary rules for sourcing interest and dividends, since 1984 the Code
has contained a special rule for sourcing interest, dividends, and
income inclusions from U.S.-owned corporations under subpart F,

the foreign personal holding company rules, and, since 1986, the
passive foreign investment company (PFIC) rules that would other-
wise be treated as derived from foreign sources (sec. 9C4(g)).

In general, subpart F and foreign personal holding company in-

clusions, and inclusions from a PFIC that is treated as a qualified

electing fund, are U.S. source income to the extent attributable to

U.S. source income of a U.S.-owned foreign corporation with re-

spect to which the inclusions are required.
These rules apply for purposes of the foreign tax credit limita-

tion only. The rules maintaining the source of U.S. source income
apply only to subpart F and foreign personal holding company in-

clusions, inclusions from a PFIC that is treated as a qualified elect-

ing fund, interest, and dividends that would otherwise be treated as
derived from foreign sources. A foreign corporation is a "U.S.-
owned foreign corporation" for purposes of these rules if 50 percent
or more of either the total combined voting power of all classes of
its voting stock or the total value of its stock is held directly or in-

directly by U.S. persons.

Personal services

Compensation for labor or personal services performed in the
United States is sourced domestically except compensation for

labor performed by certain nonresident aliens that meets certain

de minimis criteria. Compensation for labor or personal services

performed without the United States is sourced foreign.

Insurance income

Underwriting income from issuing insurance or annuity con-

tracts (that is, premiums earned on insurance contracts less losses

incurred and expenses incurred) is sourced domestically if the con-

tract is in connection with property in, liability arising out of an
activity in, or lives or health of residents of the United States. Also
treated as U.S. source underwriting income are amounts in connec-
tion with other risks, if received as a result of an arrangement
whereby another corporation receives a substemtiedly equal amount
of premiums or other consideration in respect to issuing (or rein-

suring) an insurance or annuity contract in connection with prop-
erty in, liability arising out of activity in, or the lives or health of
residents of, the United States. All underwriting income not treat-

ed as derived from U.S. sources under the above rules is treated as
foreign source income.

Transportation income

Generally, 50 percent of income attributable to transportation
which begins or ends in the United States is U.S. source. If the
transportation both begins and ends in the United States, 100 per-

cent of the transportation income is U.S. source. For this purpose,
transportation income is income derived from, or in connection



147

with, the use, or hiring or leasing for use, of a vessel or aircraft or
the performance of services directly related to the use of such
vessel or aircraft. Income from the performance of services attrib-
utable to transportation that begins and ends in the United States
is fully U.S. source income, and income from the performance of
services attributable to transportation between the United States
and a U.S. possession is subject to the regular 50-50 rule for trans-
portation income. However, any other income from the perform-
ance of services by seamen or airline employees for transportation
that begins or ends in the United States, and not described above is
not transportation income and is sourced as personal service
income: income attributable to services performed in the United
States or within the U.S. territorial waters is U.S. source.

Income from space or ocean activities or international com-
munications

In the case of a U.S. person, income from an activity in space or
on or under international waters generally is sourced domestically.
International communications income is sourced 50 percent domes-
tically and 50 percent foreign.

Rents and royalties

Rents or royalties from property (or interests in property) located
in the United States, and rents or royalties for the use of or privi-
lege of using intangible property in the United States are sourced
domestically. C!orrespondingly, rents or royalties from property (or
interests in property) located outside the United States, and rents
or royalties for the use of or privilege of using intangible property
outside the United States are sourced foreign.

Dispositions of real property

Gains, profits, and income from the disposition of a United States
real property interest are sourced domestically. Gains, profits and
income from the sale or exchange of real property located outside
the United States are sourced foreign. "^^

Sales ofpersonal property

In general

Subject to significant exceptions, income from the sale of person-
al property generally is sourced on the basis of the residence of the
seller. Similarly, foreign currency gain or loss generally is sourced
on the basis of the residence of the taxpayer or the qualified busi-
ness unit of the taxpayer on whose books the asset, liability, or
item of income or expense is properly reflected. For these purposes,
the term "nonresident" is defined to include any foreign corpora-
tion. The term "nonresident" is also defined to include any nonresi-

Notwnthstanding the general definition of "United States" explained above, interests with
respect to property located in the U.S. Virgin Islands are treated as U.S. real property interests
under the Foreign Investment in Real Property Tax Act (sec. 897(cXlXAXi)) and the gain on the

oS,?°to!°" J [
property located in the U.S. Virgin Islands is foreign source under section

»b4aXo), and thus treated as foreign source effectively connected income.
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dent alien who does not have a "tax home" (as defined in sec.

911(d)(3)) in the United States.^ ^

Inventory property

Gains, profits, and income derived from the purchase of invento-

ry property within the United States and its sale or exchange with-

out the United States are sourced foreign. Similarly, gains, profits,

and income derived from the purchase of inventory property with-

out the United States and its sale or exchange within the United

States are sourced domestically. Income attributable to the market-

ing of inventory property by U.S. residents in other cases also has

its source at the place of sale.

Title passage rule generallyk—The place of sale generally is the

place where title to the property passes to the purchaser (the "title

passage" rule). This title passage rule applies both to all income

from the purchase and resale of inventory and to the marketing

portion of income from the production of inventory property in the

United States and marketing of that property abroad. Moreover,

this rule applies regardless of whether the sale is to an unrelated

purchaser or to a related person (for example, a foreign corporate

subsidiary) that resells the property to an unrelated purchaser.

It may be noted that in some cases passage of title in a foreign

country may not in itself generate a sufficient foreign nexus for the

imposition of tax by that country on the income of the U.S. seller.

In 1986, Congress repealed prior law application of the title passage

rule to gains from the sale of certain types of personal property,

but rejected such a change in this rule in the case of inventory

property. According to the legislative history of the 1986 Act:

Congress recognized that prior law's source rules for

income derived from sales of personal property sometimes

allowed U.S. taxpayers to freely generate foreign income

subject to little or no foreign tax, but was concerned that

its repeal for sales of inventory property would create diffi-

culties for U.S. businesses competing in international com-

merce. Moreover, with the substantial trade deficits of the

United States, Congress did not want to impose any obsta-

cles that might exacerbate the problems of U.S. competi-

tiveness abroad. Congress was concerned with the tax

policy implications of prior law, however, and directed the

Treasury Department to study the source rule for sales of

inventory property taking into account not only the tax

policy implications of the rule but also Ck)ngress' concerns

regarding the impact of this rule on U.S. trade. ^^

Production/marketing split.—Income derived from the manufac-

ture of products in the United States and their sale elsewhere is

treated as having a divided source. Under Treasury regulations, 50

percent of such income generally is attributed to the place of pro-

7 ' U.S. citizens and residents (as resident generally is defined for Code purposes, per sec.

7701(b)) can, under certain circumstances, be considered "nonresidents" for sale mcome source

purposes if they have a tax home in a foreign country and actually pay an mcome tax of at least

10 percent of the gain derived from the sale.
, ^ , , r^t

'2 Staff of the Joint Committee on Taxation, 100th Cong., 1st Sess., General Explanation of the

Tax Reform Act of 1986 at 918 (1987).
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duction (in this case, the United States), and 50 percent of the
income is attributed to marketing activities and is sourced on the
basis of the place of sale (determined under the title passage rule).

Under certain circumstances, the division of the income between
production and marketing activities must be made on the basis of

an independent factory or production price, rather than on a 50-50

basis, where a taxpayer sells part of its output to wholly independ-
ent distributors or other selling concerns in such a way as to estab-

lish fairly the independent factory or production price unaffected
by considerations of tax liability (Treas. Reg. sec. 1.863-3(bX2), Ex-
ample dh Notice 89-10, 1989-4 I.R.B. 10).

As an illustration, assimie that a U.S. corp>oration manufactures
in the United States a product that can be sold to an unrelated for-

eign buyer at a price that generates $100 of gross income. (For sim-
pHcity, assume a zero cost of goods sold so that the price also

equals $100.) Assume that the U.S. corporation makes such a
sale.'^^ The corporation arranges its affairs so that under Treasury
regulations, the product is treated as sold in a foreign country. No
independent factory or production price is applicable.

Under these assumptions, the corporation generally would be
permitted to treat $50 of the gross income from the sale as foreign

source gross income, and the remainder as U.S. source gross
income. Assume for purposes of this example that no deductions
are allocable to this foreign source gross income and that no for-

eign income tax is imposed on the corporation's income from the
sale. Using excess foreign tax credits generated by its other foreign
income, the corporation may be entitled to exemption from U.S.
tax on up to $50 of the taxable income from this sale.

Assume the above facts except that there is an applicable inde-

pendent factory or production price that applies to the product pur-
suant to Notice 89-10. Assiune that this price is $75. Under this as-

sumption, the U.S. corporation would be entitled to exemption
from U.S. tax on up to, at most, $25 of the taxable income from
this sale.

Now assume that instead of selling directly to the foreign pur-
chaser, the U.S. corporation has a foreign corporate sales subsidi-

ary. The U.S. corporation sells the product to the sales subsidiary
so that the product is treated as sold in a foreign country, and the
subsidiary sells the product to the purchaser for $100. Assume that
the arm's length price of the product between the parent and sub-
sidiary is $75. If no independent factory or production price is ap-
pUcable, then $37.50 of the parent's gross income from the sale is

sourced domestically. The other $37.50 of the parent's gross income
is sourced foreign and may be exempt from tax by use of excess for-

eign ism credits from other income. The remaining $25 of income
from the sale belongs to the foreign subsidiary. Depending on the
circumstances, this income may bear no current U.S. tax, or may
be subject to current U.S. tax under subpart F as an amount of for-

eign source income of the parent deemed distributed from the sub-

^^ Such a "direct" sale could result from marketing by a branch of the corporation located in
the foreign country. Or it could result from marketing by a broker or other unrelated interme-
diary or agent operating abroad, or simply from marketing activities performed wholly within
the United States.
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sidiary. In either case, the $25 may be eligible for permanent ex-

emption from U.S. tax due to foreign tax credits. Thus, a total of
up to $62.50 of income from the manufacture and ssde of the prod-
uct is eligible for potential U.S. tax exemption.

If in the above example there'was also an applicable independent
factory price of $75, then all of the parent's income from its sale to
the subsidiary would be U.S. source, and (as in the case of the
direct sale of the product using an independent factory price of $75)
only $25 of income from the manufacture and sale of the product to

an unrelated party would be eligible for partial or total U.S. tax
exemption through foreign tax credits.

Sales through a foreign sales corporation.—As an alternative, in
part, to the use of foreign ta^ credits to reduce or eliminate U.S.
tax on income from export sales, U.S. tax on such income may be
reduced by selling to a foreign sales corporation (FSC) that sells to

unrelated buyers, or having a FSC act as commission agent with
respect to export sales. In this case, a portion of the income from
exports will be free of U.S. tax as "exempt foreign trade income" of
the FSC. Another portion will be subject to tax at the FSC level

with no foreign tax credit. The remaining portion is subject to tax
in the hands of the manufacturer or other supplier, with sourcing
and foreign tax credit rules as described above. However, the
amount of the export income that may be sourced foreign in the
hands of a supplier related to the FSC is limited to the amount
that would have been foreign source had the sale been made to or
by a domestic international sales corporation (DISC) (sec. 927(eXl)).

Under current rules, the IRS does not consider an independent fac-

tory or production price to be established, and hence requires use
of the 50-50 divided sourcing rule, in the case of a manufacturer or
producer that uses a FSC to sell inventory (Notice 89-11, 1989-4

I.R.B. 11; Treas. Reg. sec. 1.861-8(g), Example (23)).

To illustrate the foregoing, assume a U.S. corporate manufactur-
er exports through a wholly owned FSC and uses the combined tax-

able income method to determine the income of the FSC. Assume
combined taxable income from exports is $100. Generally $15 of the
combined taxable income is exempt from U.S. tax, and $8 is tax-

able to the FSC with no foreign tax credit. The remaining $77 is

potentially taxable in the hands of the U.S. corporation. Of this

amount, approximately $25 may be sourced foreign and the rest

(approximately $52) would be domestic source. (The $25 figure is ar-

rived at by applying the 50-50 divided source rule to the amount
(approximately $50) that would have been income of the manufac-
turer were the sale made to or by a DISC, using the DISC com-
bined taxable income pricing rule of section 994(aX2).) As this ex-

ample demonstrates, up to approximately 40 percent of the income
from exports may be exempted from U.S. tax through a combina-
tion of the FSC-level exemption and the use of foreign tax credits

at the related supplier level.

Study of title passage rule.—The Tax Reform Act of 1986 ("the

1986 Act") directed the Treasury Depsutment to study the effect of
the title passage rule as it applies in determining the source of the
income from the sale of inventory property. That study is to take
into account the 1986 Act's lower tax rates and C!ongressional trade
concerns. Although the report arising from that study was original-
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ly due not later than September 30, 1987, no such report has yet
been produced. Under the Omnibus Budget Reconciliation Act of
1990, the due date of the study was moved to January 1, 1992 (Act
sec. 11831(b)).

Income derived from the sale of depreciable personal property

Subject to a special rule, income derived from the sale of depre-
ciable personal property, to the extent of prior depreciation deduc-
tions, is sourced under a recapture principle. Specifically, gain to

the extent of prior depreciation deductions from the sale of depre-
ciable personal property is sourced in the United States if the de-
preciation deductions giving rise to the gain were previously allo-

cated against U.S. source income. If the deductions giving rise to

the gain were previously allocated against foreign source income,
g£iin from the sales (to the extent of prior deductions) is sourced
foreign. Any gain in excess of prior depreciation deductions is

sourced pursuant to the place of sale rule, as under prior law.
These rules apply without regard to the residence of the taxpayer.
Depreciation deductions, as defined for this purposes, mean any

depreciation or amortization or any other deduction allowable
under any provision of the Code which treats an otherwise capital

expenditure as a deductible expense.
A special rule applies for determining the source of recapture

income from the sale of certain depreciable personal property. If

personal property is used predominantly in the United States for

any taxable year, the taxpayer must treat the allowable deductions
For such year as being allocable entirely against U.S. source
income. If personal property is used predominantly outside the
United States for any taxable year, the taxpayer must treat the al-

lowable deductions for such year as being allocable entirely against
Foreign source income. This special rule does not apply for certain
personal property generally used outside the United States (person-
al property described in sec. 168(gX4)). Consequently, a segregation
Df allowable deductions between the sources of income the deduc-
tions previously offset is required for such property.

Income attributable to an office or other fixed place of business

Another exception to the residence-of-the-seller rule applies to

income derived from the sale of personal property when the sale is

attributable to an office or other fixed place of business.
For U.S. residents, this office rule applies only if income is not

already sourced as U.S. or foreign under the place-of-sale rule
Lwhich applies to inventory property, gain in excess of recapture
I income for certain depreciable personal property, and stock of cer-

tain affiliates), or the recapture rule for depreciable personal prop-
erty. Under this office rule, U.S. residents that derive income from
sales of personal property attributable to an office or other fixed
place of business maintained in a foreign country generate foreign
jource income. However, the office rule only applies to U.S. resi-

ients, individual or otherwise, if an effective foreign income tax of
10 percent or more is paid to a foreign country on the income from
:he sale.

In determining whether income is attributable to an office or
)ther fixed place of business, the principles embodied in Code sec-



152

tion 864(c)(5) apply. Thus, in general, the office of an independent
agent is not attributed to a taxpayer, an office must be a material
factor in the production of income, and income must be properly
allocated to an office.

Income derived from the sale of stock in foreign affiliates

A place-of-sale rule applies to income derived by U.S. corpora-
tions from the sale of stock in certain foreign corporations. If a
U.S. corporation sells stock of a foreign affiliate in the foreign

country in which the affiliate derived from the active conduct of a
trade or business more than 50 percent of its gross income for the
3-year period ending with th§ close of the affiliate's taxable year
immediately preceding the year during which the sale occurs, any
gain from the sale is foreign source. An affiliate, for this purpose,
is any foreign corporation whose stock is at least 80 percent owned
(by both voting power and value). A U.S. resident may for this pur-

pose treat as one corporation an affiliate and all other corporations
which are wholly owned by the affiliate.

Goodwill and other intangibles

Payments in consideration for the sale of goodwill are treated as

from sources in the country in which the goodwill was generated.
In the case of other intangibles, any gain in excess of amortization
deductions (if any) are subject to the residence-of-the-seller rule

only to the extent the payments in consideration of the sale are not
contingent on the productivity, use, or disposition of the intangible.

Payments that are so contingent are sourced as royalties.

2. Allocation and apportionment of deductions

a. General rules

In general, the primary statutory rule for allocating and appor-
tioning deductions between foreign and domestic income is that
there shall be deducted from domestic and foreign source gross

income, respectively, the expenses, losses, and other deductions
"properly apportioned or allocated thereto" £md "a ratable part of

any expenses, losses, or other deductions which cannot definitely be
allocated to some item or class of gross income" (sees. 861(b) and
862(b)). Furthermore, the Code provides that items of expense, loss,

£md deduction are to be allocated or apportioned to sources within
or without the United States under regulations prescribed by the
Secretary (sec. 863(a)).

Although the (Dode contains some further rules, to be described
below, on the allocation and apportionment of deductions, these

«

statutory rules are relatively recent refinements, enacted in 1986,'

to the comprehensive rules previously laid down in regulations

(until 1986 primarily Treas. Reg. sec. 1.861-8) solely under the very
broad statutory authority described above. The regulations are in

general designed to serve as the allocation rules for both outbound
purposes (generally, computation of the foreign tax credit limita-

tion) and inbound purposes (generally, computation of a foreign
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person's taxable income effectively connected with a U.S. trade or

business).
"^^

Basic terminology—"Classes" and "groupings" of income

As expressly provided in the statute, deductions not definitely re-

lated to gross income (e.g., charitable deductions—but see Proposed
Treas. Reg. sec. 1.861-8(eX12)), are apportioned on a pro rata basis

between domestic and foreign source gross income. The regulations

contemplate two other types of deductions: (1) deductions definitely

related to all of the taxpayer's gross income, and (2) deductions

definitely related to a subset or "class" of the taxpayer's gross

income. Division of the taxpayer's income into classes for this pur-

pose, and determination of whether a particular deduction is relat-

ed to that class, is based on the factual relationship between the

deduction and the class of gross income. A deduction is considered

definitely related to a class of gross income if it is incurred as a
result of, or incident to, an activity or in connection with property

from which that class of gross income is derived (Treas. Reg. sec.

1.861-8(b)(2)).

Once deductions are associated with the corresponding class of

gross income (or all of gross income), an apportionment is made be-

tween the so-called "statutory grouping" of income in that class

(for foreign tax credit purposes, generally the foreign source

income within the particular foreign tax credit limitation category

for which the limitation is being computed) and the so-called "re-

sidual grouping" (for foreign tax credit limitation purposes, gener-

ally all the rest of the income in the class not in the "statutory

grouping").
The apportionment method is one which reflects to a reasonably

close extent the factual relationship between the deduction and the

grouping of gross income. In general, examples of bases and factors

which should be considered include, but are not limited to: (1) com-
parison of units sold, (2) comparison of the amount of gross sales or

receipts, (3) comparison of costs of goods sold, (4) comparison of

profit contribution, (5) comparison of expenses incurred, assets

used, salaries paid, space utilized, and time spent which are attrib-

utable to the activities or properties giving rise to the class of gross

income, and (6) comparison of the amount of gross income (Treas.

Reg. sec. 1.861-8T(cXl)). The effects of tax liability of the apportion-

ment of deductions and the burden of maintaining records not oth-

erwise maintained and making computations not otherwise made
shall be taken into consideration in determining whether a method
of apportionment and its application are sufficiently precise (id.).

Tax-exempt income

As required by the 1986 Act, l tax-exempt asset and income from
that asset are not taken into account for purposes of allocating and
apportioning any deductible expense (Code sec. 864(eX3); Treas.

Reg. sec. 1.861-8T(dX2)). Assume, for example, that a U.S. corpora-

tion has two assets, a tax-exempt bond, and stock in a foreign cor-

'* In the case of interest, however, the inbound and outbound rules are separate. Compare
Treas. Reg. sees. 1.882-5 and 1.861-9T{dX2) and (eX7) (inbound rules) with Treas. Reg. sees. 1.861-

9T through 1.861-12T (outbound rules)).

43-419 0-91-6
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poration. Assume that the U.S. corporation's income consists c

$100 of U.S. source interest on the bond and $100 of foreign sourc
income from the stock. Assume that the U.S. corporation has a d(

duction of $50 to allocate and apportion between income from U.*

and foreign sources. Under this rule, the entire deduction reduce
foreign source gross income, resulting in $50 of taxable incom
from foreign sources.

For this purpose, a similar rule applies to the extent that div

dends (other than dividends qualifying under section 243(b) for th

100-percent dividends received deduction) are eligible for the div

dends received deduction under section 243 or section 245(a), an
with respect to any stock yielding such dividends (again, not inclu<

ing "qualifjdng dividends" under section 243(b)). Thus, 80 percer
of stock that pays dividends that are eligible for the 80-percer

dividends received deduction is treated as a tax-exempt asse
Other Code provisions disallow deductions for expenses in certai

cases. For instance, expenses incurred to carry tax-exempt assei

are sometimes disallowed (see, e.g., sec, 265). Expenses disallowe

under such rules are not allocated under this provision.

Asset-based apportionment

In the case of apportionment on the basis of assets, the reguli

tions provide thiat generally such apportionment must be mac
either on the basis of the tax book value of those assets or on the:

fair market value. However, once the taxpayer uses fair mark(
value, the taxpayer and all related persons must continue to uj

such method unless expressly authorized by the Commissioner 1

change methods (Treas. Reg. sees. 1.861-8T(c)(2) and 1.861-9T(g)(i;

When the tax book value method of apportionment is used,

principle enacted by statute in the 1986 Act must be followed i

valuing stock in a 10-percent or more owned corporation not ii

eluded in the group treated as one taxpayer. "^^ The adjusted has
of the stock owned in such corporation in the hands of a U.J

shareholder is increased by the amount of the earnings and profii

of the corporation attributable to that stock and accumulate
during the period the taixpayer held it. Earnings and profits are n(

limited to those accumulated in post-enactment years. In the cas

of a deficit in earnings and profits of the corporation that aros

during the period when the U.S. shareholder held the stock, thf

deficit reduces the adjusted basis of the asset in the hands of th

shareholder. In that case, however, the deficit cannot reduce th

adjusted basis of the asset below zero.

This adjustment to asset value on a look-through basis also a]

plies to stock of a foreign corporation that is not directly held t

the U.S. taxpayer but that is indirectly 10-percent owned by th

U.S. taxpayer. For example, if a U.S. corporation owns a first-ti(

foreign corporation that owns a second-tier foreign corporation, th

U.S. corporation is to increase the asset basis to which it allocate

expenses by its share of earnings and profits accumulated whi]

'^ In general, two kinds of 10-percent owned corporations are not included in the one-taxpay
group: foreign corporations, and U.S. corfwrations that are more than 10- but less than 80-p«

cent owned.
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the taxpayer held, indirectly or directly, 10 percent or more of that
stock in the second-tier foreign corporation.

One-taxpayer rule generally

Another rule imposed by the 1986 Act requires that interest, and
deductions other than interest which are not directly allocable or
apportioned to any specific income producing activity, generally be
allocated and apportioned as if all members of an affiliated group
were a single corporation (sec. 864(e)(1) and (6)). Because the regula-
tions under which this "one-taxpayer rule" is applied are different

In the case of interest than in the case of other deductions, they
are discussed separately below.

b. Specinc types of deductions

As demonstrated above, much of the general framework for ex-

pense allocation is set forth by regulation, with a few of the specific

rules mandated by statute. Similarly, the regulations prescribe spe-

cific allocation methods for certain enumerated types of expense:
interest, research and experimental expenditures, stewardship ex-

penses attributable to dividends received, legal and accounting fees,

income taxes, losses on disposition of property, net operating losses,

and, under proposed regulations, charitable contributions. In the
:£ise of interest and research expenses, statutory rules dictate spe-

cific aspects of those rules.

Interest

In the case of interest expense, regulations generally are based
on the approach that money is fungible and that interest expense
is properly attributable to all business activities and property of a
taxpayer, regardless of any specific purpose for incurring an obliga-

tion on which interest is paid. Exceptions to fungibility are recog-

nized or required, however, in particular cases, as described below.
As described above, the Code provides that for interest allocation

purposes all members of an affiliated group of corporations are
generally to be treated as a single corporation (the so-called "one-
taxpayer rule"). In addition, the Cbde provides that allocation must
be made on the basis of assets rather than gross income. As ex-

plained above, under the one taxpayer rule, the factors affecting

the allocation of interest expense of one corporation may affect the
sourcing of taxable income of another related corporation, even if

the two corporations do not elect to file, or are ineligible to file,

consolidated returns {see, e.g., Treas. Reg. sec. 1.861-llT(g)).

One taxpayer rule—interest allocation

Basic provisions

In theory, total fungibility of money would require each dollar of
interest expense of a commonly controlled group of companies to be
allocated evenly throughout the group. The Code limits fungibility

to the "affiliated group." Affiliated group in this context generally
is defined by reference to the rules for determining whether corpo-
rations are eligible to file consolidated returns. The statutory defi-

nition of affiliation for purposes of group-wide allocation of interest

expressly provides for two exceptions from the definition of affili-
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ation for consolidation purposes, one of which contracts the affil

ated group and the other of which expands it.

Under the first-mentioned exception, the affiliated group for ii

terest allocation purposes generally excludes any corporation, ot]

erwise a member of the affiliated group for consolidation purpose
that is a financial institution (described in section 581 or 591), tl

business of which is predominantly with persons other than relate

persons or their customers, and which is required by State or Fe^

eral law to be operated separately from any other entity which
not a financial institution. (A group or subgroup of two or moi
such institutions which are affiliated for consolidation purpose

may, however, be treated as a single corporation for interest alloc

tion purposes.) Under the second exception referred to above, tl

affiliated group for interest ^location purposes includes any corp
ration which has elected the application of the possession tax cred

for the taxable year, if the corporation would be excluded solely f<

this reason from the affiliated group as defined for consolidatic

purposes.
In addition to the express statutory differences between the co:

solidated return and interest allocation definitions of affiliatio

regulations provide for further differences. Under the statutoi

rules requiring interest to be allocated on a group-wide basis, ar

more generally under the statutory rules for determining the fo

eign tax credit and the limitations applicable to the credit, tl

Treasury Department has been delegated the authority to resoup
the income of any member of an affiliated group or modify the co

solidated return regulations to the extent such resourcing or moc
fication is necessary to carry out the purposes of the statute. Ter
porary and proposed Treasury regulations provide that certain cc

porations not within the general definition of an affiliated grou
such as any includible corporation if 80 percent of the vote or vali

of its stock is owned directly or indirectly by an includible corpor
tion or by members of an affiliated group, will be considered to co

stitute affiliated corporations for purposes of the interest expeni

allocation rules (Treas. Reg. sec. 1.861-llT(dX6Xi); see also Noti(

89-91, 1989-2 C.B. 408).'^6

Thus, some groups of corporations are eligible to file consolidate

returns yet are not treated as affiliated for interest allocation pu
poses, and other groups of corporations are treated as affiliated f(

expense allocation purposes even though they are not eligible

file consolidated returns.

General purpose of the one-taxpayer rule

As explained above, the one-taxpayer rule is required by statu

(sec. 864(e), enacted in 1986) and represents a major departure fro

the pre-1986 regulations that permitted separate company alloc

tions. The following examples illustrate the tax planning possibi

ties under pre-1986 regulations.

'® Under the fiffiliation rules for filing consolidated returns, an includible corporation c

only be part of an affiliated group if 80 percent of the vote and value of its stock is owned din
ly by an includible corporation that itself is in the affiliated group (or group of includible cor]

rations in the affiliated group).
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Example 1: Assume that a U.S. corporation had $100 of U.S.
assets and $100 of foreign assets, $20 of gross U.S income and $20
of gross foreign income. It incurred $20 of interest expense. Its net
Income was $20 ($40-$20). The interest expense reduced gross U.S.
income and gross foreign income equally, resulting in $10 of each.
Under the Treasury regulations in effect prior to the effective

date of the 1986 Act, if all the taxpayer's assets generated gross
U.S. income, then all the taxpayer's interest expense reduced gross
U.S. income. To avoid having interest expense reduce foreign

income, taxpayers could isolate interest expense in a corporation
whose assets produced only U.S. income. This rule created opportu-
nities for tax avoidance, as shown in the following example.
Example 2: The facts are the same as Example 1, above, except

that the U.S. parent corporation initially borrowed cash and con-
tributed the cash to the capital of a U.S. subsidiary corporation
;the sole asset of the U.S. parent) which then invested in foreign

and domestic assets. These two corporations filed a consolidated
return. The U.S. subsidiary had $100 of U.S. assets and $100 of for-

eign assets, $20 of gross U.S. income and $20 of gross foreign

income. It incurred no interest expense. It pgiid all its $40 of earn-
ings to the parent as a dividend. Under the consolidated return
regulations, the parent had no income from this dividend, but it

iiad $20 of interest expense. This $20 reduced only U.S. income."^'

rhe group had $20 of net foreign income (the interest expense did
not reduce foreign income) and no net U.S. income. If foreign tax
credits sheltered all the foreign income, the U.S. corporation could
eliminate its U.S. tax on U.S. income, and consequently owe no
U.S. tax at all.

In addition, as shown in the following example, the rules requir-

ing allocation on a separate company basis could furnish a trap for

the unwary.
Example 3: U.S. corporation 1 owned $100 of U.S. business assets

and U.S. corporation 2 owned $100 of assets that it used in a for-

Bign business. These corporations filed a consolidated return. U.S.
corporation 2 incurred $20 of interest expense, while corporation 1

incurred no interest expense. Under the regulations, this $20 would
have reduced only foreign gross income.

Current law—Affiliated group definition

The 1986 Act rules do not require each dollar of expense of a
commonly controlled group of companies to be allocated evenly
throughout the group. Where foreign corporations are part of the
commonly controlled group, for example, their expenses, assets,

and income generally are ignored for expense allocation pur-
poses.'^® An alternative rule that would have taken such expenses
and assets into account for interest allocation purposes was passed
by the Senate in 1986 and expressly rejected by the 1986 Act con-
ferees. The following is a detailed discussion of the rules arising

'' The subsidiary was a U.S. asset in the hands of the parent under prior law as long as less

than 80 percent of its gross income from the prior three years was foreign source.
'* However, stock in such a foreign corporation held by the affiliated group members is con-

sidered an asset in performing the interest-based allocation and apportionment.
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from that legislative decision, and remaining possibilities for ma-
nipulation of interest allocation through separate entities.

Definition of affiliated group—consolidated return rules.—For
consolidation purposes, the term "affiliated group" means one or
more chains of includible corporations connected through stock
ownership with a common parent corporation which is an includ-

ible corporation, but only if the common parent owns directly at
least 80 percent of the total voting power of all classes of stock and
at least 80 percent of the total value of all outstanding stock of at

least one other includible corporation."^^ In addition, for each such
other includible corporation (except the common parent) stock pos-

sessing at least 80 percent of the total voting power of all classes of
its stock and at least 80 percent of the total value of all of its out-

standing stock must be directly owned by one or more other includ-

ible corporations.
The Treasury has authority to prescribe regulations necessary or

appropriate to carry out the purposes of the affiliated group defini-

tion. These include (but are not limited to) regulations (1) which
treat warrants, obligations convertible into stock, and other similar
interests as stock, (2) which treat stock as not stock (for example,
which disregard such instruments in determining which corpora-
tions may join together to file consolidated returns), (3) which treat

options to acquire or sell stock as having been exercised, (4) which
disregard transfers of stock within an affiliated group in determin-
ing whether affiliated group status is broken, or (5) which disre-

gard changes in voting power to the extent such changes are dis-

proportionate to related changes in value. To date, no regulations
have been issued to treat stock as not stock.

Definition of affiliated group—special interest allocation rules.—
Subject to exceptions, the consolidated return and interest alloca-

tion definitions of affiliation generally are consistent with each
other. For example, both definitions exclude all foreign corpora-
tions from the affiliated group. Thus, while debt generally is con-

sidered fungible among the assets of a group of domestic affiliated

corporations, the same rule does not apply as between the domestic
and foreign members of a group with the same degree of common
control as the domestic affiliated group. Moreover, Congress in

1986 expressly considered and rejected a rule that would have ac-

complished a result more consistent with world-wide fungibility by
taking foreign members' borrowings into account when allocating

the interest expense of the domestic members (H.R. Rep. No. 99-841
99th Cong., 2d Sess. 11-605 (1986)). In practice, the limit in the
degree of fungibility recognized by present law can reduce the for-

eign tax credit limitations that otherwise would apply if the princi-

ple of fungibility were extended to foreign and domestic members
of a commonly controlled group.
Another consequence of the consistency between the definitions

of affiliation for interest allocation purposes and consolidated
return purposes is that the one-taxpayer allocation rule has a

^® Generally the term "includible corporation" means any domestic corporation except certain

cor|)orations exempt from tax under section 501 (for example, corporations organized and oper-

ated exclusively for charitable or educational purposes), certain life insurance companies, for-

eign corporations, corporations electing application of the possession tax credit, regulated invest-

ment compsmies, real estate investment trusts, and domestic international sales corporations.
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"cliff at the 80 percent control level. That is, the taxable income
of a 79-percent owned subsidiary may be sourced far differently

than the taxable income of an 80-percent owned subsidiary that is

in all other respects similarly situated.

In order to avoid the effects of total (or near total) fungibility of

debt within the affiliated group of domestic corporations £ind fail-

ure of the law to account for debt of related foreign corporations,

taxpayers have sought to isolate debt within certain subsidiaries by
transferring slightly more than 20 percent of both the vote and
value of the stock of those subsidiaries to unrelated persons. Some
taxpayers have sought to achieve this result by transferring out-

side the group tj^jes of stock that may differ to a relatively insig-

nificant extent either from non-voting classes of stock expressly ex-

cluded from the statutory definition of "stock" for affiliation pur-

poses, or from debt.®°

Debt of controlled foreign corporations to U.S. shareholders (the

"netting rule")

Current regulations provide a special rule that directly allocates

third-party interest expense of the U.S. taxpayer to interest income
from controlled foreign corporations (or in some cases amounts
with respect to stock in the controlled foreign corporations that are
deemed to be interest income for this purpose) (Treas. Reg. sec,

1.861-10T(e)). This rule generally is referred to as the "netting

rule." The rule in the current regulations is actually one of three
alternative netting rules that the Treasury Department has pro-

posed since 1986. The first such rule was proposed in 1987 but
never took effect. The current rule was proposed in 1988 and took
effect as a temporary regulation only for years beginning on or

after January 1, 1988. A third alternative was issued in proposed
form in March 1991. This third proposal is proposed to be effective

for taxable years beginning after 1990 and, at the taxpayer's

option, for earlier years beginning after 1987.

According to the Treasury Department, enactment of the one-

taxpayer rule resulted in a behavioral response by multinational
groups designed, in effect, to route the third party debt of their

controlled foreign corporations through their U.S. affiliated groups,

thus achieving the benefits of the world-wide group fungibility rule

rejected by the 1986 Act conferees.®* The Treasury Department ex-

pressed the view that the more favorable treatment thus achieved
encouraged the use of related party loans, even though other con-

siderations, such as minimizing foreign withholding taxes and fa-

vorable local interest rates, might have dictated that the borrowing
occur at the foreign subsidiary.^^ The three alternative netting

rules proposed by the Treasury each curtail, to a greater or lesser

extent, tax benefits that might otherwise accompany the anticipat-

ed taxpayer behavior.
Examples 4 and 5 illustrate the problem:
Example 4- Assume that a U.S. corporation has $1000 in business

assets located in the United States, producing $135 of U.S. source

»o E.g., Wall Street Journal, Oct. 12, 1989, at A3, col. 1.

81 1991-14 I.R.B. 27, 28.
«2 1988-2 C.B. at 139.
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gross manufacturing income and $25 of foreign source marketing
income. Assume that it owns all the stock of a foreign corporation
that has $1000 of foreign assets and $160 of active foreign source
gross income. Each corporation has $500 of debt and incurs $60 of
interest expense as its only deduction in arriving at taxable
income. The foreign corporation pays $50 in foreign income tax and
pays a dividend of $50. (The U.S. corporation pays no foreign tax).

The stock of the foreign corporation is worth $500.
In this example, the U.S. corporation has $1500 worth of assets.

One-third of the assets are comprised of the stock in the controlled
foreign corporation, so-called "single category assets" that produce
strictly foreign source income (Treas. Reg. sec. 1.861-9T(g)(3)(i)). The
other two-thirds of the assets are the business assets, which are so-

called "multiple category asg^ts" producing approximately 16 per-

cent foreign source income and 84 percent domestic source income
(Treas. Reg. sec. 1.861-9T(g)(3)(ii)). Thus, approximately 44 percent
of the assets are treated as producing foreign source income (one-

third plus 16 percent of two-thirds), and the remaining 56 percent
of the assets are treated as producing U.S. source income. There-
fore, the interest expense is allocated approxlipately 44 percent
($26) to foreign source income, and 56 percent ($34) to U.S. income.
The taxable income of the U.S. corporation is $200: $101 of U.S.

source taxable income ($135 minus $34 interest expense) and $99 of
foreign source taxable income ($50 net dividend plus $50 gross-up
plus $25 marketing income less $26 interest expense). U.S. tax
would equal approximately $34, or $68 less a foreign tax credit lim-

ited by 99/200ths of $68, or approximately $34.

Example 5: Now assume the same facts except that the U.S. cor-

poration borrows $1000 from a third party and pays it $120 in in-

terest expense, while the foreign corporation borrows $500 from the
U.S. corporation and pays it $60 in interest. Assume also that the
full $60 related party interest expense is allowed as a deduction for

foreign tax purposes. The U.S. corporation still has $1000 in busi-

ness assets, but it now has $1000 of financial assets ($500 of stock
and $500 of debt). Absent a requirement to allocate a portion of the
U.S. corporation's interest expense directly to its interest income
from its controlled foreign corporation, the $120 of interest expense
would be apportioned on the basis of the proportion of assets pro-

ducing foreign income (now approximately 58 percent) and those
producing domestic income (42 percent), resulting in $51 of the in-

terest expense apportioned to U.S. source income, rather than the
$34 apportioned to U.S. income in the first example.
Again the taxable income of the U.S. corporation is $200. Howev-

er, assuming there were no requirement to allocate a portion of the
U.S. corporation's interest expense directly to its interest income
from its controlled foreign corporation, the U.S. corporation would
have $84 of U.S. source taxable income ($135 minus $51 interest ex-

pense) and $116 of foreign source taxable income ($50 net dividend
plus $50 gross-up plus $60 interest income from the controlled for-

eign corporation plus $25 of marketing income, less $69 interest ex-

pense). U.S. tax would equal approximately $29, or $68 less a for-

eign tax credit limited by 116/200ths of $68, or approximately $39.

By adjusting its behavior as shown in example 5, the U.S. tax-

payer would, in the absence of a requirement to allocate a portion
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)f its interest expense directly to its interest income from the con-

;rolled foreign corporation, increase its foreign tax credit limitation

)y $5. In the example described above, this would in turn permit
;he relatively high foreign taxes paid by the controlled foreign cor-

poration to offset other income of the group not subject to foreign

;ax.

1987 proposed regulation.—Under the first version of the netting
•ule proposed in 1987, third-party interest paid by the affiliated

p*oup generally was to be directly allocated to the (foreign source)

nterest income of the affiliated group on the debt owed to mem-
)ers of the affiliated group by controlled foreign corporations (to

;he extent of such income).®^ Assume, for example, the facts from
jxample 5 described above, where the U.S. corporation had $1000
)f third party debt and $120 of third party interest expense, while
;he controlled foreign corporation owed it $500 and paid it $60 of

breign source gross interest income. Under the 1987 proposal, the
560 of foreign source gross interest income would be reduced to zero

breign source taxable income by directly allocating to it $60 of the
J.S. corporation's third party interest expense. The remaining $60
)f third party interest expense would be apportioned among all of

he U.S. corporation's other income, on the basis of the assets of
he U.S. corporation other than the debt owed to it by the con-

rolled foreign corporation.
1988 proposed and temporary regulation.—Under the second, and

lurrently applicable version, a direct foreign allocation of third

)arty interest paid by the affiliated group only occurs if third party
ndebtedness in the U.S. affiliated group is substantially dispropor-
ionate to the third party indebtedness of its related controlled for-

eign corporations.^* Specifically, third party interest expense may
)e allocated directly to foreign source interest income from related

controlled foreign corporations only to the extent of interest on so-

called "excess related person indebtedness." There is no such
jxcess unless the third party debt-to-asset ratio of the related con-

ToUed foreign corporations (in the aggregate) is less than 80 per-

cent of the third party debt-to-asset ratio of the related U.S. share-
lolder.®*^ If this condition is met and there is excess related person
ndebtedness, then U.S. affiliated group interest expense is directly

dlocated to interest income from the related controlled foreign cor-

porations, but generally only to the extent of interest income of the
iJ.S. affiliated group from related controlled foreign corporations.

Again using the facts of example 5, the third party debt-to-asset

ratio of the U.S. corporation is 50 percent, while the third party
iebt-to-asset ratio of the controlled foreign corporation is zero,

?vhich is less than 80 percent of 50 percent. Thus, there is excess
related person indebtedness in the example and an amount of the
J.S. corporation's third party interest expense is allocated directly

to its interest income from the controlled foreign corporation.

Computing the exact amount of excess related person indebted-
less requires a determination of the minimum amount of third

8» Proposed Treas. Reg. sec. 1.861-10(cX3) and (4), INTI^935-86, 1987-2 C.B. 990, 1011-12.
«* Treas. Reg. sec. 1.861-10T(e), T.D. 8228, 1988-2 C.B. 136, 156-57.
** The requisite percentage was phased in over 3 years. For taxable years beginning in 1988,

:he percentage was 50, and for years beginning in 1989 it was 65. Treas. Reg. sec. 1.861-

lOT(eXlXivXA).



162

party debt on the books of the U.S. corporation that would have to
be shifted to the books of the controlled foreign corporation (with a
corresponding reduction in the intra-group debt) in order for the
controlled foreign corporation's third party debt-to-asset ratio to

equal no less than 80 percent of the U.S. corporation's third party
debt-to-asset ratio. Under the facts of example 5, the minimum
amount that would have to be converted is approximately $323.®®

Under the 1988 proposed and temporary regulation, approximately
$39, or 323/500ths of the $60 interest income of the U.S. corpora-
tion from the controlled foreign corporation is treated as interest

income received on excess related person indebtedness. This means,
in turn, that $39 of the U.S. corporation's interest expense is di-

rectly allocated to its $60 of foreign source gross interest income,
resulting in $21 foreign source taxable income from the debt to the
U.S. corporation from the controlled foreign corporation. The re-

maining $81 of interest expense of the U.S. corporation is appor-
tioned £imong its domestic and foreign source items of income on
the basis of its assets other than the $323 of controlled foreign cor-

poration debt.

1991 proposed regulation.—The 1991 Treasury proposal would re-

place the comparison between domestic and foreign third party
debt-to-asset ratios with two comparisons: one between present
year and base-period levels of borrowing by the U.S. shareholder
from third parties (adjusting for year-to-year changes in the assets

of the U.S. shareholder), and another between present year and
base-period levels of lending by the U.S. shareholder to related con-

trolled foreign corporations (adjusting for year-to-year changes in

the assets of those controlled foreign corporations).®'^ There must
be a current year excess in both levels, as compared to the aver-

ages for a five-year base period ("allowable levels"), in order for

any direct allocation of third party interest of the U.S. shareholder
to foreign source interest income to occur.

If in the current year the amount of debt of each tjrpe exceeds
the product of current year assets times the average of the previ-

ous 5 years' ratios of that type of debt to assets of the relevant
company or companies, then under the 1991 proposal, the lesser of

the two excesses serves as the basis for the direct allocation of

third party U.S. shareholder interest expense to foreign source in-

terest income received by the U.S. shareholder from related con-

trolled foreign corporations. The amount of directly edlocated inter-

est expense equals a portion of the interest income received by the
U.S. shareholder from the related controlled foreign corporations,

based on the proportion of the lesser debt increase to total debt of

the related controlled foreign corporations to the U.S. shareholder.
In no case, however, will there be a direct allocation if either the
current year's level of debt of controlled foreign corporations to the

*' That is, suppose that instead of owing $500 to the U.S. corporation, the controlled foreign

corporation assumes $323 of the U.S. corporation's third party debt and reduces its intragroup
debt from $500 to $177. Then the U.S. corporation's third party debt would be reduced to $677
and its assets are reduced to $1677. Thus its third party debt-to-asset ratio would be 40 percent.

Correspondingly, the controlled foreign corporation's third party debt would be increased to

$323 (its assets would remain unchanged at $1000), and its third party debt-to-asset ratio would
be increased to 32 percent, or 80 percent of the U.S. corporation's third party debt-to-asset ratio.

" Proposed Treas. Reg. sec. 1.861-10(e), 1991-14 I.R.B. 27.
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U.S. shareholder would have been considered no greater than the
"allowable" level as computed for the prior year, or the amount of

such debt does not exceed 10 percent of the related controlled for-

eign corporations' assets. The proposal also takes account of situa-

tions in which acquisitions or dispositions change the members of

the group.
Illustration of the 1991 proposal by application to the above ex-

ample requires additional factual assumptions. Thus, under the
facts of example 5 above, there is no direct allocation of the U.S.
shareholder's third party interest expense to its interest income
from related controlled foreign corporations if the same facts held
true for the previous five years. Assume however that the facts

conformed to those in example 4 for each of the previous 5 years
and then changed to those in example 5 for year 6. In that case the
tax result of the 1991 proposal would resemble that under the 1987
proposal. A gradual change in the facts over the previous 5 years
would yield an intermediate tax result.

Other regulatory exceptions to interest fungibility

Qualified nonrecourse debt.—The regulations provide that in cer-

tain cases, the deduction for interest on nonrecourse debt may be
directly allocated to the gross income from property acquired, con-

structed, or improved with the proceeds of the nonrecourse debt
(Treas. Reg. sec. 1.861-10T(b)). In order to qualify, the borrowing
must be specifically incurred and actually applied for the purpose
of purchasing, constructing or improving certain types of identified

property. The creditor generally must be required to look only to

the identified property as security for pa5rment on the loan, and
the cash flow from the property must be reasonably expected to be
sufficient to fulfill the terms and conditions of the loan agreement.
Finally, disposition and use of the property must be subject to re-

strictions consistent with the foregoing security and cash flow as-

sumptions. Excluded from qualifying is indebtedness that lacks eco-

nomic significance, or involves cross collateralization or credit en-

hancement, the purchase of inventory, or the purchase of any fi-

nancial asset.

Integrated financial transactions.—Another exception from fun-

gibility exists for debt used to finance certain interest-bearing term
investments by persons that are not financiad service entities

(Treas. Reg. sec. 1.861-10T(c)). In such a case, the taxpayer must
incur the debt to make a term investment that is identified by the
taxpayer at the time the indebtedness is incurred, that is pur-

chased within 10 days of incurring the debt, and that matures
within 10 business days of the debt's maturity date. The income on
the investment must be interest, original issue discount, or income
equivalent to interest, the return on the investment must be rea-

sonably expected to be sufficient to fulfill the terms and conditions

of the loan agreement, and the investment must not relate in any
way to the operation of, and must not be made in the normal
course of, the trade or business of the taxpayer or any related

person.
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Research and experimental expense allocation ^^

Regulations promulgated in 1977 set forth a rule for allocating
and apportioning research expenses (Treas. Reg. sec. 1.861-8(e)(3)).

Since 1981, however, a series of temporary statutory allocation
rules has preempted the statutory rules in whole or in part. The
currently applicable temporary statutory rule is found at section

864(f) of the Code, and applies only to a taxpayer's first 2 taxable
years beginning after August 1, 1989 and on or before August 1,

1991. The following discussion is divided into sections on the regu-
lation and the current statutory rule.®^

Regulation

The Treasury regulation on research expense allocation and ap-
portionment provides that research expenses are ordinarily consid-
ered definitely related to all gross income reasonably connected
with one or more of 32 product categories based on two-digit classi-

fications of the Standard Industrial Classification ("SIC") system.
Research expenses are not traced solely to the income generated by
the particular product which benefited from the research activity.

Instead, these expenses are associated with all the income within
the SIC product group in which the product is classified.

The regulation contemplates that taxpayers will sometimes un-
dertake research solely to meet legal requirements imposed by a
particular governmental entity with respect to improvement or
marketing of specific products or processes. In some cases, such re-

search cannot reasonably be expected to generate income (beyond
de minimis amounts) outside that governmental entity's jurisdic-

tion. If so, the deductions allowable for such associated research ex-

penses are allocated solely to gross income from the geographic
source that includes that jurisdiction.

After research expenses incurred to meet legal requirements are
allocated under the above rule, any remaining research expenses
generally are apportioned to foreign source income based on the
ratio of total foreign source sales receipts in the SIC product group
with which the expenses are identified to the total such worldwide
sales receipts in that product group (the "sales" or "gross receipts"
method). In computing this fraction, sales by a party controlled or
uncontrolled by the taxpayer may be taken into account if the
party can reasonably be expected to benefit from the research ex-

pense. However, the regulation provides that a taxpayer using the
sales method may first apportion at least 30 percent of research ex-

pense remaining after allocation to meet legal requirements exclu-
sively to income from the geographic source where over half of the
taxpayer's research and development is performed.

"* For a more detailed discussion of the tax jwlicy implications of the rules discussed below,
see Joint Committee on Taxation, Description of Proposals Relating to Research and Develop-
ment Incentive Act of 1987 (S. 58) and Allocation of R&D Expenses to U.S. and Foreign Income
(S. 716) (JCS-6-87), April 2, 1987, reprinted in Interaction Between U.S. Tax Policy and Domestic
Research and Development: Hearings on S. 58 and S. 716 Before the Subcomm. on Taxation and
Debt Management of the Senate Comm. on Finance, 100th Cong., 1st Sess. (1987).

*' For an explanation of the temporary statutory rules as they were in effect between 1981
and 1988, see, e.g.. Joint Committee on Taxation, Description of Tax Provisions Expiring in 1991
and 1992 (JCS-2-91), February 28, 1991, at 12-13.



165

Thus, for example, a taxpayer that performs 50 percent or more
of its research and development in the United States may auto-

matically apportion at least 30 percent of its remaining research
expense to U.S. source income. A taxpayer can choose to apportion
to the geographic source where research and development is per-

formed a percentage of research expense significantly greater than
30 percent if the taxpayer establishes that the higher percentage is

warranted because the research and development is reasonably ex-

pected to have a very limited or long-delayed application outside

that geographic source.

Alternatively, subject to certain limitations, a taxpayer may elect

to apportion its research expense remaining after any allocation to

meet legal requirements under one of two optional gross income
methods. Under these optional methods, a taxpayer generally ap-

portions its research expense on the basis of relative amounts of

gross income from U.S. and foreign sources. If a taxpayer makes an
automatic place-of-performance apportionment, the taxpayer may
not use either optional gross income method.
The basic limitation on the use of the optional gross income

methods is that the respective portions of a taxpayer's research ex-

pense apportioned to U.S. and foreign source income using these

methods can not be less than 50 percent of the respective portions

that would be apportioned to each income grouping using a combi-
nation of the sales and place-of-performance apportionment meth-
ods.

If this 50-percent limitation is satisfied with respect to both
income groupings, the taxpayer may apportion the amount of its

research expense that remains after allocation under the legal re-

quirements test ratably on the basis of foreign and U.S. gross

income. If the 50-percent limitation is not satisfied with respect to

one of the income groupings, then the taxpayer must apportion to

that income grouping 50 percent of the amount of its research ex-

pense which would have been apportioned to that income grouping
under the sales and place-of-performance methods. A taxpayer
electing an optional gross income method may be able then to

reduce the amount of its research expense apportioned to foreign

source income to as little as one-half of the amount that would be
apportioned to foreign source income under the sales method.
For example, consider a taxpayer with $110 of U.S.-performed re-

search expense and equal U.S. £ind foreign sales. Assume that $10
of the research expense is to meet U.S. legal requirements and is

allocated to U.S. source income. Of the remaining $100, 30 percent

($30) is exclusively apportioned to U.S. source income under the
automatic place-of-performance rule and the remaining $70 is di-

vided evenly between U.S. and foreign source income, using the
sales method. Thus, under this method $35 would be allocated to

foreign source income and $75 would be allocated to U.S. source
income. Under the optional gross income methods, the $35 of re-

search expense allocated to foreign sources can be reduced as much
as 50 percent, to $17.50. This can occur, for example, if the foreign

sales were made by a foreign subsidiary that did not repatriate

earnings to the U.S. corporation, and thus a disproportionately
high fraction of the U.S. corporation's income is from U.S. sources.
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The optional gross income methods apply to all of a taxpayer's
gross income, not gross income on a product category basis.

Statutory rules—current law

In general.—Effective for a taxpayer's first two taxable years be-
ginning after August 1, 1989, and on or before August 1, 1991, the
treatment of research and development expenditures incurred to
meet legal requirements generally is unchanged from the regula-
tory rule described above. As for the remainder of research ex-
penses, 64 percent of U.S.-incurred R&D expenses are allocated to
U.S. source income, 64 percent of foreign-incurred R&D expenses
are allocated to foreign source income, and the remainder of R&D
expenses are allocated and apportioned either on the basis of sales
or gross income, but subject to the condition that if income-based
apportionment is used, the amount apportioned to foreign source
income can be no less than 30 percent of the amount that would
have been apportioned to foreign source income had the sales
method been used.
For example, assume that an unaffiliated U.S. taxpayer has $100

of U.S. research expenses and $100 of foreign research expenses,
that 50 percent of relevant gross sales produce foreign source
income, and that 10 percent of the taxpayer's gross income is from
foreign sources. Under the statute, assuming there is no legal re-

quirements allocation, $125.20 of the qualified research and experi-
mental expenditures may be allocated and apportioned to U.S.
source income. The statute allocates $64 to U.S. source income
using the automatic place-of-performance allocation for U.S. re-

search expenses, and $64 to foreign source income using the auto-
matic place-of-performance allocation fpr foreign research ex-

penses. Of the remaining $72 of qualified research and experimen-
tal expenditures, $61.20 may be apportioned to U.S. source income.
A straight gross income apportionment of the $72 remainder would
have resulted in apportioning $64.80 to U.S. source income, and
$7.20 to foreign source income, while a gross sales app>ortionment
would have resulted in apportioning $36 to U.S. source income and
$36 to foreign source income. The gross sales limit provides that a
minimum of 30 percent of $36, or $10.80, must be apportioned to

foreign source income. Therefore, of the $72 of expenses remaining
for apportionment after the automatic place-of-performance alloca-

tions, no more than $61.20 may be apportioned to U.S. source
income.

Affiliated group and possession corporations.—As is already true
for research expenses that would, but for section 864(f), be covered
by the general expense allocation rules introduced in the 1986 Act
(sec. 864(e)), the statute generally provides that allocation and ap-
portionment of research expenses, like other expenses, is to be de-

termined as if all members of the affiliated group (plus any section

936 companies (possession corporations) that would be eligible to

consolidate absent statutory prohibition) were a single corporation.
However, in the case of a section 936 company that has elected

either the cost sharing or profit split method of computing its in-

tangible property income (sec. 936(hX5XC)), its sales and gross
income from products produced in whole or in part in a possession,

and dividends paid by such company attributable to sales of such
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products, are not taken into account under the statute to the
extent that the company is allowed a credit under section 936 with
respect to gross income on those products that is intangible proper-
ty income.
The statute provides the Treasury with the authority to pre-

scribe such regulations as may be necessary to carry out the pur-
poses of the one taxpayer rule and its exceptions regarding section
936 companies. In addition to providing the safeguards addressed in

the regulations under the general one taxpayer rule of section
864(e), these regulations are to provide for the source of gross
income and the allocation and apportionment of deductions to take
into account the adjustment to group-allocable qualified research
and experimental expenditures for research expenses treated as
cost sharing amounts under section 936. In addition, these regula-
tions may provide for an adjustment to group-allocable research ex-

penditures to take into account certain bona fide cost sharing pay-
ments by foreign affiliates, where necessary and appropriate in

light of the purposes of the one taxpayer rule. It is anticipated that
in taking into account cost sharing amounts, the regulations will

prevent any disproportionate reduction in the amount of research
expenses allocated and apportioned to foreign source income.
Allocation for space, ocean, and Antarctica research expenses.—

The statute sets forth a specific rule for research conducted in

space, on or beneath the ocean, or in Antarctica. Research ex-

penses incurred by U.S. persons for activities conducted in space, in

Antarctica, or on or under water not within the jurisdiction (as rec-

ognized by the United States) of a foreign country, U.S. possession,

or the United States, are allocated and apportioned in the same
manner as if they were attributable to activities conducted in the
United States. Similarly, research expenses for such activities in-

curred by non-U.S. persons are allocated and apportioned as if they
were attributable to activities conducted outside the United States.

Income taxes

The United States taxes U.S. persons on their worldwide income,
while U.S. States and their political subdivisions tend to impose tax
on a more territorially limited basis, at least with respect to corpo-
rate taxpayers. Nevertheless, a State may include in its income tax
base, even for a corporate taxpayer, income that for Federal pur-
poses would be sourced foreign. ^° Therefore, Treasury regulations
require that State and local income taxes be allocated to and ap-

portioned between income from U.S. and domestic sources, on the
principle that the deduction for State income taxes is definitely re-

lated to the gross income with respect to which those taxes are im-
posed (Treas. Reg. sec. 1.861-8(e)(6)).

General presumption

In order to determine the portion (if any) of a State's income tax

that is allocated and apportioned to foreign source income, the reg-

ulations generally require that the allocation and apportionment
be made by reference to the tax base (determined under State law)

to which that State's tax rate is applied. The regulations embody a
presumption that State income taxes are allocable to a class of

^° For example, a State may include in its tax base dividends from foreign corporations which
dividends would be foreign source income under Federal tax rules.
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gross income that includes foreign source income when the State
tax base exceeds the amount of U.S. source taxable income deter-

mined under the Code (disregarding the deduction for State income
taxes). Under the regulations, generally State tax on the State tax
base not in excess of Federally computed U.S. source income gener-
ally may be allocated to U.S. source income.
For example, assume that a taxpayer has $1,000,000 of Federal

taxable income from its business operations (disregarding State
income tax deductions), of which $200,000 is foreign source. Assume
that on the basis of a three-factor formula taking into account all

of the taxpayer's assets, a State with a 10 percent tax rate imposes
its tax on $950,000 of that taxpayer's income, for a State tax liabil-

ity of $95,000. Under the regulation. State tax is apportioned to for-

eign source income on the basis of the $150,000 excess of State tax-

able income ($950,000) over Federsd U.S. source taxable income
($800,000). In this example, therefore, $15,000 of State tax (i.e., 10

percent of $150,000) is apportioned to foreign source income, £ind

$80,000 of State tax is apportioned to U.S. source income (see 'Treas.

Reg. sec. 1.861-8(g), Example 25).

As another example, assume that a State's apportionment formu-
la does take into account foreign-source-income-producing oper-

ations of a taxpayer, but that the resulting State tax base is equal
to or less than the taxpayer's U.S. source income as computed for

Federal tax purposes under the Internal Revenue Code. The regula-

tions suggest that in such a case, State income tax need not in gen-

eral be allocated or apportioned to foreign source income.

Modification to the presumption

The general presumption described above is modified or other-

wise affected under the regulations in cases where a particular

State law prohibits taxation of foreign source income; where the
taxable income of the taxpayer is split among several States, some
of which have no income tax system; or where a State's law in-

cludes foreign source income in its apportionment formula base
without a corresponding inclusion of foreign factors that would
cause that foreign income to be apportioned out of the State

income tax base.
As an example of the first modification, assume that a State uses

an apportionment formula to determine the portion of a taxpayer's

world-wide income which is to be taxed. Assume further that under
State law all foreign source income, as determined by the Code, is

exempt from State taxation and the State tax apportionment base,

and State-law apportionment factors relating to foreign-source-

income-producing operations are excluded from the State appor-

tionment formula. In such a case the regulations indicate that

none of that State's tax is allocated or apportioned to foreign

source income (Treas. Reg. sec. 1.861-8(g), Example 26).

The regulation further provides for a refinement of the basic pre-

sumption described above when a taxpayer's income could be
partly attributed to a State imposing no income tax. Assume for ex-

ample that a taxpayer has operations in two States. One State im-

poses tax on a base of $600,000, determined by formulary appor-

tionment. The other State has no income tax. Federal taxable

income (disregarding the State income tax deduction) is $1,000,000,



169

of which $200,000 is foreign source. Because U.S. source taxable
income includes income from transactions related to both States,

before determining that the State tax on the $600,000 is solely tax
on a portion of the $800,000 of U.S. source income, and therefore
not allocable or apportionable at all to its foreign source income,
the taxpayer must under the regulations first make an estimate of
the amount of taxable income that could h3rpothetically be attrib-

uted to activities in the non-taxing State, using any reasonable
method the taxpayer chooses (e.g., the rules of the Uniform Divi-

sion of Income for Tax Purposes Act). If the result of this estimate
is that $200,000 or less of taxable income would reasonably be allo-

cated to the non-taxing State, then the regulations suggest that
none of the other State's tax need be allocated or apportioned to

foreign source income. If the result is that more than $200,000 of
taxable income would reasonably be allocated to the non-taxing
State, then under the regulations a portion of the $600,000 is allo-

cated and apportioned to foreign source income {see Treas. Reg. sec.

1.861-8(g), Example 27),

A third regulatory exception to the general presumption con-
cerns the case where a U.S. corporation receives foreign source
"portfolio" dividends from a controlled foreign corporation, or divi-

dends from the controlled foreign corporation the majority of the
stock of which is not held by the U.S. taxpayer. In particular, the
exception applies where State law includes those dividends in the
taxpayer's apportionment formula base without a corresponding in-

clusion of factors of the controlled foreign corporation in the appor-
tionment formula. (Were such factors so included, the State tax on
the dividends could be diluted or completely eliminated through op-
eration of the formula.) Where the factors of the controlled foreign
corporation are not included, the regulation provides that a portion
of the State tax is considered directly related to the amount of the
dividend times the State apportionment fraction.

Assume for example that a U.S. company has $100,000 of portfo-

lio dividends subject to the above State law treatment in a State
with a 10 percent income tax, and that the comparison of the com-
pany's in-State factors with its worldwide factors results in a State
apportionment fraction of 50 percent. Under the regulation, $5,000
of the U.S. company's State tax (i.e., 10 percent of 50 percent of the
dividend amount) is allocated entirely to its foreign source portfolio

dividend (Treas. Reg. sec. 1.861-8(g), Example 28).

The regulations also permit taxpayers to elect to compare Feder-
ally computed U.S. source income with the State tax base using
either a modified State tax base, or, under an elective S£ife harbor
method of allocation and apportionment, a Federally computed tax
base inflated by 10 percent. As on example of a modified State tax
base, assume that in a particular instance a State computes a tax-

payer's State tax base as an amount greater than the taxpayer's
Federally computed U.S. source income, but that the excess is due
to a difference in the rate of allowable depreciation or the amount
of another deduction that allowable under both the State and Fed-
eral income tax systems. The regulations contemplate that, with
the approval of the District Director, the State tax base may be re-

duced (for Federal expense allocation purposes) to reflect more ac-

curately the income with respect to which the State income tax is
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imposed (Treas. Reg. sec. 1.861-8(e)(6XiiXC)(^) and (g), Example 31\
which may result in reduction or elimination of any allocation or
apportionment of State tax to foreign source income. By contrast, a
taxpayer is not permitted to modify the State income tax base of a
formulary apportionment State for this purpose by reconstructing
State income under a principle of separate entities dealing at arm's
length (Treas. Reg. sec. 1.861-8(g), Example 32).

Finally, the regulations provide two elective safe harbor methods
of allocation and apportionment. Once made, these elections must
be followed every year unless revoked with the consent of the IRS.
Under the first such method, there may be direct allocations of

State tax to foreign source portfolio dividends, but there is, in gen-
era\ no further apportionment of State income tax between re-

maining U.S. and foreign source income if the State-law income tax
base (after modifications to the presumed State tax base to account
for States without income taxes, as described above) does not
exceed 110 percent of the U.S. source Federal tax base. If the State-

law income tax base does exceed 110 percent of the U.S. source
Federal tax base, then under this safe harbor State tax is appor-
tioned to U.S. source income in the proportion that 110 percent of
the U.S. source Federal tax base (rather than 100 percent, as under
the general presumption) bears to the entire State tax base (Treas.

Reg. sec. 1.861-8(eX6XiiXDX^) and (g). Example 33(ii)).

For example, assume that a taxpayer has Federal taxable income
from its business operations (disregarding State income tax deduc-
tions) of $1,000,000 of which $200,000 is foreign source. Assume
that on the basis of a three-factor formula taking into account all

of the taxpayer's assets, a State with a 10 percent tax rate imposes
its tax on $950,000 of that taxpayer's income, for a State tax liabil-

ity of $95,000. Under the first safe harbor, assuming there are no
no-tax States involved or foreign portfolio dividends, the State tax
base could be compared with 110 percent of U.S. source income, or
$880,000. Since the State tax base exceeds $880,000, the State tax
attributable to that amount—$88,000—is apportioned to U.S.
source income, and the remaining $7,000 of State tax is appor-
tioned to foreign source income.
Under the second safe harbor method, the State-law income tax

base is compared to 100 percent of the U.S source Federal tax base
(again after making necessary modifications for no-tax States).

After direct allocations of State t£ix to foreign source portfolio divi-

dends and to other foreign source income teixed by any State that
uses the worldwide unitary business theory of taxation, if neces-

sary, an amount of State tax is apportioned to U.S. source income
in the proportion that U.S. source Federal taxable income bears to

the State income tax base. A further amount of State tax is then
apportioned to U.S. source income in the proportion that U.S.

source Federal taxable income bears to total Federal taxable
income (Treas. Reg. sec. 1.861-8(eX6XiiXDX«?) and (g). Example
33(iii)).

Using the facts of the above example, there is an initial appor-
tionment of $80,000 of State tax to U.S. source income. The remain-
ing $15,000 of State tax is apportioned based on the ratios of U.S.
and foreign source income to total Federal income. Thus, an addi-

tional $12,000 of tax is apportioned to U.S. source income—$15,000
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times the ratio of $800,000 to $1,000,000, or 80 percent—and the re-

maining $3,000 of tax is apportioned to foreign source income.

Charitable contributions

Current Treasury regulations, in effect since 1977, provide that
deductions which generally are considered as not definitely related

to any gross income, and therefore are ratably apportioned on the
basis of gross income, include the deduction for charitable contribu-

tions (Treas. Reg. sec. 1.861-8(eX9Xiv)).^* Depending on the circum-
stances, a given pajrment to a particular charity may qusdify for

deductibility either as charitable contributions (sec. 170) or as ordi-

nary and necessary business expenses (sec. 162), but not both (sec.

162(b)). A charitable contribution may be distinguished from an or-

dinary and necessary business expense on the basis of the nexus (or

lack thereof) between the contribution and income of the business.

That is, contributions that bear a direct relationship to the taxpay-
er's trade or business and that are made with a reasonable expecta-
tion of financial return commensurate with the amount of the
transfer may be deductible as trade or business expenses (or treat-

ed as capital expenditures) rather than as charitable deductions
(Treas. Reg. sec. 170A-l(c)(5)). Thus, pajmaents that are deductible
under section 170 of necessity bear an attenuated relationship to

income of the taxpayer, which may be consistent with the current
regulatory approach that charitable contributions are not definite-

ly related to any gross income, class of gross income, or grouping
(statutory or residual) of gross income.

Regulations proposed in March 1991 would alter the general
rule, effective for taxable years beginning after March 12, 1991, in

cases where the use of the contribution is restricted either to

purely domestic or purely foreign uses.®^ Under the proposal, a
charitable contribution deduction generally will be allocated solely

to U.S. source gross income if the taxpayer both designates the con-

tribution for use solely in the United States and reasonably be-

lieves that the contribution will be so used. Conversely, a charita-

ble contribution deduction will be allocated solely to foreign source
gross income if the taxpayer knows or has reason to know that the
contribution will be used solely outside the United States or that
the contribution may necessarily be used only outside the United
States.

Thus, under the proposal, a charitable contribution by a U.S.
company with headquarters in a U.S. city to the local symphony
orchestra solely for local use may be allocated solely to the compa-
ny's U.S. source income, while under the general rule of the cur-

rent regulations, the deduction would have been apportioned be-

tween U.S. and foreign source gross income on a pro rata basis. On
the other hand, a charitable contribution by the U.S. company

*' Further, in Notice 89-91, the Treasury announced that the one taxpayer rule will apply to

all expenses and deductions that are not definitely related to a particular class of income.
"Thus, for example, the deduction for charitable contributions allowed by section 170 would be
subject to tdlocation and apportionment under sec. 1.861-14T. The deduction for charitable con-
tributions is considered to relate to all the members of an £ifflliated group and not to any subset
thereof." 1989-2 C.B. 408, 409. Accord, Proposed Treas. Reg. sec. 1.861(eX12Xv), INTI^l 16-90,

1991-14 I.R.B. 35.
»=» Proposed Treas. Reg. sec. 1.861-8(eX12), INTL-116-90, 1991-14 I.R.B. 35.
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purely to benefit foreign disaster victims would under the proposal
reduce only foreign source taxable income, while under the general
rule of the current regulations, a portion of the deduction would
have befin apportioned to the company's U.S. source gross income.

Other deductions

The regulations expressly treat several other types of deductions
as well, including stewardship expenses attributable to dividends
received; legal and accounting fees and expenses; and losses on the
sale, exchange, or other disposition of property.^^

Stewardship expenses

Stewardship expenses are those undertaken for the taxpayer's
benefit as an investor in a related corporation, acting in an over-
sight capacity. For example, assume that the staff of a foreign sub-
sidiary corporation of a U.S. corporation, after analyzing the sub-
sidiary's borrowing needs and potential borrowing sources, submits
a report of its findings with a plan of borrowing to the U.S. parent.
If the staff of the parent corporation reviews the report to deter-

mine whether to advise the subsidiary to reconsider the plan, then
this review is considered under the regulation to be a stewardship
function. In contrast, if the staff of the parent corporation were to

provide services to the subsidiary, for which unrelated parties

acting at arm's length would pay a fee, then the expenses of pro-

viding those services are considered definitely related to the
income of the parent from the fee. The distinction is one between
services obtained by the subsidiary from the parent (rather than
from its own staff or third parties) for the subsidiary's benefit, and
oversight or stewardship functions the parent performs for its own
benefit and that may duplicate the functions that the subsidiary
performs for itself or through its agents.
The regulation provides that the deductions resulting from stew-

ardship or overseeing functions are incurred as a result of, or inci-

dent to, the ownership of the related corporation, and are consid-

ered definitely related and allocable to dividends received or to be
received from the related corporation (Treas. Reg. sec. 1.861-8(e)(4)).

Methods of apportionment between the statutory and residual

groupings which the regulations indicate could possibly be utilized

with respect stewardship expenses include comparisons of time
spent by employees (weighted to take into account differences in

compensation), or comparisons of each related corporation's gross
receipts, gross income, or unit sales volume, assuming that stew-
ardship activities are not substantially disproportionate to such fac-

tors.

Legal and accounting expenses

The regulation provides that such services must be assigned to

the class of income to which the particular legal or accounting
service relates. For example, accounting fees for the preparation of

a study of the costs involved in manufacturing a specific product
ordinarily are definitely related to the class of gross income derived

'^ Certein personal expense items are also dealt with in the allocation and apportionment reg-

ulations (Treas. Reg. sec. 1.861-8(eX9)).
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from (or which could reasonably have been expected to be derived
from) that specific product (Treas. Reg. sec. 1.861-8(eX5)).

Losses on sale of an asset

The regulations provide that the deduction allowed for loss recog-

nized on the sale, exchange, or other disposition of a capital asset
or section 1231 property is considered definitely related and alloca-

ble to the class of gross income to which the asset ordinarily gives

rise in the hands of the taxpayer (Treas. Reg. sec. 1.861-8(eX7)).

However, as described in D.I., above, the sourcing of gain from the
disposition of property can differ from the sourcing of the ordinary
income generated by the property. In some cases, for example, gain
from the disposition of property is sourced on the basis of the resi-

dence of the taxpayer (sec. 865), while income from property may
be sourced on the basis of the location of the property, of the use of
the property, or the residence of the payor of the income.
For example, by statute, interest on a loan extended by a U.S.

resident to a foreign person genersdly is treated as foreign source
gross income. The general statutory treatment of gains from dispo-

sitions of the loan, or from foreign currency gain upon repayment
of the loan (assuming that the loan is a section 988 transaction) re-

alized by the U.S. resident, on the other hand, suggests that the
gain generally is treated as U.S. source income. There is no par-

ticular statutory rule addressing the source of a loss on disposition

or write-off of the loan.^* The Treasury Department has announced
that regulations to be issued under section 865 will provide that,

for banks, a loss derived from the disposition or specific charge-off
of a loan will in general be apportioned between U.S. and foreign
source gross income on the basis of the relative values of the
bank's U.S. and foreign assets (Notice 89-58, 1989-1 C.B. 699). Thus,
if the particular loan that goes bad generated foreign source inter-

est income, a portion of the loss on its disposition or charge-off may
be apportioned to U.S. source income based on the composition of
the rest of the bank's loan portfolio.

One-taxpayer rule—deductions other than interest

Like interest expense, expenses other than interest which are not
directly allocable or apportioned to any specific income producing
activity are allocated and apportioned as if all members of the af-

filiated group were a single corporation (sec. 864(eX6)). Regulations
provide that this one-t£ixpayer rule may apply to research ex-

penses, stewardship expenses, legal and accounting expenses, and
other supportive expenses (such as overhead, general and adminis-
trative, supervisory expenses, advertising, marketing, and other
sales expenses), as well as all expenses and deductions that are not

»" The legislative history of the 1986 Act stated that

regulations are to be prescribed by the Secretary carrying out the purposes of the Act's
source rule provisions [which added section 865 to the Code], including the application
of the provisions to losses from sales of personal property and to income derived from
trading in futures contracts, forward contracts, options contracts, and similar instru-

ments. It is £mticipated that regulations will provide that losses from sales of personal
property generally will be allocated consistently with the source of income that gains
would generate but that variations of this principle may be necessary.

Staff of the Joint Committee on Teixation, 100th Cong., 1st Sess., General Explanation of the
Tax Reform Act of 1986 at 922-23 (1987).
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definitely related to a particular class of income (such as charitable

deductions) (Treas. Reg. sec. 1.861-14T(eXlXi); Notice 89-91, 1989-2

C.B. 408).

As in the case of interest, the affiliated group in this context gen-
erally is defined by reference to the rules for determining whether
corporations are eligible to file consolidated returns. Also as in the
case of interest, the affiliated group for expense allocation purposes
includes any corporation which h£is elected the application of the
possession tax credit for the taxable year, if the corporation would
be excluded solely for this reason from the affiliated group as de-

fined for consolidation purposes.
There are a number of differences, however, in the one-taxpayer

rule as applied to interest as opposed to non-interest expenses. For
example, financial institutions are included in the same affiliated

group as other t3rpes of companies for purposes of allocating ex-

penses other than interest, while for interest allocation purposes,

certain financial institutions may be treated as a separate affili-

ated group as explained above (Treas. Reg. sec. 1.861-14T(d)(3)). In
addition, the one-taxpayer regulations for purposes of allocating de-

ductions other than interest do not contain rules, as do the inter-

est-allocation regulations providing that certain corporations not
within the general definition of an affiliated group, such as any in-

cludible corporation if 80 percent of the vote or value of its stock is

owned directly or indirectly by an includible corporation or by
members of an affiliated group, will be considered to constitute af-

filiated corporations.

The rules for allocating expenses other than interest also provide
for the possibility that, depending on facts and circumstances, cer-

tain expenses other than interest may relate to fewer than all

members of the affiliated group, in which case only the affiliated

group members to which the expenses do relate are treated as a
single taxpayer (Treas. Reg. sec. 1.861-14T(cX2) and (eXD).

E. Transfer Pricing

1. Overview

In the case of a multinational enterprise under common control

that includes both a U.S. and a foreign corporation, the United
States may tax all of the income of the U.S. corporation, but only
so much of the income of the foreign corporation as satisfies the
relevant rules for determining a U.S. nexus.^^ The determination
of the amount of income that properly is the income of the U.S.

member of a multinational enterprise, and the amount that proper-

ly is the income of a foreign member of the same multinational en-

terprise thus is critical to determining the amount the United
States may tax as well as the amount other countries may tax.

** In different circumstances, the relevant nexus rules may depend on whether the income
has its source in the United States, whether the income is effectively connected with a U.S.

trade or business, or whether the income is connected with a business that operates through a
permanent establishment located in the United States. In certain situations, special rules treat

undistributed income of a foreign corporation owned by U.S. shareholders as the current income
of the U.S. shareholders. (See discussion of "U.S. Taxation of Income Earned Through Foreign
Corp>orations," in 11.B., above.)
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Due to the variance in tax rates (and tax systems) among coun-
tries, and possibly for other reasons, a multinational enterprise
may have a strong incentive to shift income, deductions, or tax
credits among commonly controlled entities to the entity in the
most favorable tax jurisdiction in order to arrive at a reduced over-
all tax burden. ®® Such a shifting of items between commonly con-
trolled entities might be accomplished by setting artificial transfer
prices for transactions between group members.
As a simple illustration of how transfer pricing might reduce

taxes, assume a U.S. corporation has a wholly owned foreign sub-
sidiary. The U.S. corporation manufactures a product domestically
which it then sells to the foreign subsidiary. The foreign subsidi-

ary, in turn, sells the product to unrelated third parties. Due to the
U.S. parent's control of its subsidiary, the price which is charged
by the parent to the subsidiary could theoretically be set independ-
ently of ordinary market forces. If the foreign subsidiary is estab-
lished in a jurisdiction that would subject its profits from the sale

of the product to an effective rate of tax lower than the effective

U.S. tax rate (and assuming that the income earned by the foreign
subsidiary would not be currently taxed by the United States
either directly or via an income inclusion to the U.S. parent compa-
ny), then the U.S. corporation may be inclined to undercharge the
foreign subsidiary for the product. By doing so, a portion of the
combined profits of the group from the manufacture and sale of the
product would be shifted out of a high-tax jurisdiction (the United
States) and into a lower-tax jurisdiction (the foreign corporation's
home country).^ '^ The ultimate result of this process would be a re-

duced worldwide tax liability of the multinational enterprise.
The case of Bausch & Lomb, Inc. v. Commissioner,^^ provides an

example of a U.S. manufacturer that possesses an effective monop-
oly over sophisticated manufacturing technology, and that technol-
ogy is used to produce a product marketed solely through the serv-

ices and marketing intangibles of the U.S. manufacturer. The man-
ufacturer places the techology in the hands of a foreign subsidiary
subject to a complete source-country income tax exemption, and
does not legally guarantee the subsidiary the price at which it

would buy, or whether it would buy, all of its product. In Bausch &
Lomb it was held possible for the subsidiary to retain in effect one-
half of the profit to be generated by sales (at the price charged by
the subsidiary) of the product.
The Code authorizes the Secretary of the Treasury or his dele-

gate to redetermine the income that is properly the income of an

^* The relative statutory tax rates of different jurisdictions do not necessarily reflect their rel-

ative effective tax rates. Thus, factors other than relative statutory tax rates may affect a multi-
national's incentive to place income or deductions in a particular tax jurisdiction. Factors that
might reduce a high statutory rate to a low effective tax rate might include, for example, the
ability to avoid a high statutory tax rate by timing rules permitting significant deferral; or by
tax planning permitted under a country's combined internal and treaty tax rules (including for

example, routing income to low-tax third country affiliates so that it is not taxed in the home
country). The effectiveness of tax administration in a country may also be a factor. Other factors
that can affect the level of tax borne by income reported in a particular jurisdiction include the
availability of double tax relief (e.g., a foreign tax credit), and liability for customs or other
duties.

*' By contrast, U.S. companies owning foreign subsidiaries that are located in countries with
effective tax rates in excess of the U.S. rates may have an incentive to overcharge for sales from
the United States in order to shift profits, and the resulting tax, into the United States.

»8 No. 89-4156 (2d Cir. May 14, 1991), aff'g 92 T.C. 525 (1989).
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entity subject to U.S. taxing jurisdiction, when it appears that an
improper shifting of income between that entity and a commonly
controlled entity in another country has occurred (sec. 482). This
authority is not limited to reallocations of income between differ-

ent taxing jurisdictions; it permits reallocations in any common
control situation including reallocations between two U.S. entities.

However, it has significant application to multinationgil enterprises
due to the incentives for taxpayers to shift income in such situa-

tions to obtain the benefits of significantly different effective tax
rates or for other reasons.

Determinations under section 482 that allocate additional income
to the United States might theoretically subject a taxpayer to

double taxation, if both the United States and another country im-
posed tax on the same income £uid the other country did not agree
that the income should be reallocated to the United States. Tax
treaties generally provide mechanisms to attempt to resolve such
disputes in a manner that may avoid double taxation if both coun-
tries agree. Such mechanisms generally include the designation of

a "competent authority" by each country, to act as that country's

representative in the negotiation attempting to resolve such dis-

putes. Such competent authority procedures do not guarantee that
double tax may not be imposed in a particular case. Rather, the
success of the procedure in each case depends on the outcome of

the negotiations.

2. Code section 482

Code section 482 grants the Secretary of the Treasury broad au-

thority to allocate income, deductions, credits or allowances be-

tween any commonly controlled organizations, trades, or business
in order to prevent evasion of taxes or clearly to reflect income. ^^

The statute generally does not prescribe any specific reallocation

rules that must be followed, other than establishing the general
standards of preventing tax evasion and clearly reflecting income.
Treasury regulations adopt the concept of the arm's length stand-

ard as the method of determining whether reallocations are appro-
priate. Thus, the regulations attempt to identify the respective

amounts of teixable income of the related parties that would have
resulted if the parties had been uncontrolled parties dealing at

arm's length (Treas. Reg. sec. 1.482-l(bXl)).

The 1986 Act amended section 482 to require that in the case of

certain transfers or licenses of intangible property, the income with
respect to such transfer or license shall be "commensurate with
the income attributable to the intangible." ^°° The legislative histo-

ry of this provision stated that the relationship between related

parties is different from the relationship between unrelated parties

and that comparable unrelated party transactions often cannot be

'* Section 482 states in part: "In any case of two or more organizations, trades, or businesses

(whether or not incorpwrated, whether or not organized in the United States, and whether or

not affiliated) owned or controlled directly or indirectly by the same interests, the Secretary

may distribute, apportion, or £dlocate gross income, deductions, credits, or allowances between
or among such organizations, trades, or businesses, if he determines that such distribution, ap-

portionment, or allocation is necessary in order to prevent evasion of taxes or clearly to reflect

the income of any of such organizations, trades, or businesses."
•"0 P.L. 99-514, section 1231(eXl).
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found, particularly in the case of intangibles. The legislative histo-

ry stated that the Treasury Department should conduct a compre-
hensive study of the intercompany pricing rules. ^ ° ^

Treasury regulations dealing with the 1986 Act provision have
not yet been issued, but the Treasury Department has released a
discussion draft study of intercompany pricing issues (the so-called

Treasury "White Paper") discussing the "commensurate with
income" standard for intangibles as well as other aspects of section
482. The White Paper generally re-endorsed the concept of the
arm's length standard for all types of transfers, including transfers
or licenses of intangibles. ^°^

The rules of section 482 apply whenever necessary to prevent
evasion of taxes or to clearly reflect the income of controlled tax-

payers. The IRS is not restricted in its application of section 482 to

cases of improper accounting, to fraudulent, or sham transactions,
or to cases of devices designed to reduce or avoid tax by shifting or
distorting income, deductions, credits, or allowances. Rather, its au-
thority to determine true taxable income by utilizing section 482
extends to any case in which, either by inadvertence or design, a
controlled taxpayer's taxable income is other than it would have
been had the taxpayer been conducting its affairs on an arm's
length basis with an uncontrolled person (Treas. Reg. sec. 1.482-

1(0).

According to an important line of judicial decisions, however, the
IRS may not always be empowered under present law to reallocate
income among related persons under section 482 on the grounds
that the transaction that they engaged in was not one that unrelat-
ed parties, acting freely, would have entered into. The IRS may be
restricted if certain local laws or regulations apply. In Commission-
er V. First Security Bank of Utah,^°^ the Supreme Court held that
if a national bank were prohibited by Federal banking law from re-

ceiving a percentage of credit life insurance premiums as sales
commissions for its activity of arranging credit life insurance for

its borrowers, then the commission that ordinarily would be paid to
the person who originated the business could not be included in the
income of the bank under section 482. A recent Tax Court decision,
Procter and Gamble v. Commissioner, ^^"^ has held that the First Se-
curity Bank analysis is equally applicable whether considering the
effect of foreign law or domestic law, because, according to the Tax
Court, where the controlling interest has not utilized its power to

'"» H.R. Rep. No. 99-426, 99th Cong., 1st Sess. 423-25 (1985).
'"2 U.S. Treasury Department (Office of International Tax Counsel and Office of Tax Analy-

sis) and Interned Revenue Service (Office of Assistant Commissioner (International) and Office of
Associate Chief Counsel (International)), A Study of Intercompany Pricing, Discussion Draft, Oc-
tober 18, 1988 (hereinafter "White Paper").

'03405 U.S. 394 (1972).
>°* 95 T.C. 323 (1990). In Procter and Gamble, the court found that Spanish law prohibited a

Spanish company from paying any royalty to a Swiss related company. The Swiss company li-

censed the Spemish company to use intangible property which the Swiss company had itself ob-
tained the permission to use and license by pajdng a roysdty to its U.S. parent. The royalty from
the Swiss company to the U.S. parent was measured by, among other things, the use that the
Spemish company made of the rights licensed to it by the Swiss company. Spanish law gave offi-

cials authority to restrict or permit payments by the Spanish compemy to foreign related compa-
nies. Such a restriction on related person payments was imposed on the Spanish company. For
purposes of the decision, the court did not find it significant that, had the Swiss company been
unrelated to the Spanish compeiny, payment of the royalty would not have been ill^al. The IRS
has appealed the Procter and Gamble decision.
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shift income, but instead the income has been shifted by operation
of the foreign law, a section 482 allocation is inappropriate. The op-

eration of foreign law in Procter and Gamble's case resulted in a
transaction on terms that unrelated parties would not accept. Nev-
ertheless, according to the Tax Court, section 482 does not apply
where the taxpayer's legitimate business purposes subject it to

legal restraints effectively blocking the receipt of income.

3. Regulations under section 482

In general

In evaluating whether income must be reallocated between relat-

ed parties to prevent the evasion of tax or clearly to reflect income,
the Treasury regulations adopt the concept of the arm's length
standard. Thus, the regulations attempt to determine what an
arm's length charge between unrelated parties would have been
and to adjust the income of related parties as necessary to reflect

such a charge. The regulations look principally to comparable
transactions between unrelated parties where they exist.

The present regulations contain rules addressing several kinds of
transactions. Although the goal in each case is to identify the
arm's length charge, the regulations provide somewhat different

formulations of the approaches to be used for each of five specific

types of transactions: loans and advances, the performance of serv-

ices, the use of tangible property, the sale of tangible property, and
the licensing or sale of intangible property. In each of these types
of cases, the regulations attempt to prescribe methods to identify

the relevant comparable unrelated party transaction and to pro-

vide adjustments for differences between such transactions and the
related party transactions. In some instances the regulations also

provide safe harbors.

Loans or advances

The regulations generally provide for reallocations if there are
loans or advances between controlled parties and no interest has
been charged or interest has been charged at a rate not equal to an
arm's length rate, determined taking account of all the facts and
circumstances (Treas. Reg. sec. 1.482-2(a)).

Safe harbor rates are provided if the lender is not regularly en-

gaged in the business of making loans or advances of the same gen-
eral t5rpe to unrelated parties. The regulations provide a specified

safe-harbor range between a minimum and maximum rate, based
on the applicable Federal rate in effect when the loan or advance
is made. In the safe-harbor situations, the taxpayer can establish a
more appropriate rate based on all the facts and circumstances
under the arm's length standard. If the actual rate charged is less

thgin the safe-harbor minimum rate, however, the taxpayer may
not establish that an arm's length rate would be even less than the
amount actually charged. Similarly, if the rate actually charged is

greater than the safe-harbor maximum rate, the taxpayer may not
establish that an arm's length rate is even greater than the
amount charged (Treas. Reg. sec. 1.482-2(aX2)(iii)).i°5

'"* Different safe harbors are provided under earlier regulations for transactions before May
9, 1986 or after that date pursuant to certain binding contracts.
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A special rule applies if the loan represents the proceeds of a
loan that the lender acquired at the situs of the borrower from an
unrelated party. In that case, the arm's length rate is presumed to

be the rate paid to the unrelated party increased by any other costs

of the lender, unless the taxpayer can show that a different rate is

more appropriate (Treas. Reg. sec. 1.482-2(aX2Xii)).

The regulations generally require interest to be charged for the

entire period from the day indebtedness arises to the day it is satis-

fied. However, interest-free F>eriods are permitted in certain cir-

cumstances. As one example, interest is not required to be charged
on an intercompany trade receivable in the ordinary course of busi-

ness until the first day of the third calendar month following the

month in which the intercompany trade receivable arises (Treas.

Reg. sec. 1.482-2(aXlXiii)).

These regulations apply to all loans or advances including in-

debtedness arising in the ordinary course of business out of sales,

leases, or the rendition of services by or between members of the

group. They do not apply to loans or advances that are properly

characterized as equity.

Services

Related parties may perform services for one another either in

connection with the transfer of property or otherwise. The regula-

tions provide rules for determining the arm's length charge for

services when no property transfer is involved, including rules that

permit the use of a cost-recoupment measurement (without profit

to the service provider) in certain circumstances (where services

are not an integral part of the business activity of either the party

rendering or receiving the services) and safe harbors identiiF3dng

those circumstances flVeas. Reg. sec. 1.482-2(b)). However, where
services are provided in connection with the transfer of property,

the regulations require the amount of any allocation with respect

to the transfer to be made under the rules that apply to that type

of property transfer, so that no separate allocation to services is

made (Treas. Reg. sec. 1.482-2(bX8)).

Use of tangible property

The regulations generally provide for reallocations if tangible

property is leased to a controlled party and no rent is charged or

rent has been charged at a rate not equal to an arm's length

rental, determined taking account of all the facts and circum-

stances. The regulations describe factors to be taken into account

and prescribe rules permitting the use of certain safe harbors
where neither the owner nor the user of the leased property is en-

gaged in the trade or business of renting property (Treas. Reg. sec.

1.482-2(c)).

Tangible property transfers

In general.—In the case of transfers of tangible property, the reg-

ulations prescribe three methods to determine an arm's length

price and provide an order of priority as to which method must be
used if possible (Treas. Reg. sec. 1.482-2(e)). The three methods, in

order of priority, are: (1) the comparable uncontrolled price

method, (2) the resale price method, and (3) the cost plus method.
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Each of these methods attempts to determine an arm's length price
by looking to "comparable unrelated party transactions. The
nature of the unrelated party transactions and the data required
differs under each method. If none of the three prescribed methods
is applicable because no sufficiently comparable arm's length situa-

tions can be found, the regulations permit the use of another "ap-
propriate" method. The various methods that have been utilized

under this catch-all are commonly referred to as "fourth" methods.
However, the regulations provide no specific guidance with respect
to such other methods.
Comparable uncontrolled price ("CUP") method.—The compara-

ble uncontrolled price method determines an arm's length price
based on the actual prices charged in comparable sales between un-
related parties (Treas. Reg. sec. 1.482-2(eX2)). For example, if a
parent corporation sells property to its controlled subsidiary corpo-
ration, and if identical property is sold between unrelated parties
under identical conditions, the price actually charged between the
unrelated parties would be the comparable uncontrolled price and
would be the arm's length price for the sale between the controlled
corporations. This method must be used if comparable sales be-

tween unrelated parties exist. Sales generally are considered com-
parable to the sales at issue if substantially the same products are
sold under substantially the same conditions.

Resale price method.—If the comparable uncontrolled price

method is not available because of a lack of qualifying uncontrolled
sales, the regulations mandate the use of the resale price method if

the requirements of that method can be met (Treas. Reg. sec. 1.482-

2(eX3)). The resale price method is typically used for sales to a con-

trolled distributor or "reseller." This method determines an arm's
length price based on the resale profit margin realized by distribu-

tors that are not related to their suppliers. In order to provide
useful profit margin data, these unrelated distributors must per-

form distribution activities that are comparable to those performed
by the controlled distributor.

Cost plus method.—The regulations require use of the cost plus
method if neither of the two prior methods is avgdlable and if the
requirements for use of the cost plus method can be met (Treas.

Reg. sec. 1.482-2(eX4)). The cost plus method determines the arm's
length price of property in a sale to a controlled purchaser by look-

ing to the costs and markups of sellers engaged in selling compara-
ble products to unrelated parties. The cost plus method then ap-

plies the markup of such unrelated sellers to the costs of the seller

involved in the sale to a controlled party. The cost plus method
thus requires a determination of the commonly controlled seller's

cost of producing the property as well as a determination of the ap-

propriate unrelated party markup.
So-called "fourth methods".—The regulations provide that if the

standards for applying one of the three specified methods are met,
that method must be used unless the taxpayer can establish that,

considering all the facts and circumstances, some other method is

clearly more appropriate. Where none of the three prescribed

methods reasonably can be applied, another method can be used,

including variations on the prescribed methods (Treas. Reg. sec.

1.482-2(eXlXiii)).
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Use and transfer of intangibles

In general.—Intangibles may be transferred, or permitted to be
used, between related parties in connection with the transfer of

tangible property or otherwise. In the case of transfers or licenses

of intangibles the income of the transferor with respect to such
transfers or licenses must be commensurate with the income attrib-

utable to the intangible. ^°^ Although regulations have not yet been
issued, the Treasury Department White Paper sets forth prelimi-

nary views and recommendations regarding the "commensurate
with income" standard. ^°'^ The White Paper concludes that appli-

cation of the commensurate with income standard requires the de-

termination of the income from a transferred intangible, and a
functional analysis of the economic activities performed and the
economic costs and risks borne by the related parties in exploiting

the intangible in order to allocate income on the basis of the rela-

tive economic contributions of the related parties. *°® Moreover,
this standard requires that intangible income be redetermined and
reallocated periodically to reflect substantial changes in intangible

income, or in the economic functions performed, and economic
costs and risks borne, by the related persons. It applies to all types
of intangible property transfers, not just to transfers of so-called

high profit intangibles. ^°^

The rate of return method in the White Paper.—According to the
Treasury, the primary administrative difficulty relating to trans-

fers of intangible property is the failure of the regulations to speci-

fy a so-called fourth method of income allocation for situations in

which comparable transactions do not exist. ^*° A methodology is

proposed in the White Paper for allocating income which draws
upon various methods that have been used on an ad hoc basis by
the IRS, taxpayers, and the Courts. The Treasury Department has
suggested that under certain circumstances, rate of return ratio

methods may be used not only as a check on reasonableness of

other methods, but to actually determine and set transfer prices.

As discussed in the White Paper, the IRS would apply return ratio

methods for the pricing of intangibles where no exact or inexact

comparable exists. This method, known as the Basic Arm's Length
Return Method (BALRM), may only be applied in situations where
only one of the related parties has intangible assets without exact
or inexact comparables. Furthermore, this method may only be ap-

plied after performing "functional analysis" to identify different

'"^ The legislative history of the commensurate with income language, added to section 482 in

1986, expresses a concern that the prior law section 482 provisions may not have operated to

assure adequate allocations to the transferor, particularly in cases where a U.S. entity creates

manufacturing or other intangibles and transfers them to a controlled affiliate (for example, a
controlled manufacturer) in a low effective tax-rate jurisdiction. The legislative history general-
ly indicates that due to concerns about the lack of actual comparables, industry norms for li-

censes or transfers of intangibles that are transferred to unrelated parties may not be used as

safe harbors for transfer prices of intangibles that have not in fact been transferred to an unre-
lated party, smd that consideration must be given to the actual profit experience realized as a
consequence of the related party transfer. H.R. Rep. No. 99-426, 99th Ck)ng., Ist Sess. 423-425

(1985).
'o^ White Paper, n. 102, supra.
'08 According to the Treasury Etepartment, this is in accordance with what unrelated persons

would do and is, therefore, consistent with the arms-length principle. White Paper at 55.
•o* White Paper at 54-55.
"o/d. at 2.



182

components of the firm's business, assigning rates of return to each
line of business, and subsequently computing the rate of return of
the intangibles as the residual from the total. Since comparables
are relatively rare for intangibles, the suggested application of the
BALRM method would be applied in a significant portion of trans-
fer pricing cases. ^ ^ ^

4. AdministratlYe procedure

In general

Despite the regulatory detail, what does £ind does not constitute
an arm's-length arrangement remains fundamentally a question of
fact, and is, of necessity, based in part on information available
only from the taxpayer. Moreover, crucial data on comparables
may amount to trade secrets of the taxpayer's competitors, and
thus may be difficult to obtain, or if obtained, to use in the dispute
resolution process. The Treasury and IRS, in their 1988 white
paper on intercompsiny pricing, reported on tax administration dif-

ficulties in determining arm's-length prices: ^ ^ ^

A significant threshold problem in the examination of sec-

tion 482 cases has been IRS access to relevant information
to make pricing determinations. In some cases, relevant in-

formation is not furnished by the taxpayer to the examin-
ing agent. In other cases, long delays are experienced by
agents in receiving information, in most cases without ex-

planation for the delays. In many cases, delays in respond-
ing to [International Examiner] requests for information
exceed one year. Because of the emphasis upon timely clos-

ing of large cases in the recent past, section 482 cases have
been closed without receiving necessary information or
without the opportunity for agents to follow up on infor-

mation that has been provided.

The difficulty of resolving such cases is exemplified by the recent
case of Sundstrand Corp. v. Commissioner.^ ^^ The record in that
case disclosed that the taxpayer "from the beginning hampered re-

spondent's attempts to determine the true taxable income of the re-

lated parties," thereby putting the IRS "at an extreme disadvan-
tage." ^^* Moreover, the court, like the IRS, w£is unable to accept
the taxpayer's asserted transfer prices. Nevertheless (or perhaps
because of this), the taxpayer was able to convince the court to

reject the IRS reallocation of income on the grounds that IRS had
acted arbitrarily, capriciously, and unreasonably in exercising its

discretion to reallocate income under section 482. The court found
it necessary to construct an appropriate arm's length transfer price

on its own from the raw data provided by the parties.

Even assuming that the taxpayer and the IRS can work coopera-
tively, the legal issues involved are highly imprecise. Where a U.S.
corporation sets up a manufacturing operation in a foreign subsidi-

ary, for example, large amounts of tax liability may turn on wheth-

»'»/d, Chapter 11.
"^ /d. at 13-15 (references omitted).
I's 96 T.C. No. 12 (Feb. 19, 1991).
11* Id. at 211 (typescript op.).
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er the foreign subsidiary is or is not perceived to be legally at risk

as to the volume of product it will be able to sell or the price at

which it can be sold, as in the Bausch & Lomb case, described
above. The question of which party bears the risk, in turn, is ob-

scured by the very ownership of the foreign corporation by the U.S.
corporation, resulting in what some may argue is a standard of

quite elusive comprehensibility or enforceability.

Advance determination process

In order to improve the administrative process for ensuring that
taxpayers have used appropriate transfer prices, the IRS has re-

cently proposed a method for granting advance determination rul-

ings on international transfer pricing. ^ ^ ^ The goal of this proposal
is to avoid time consuming and costly disputes and possible litiga-

tion over transfer pricing issues by having the IRS and taxpayers
prospectively agree on the transfer pricing methodologies to be ap-
plied to an apportionment or allocation of income, deductions, cred-

its, or allowances. Under the request procedure for an advance
pricing agreement, the taxpayer will propose a transfer pricing

methodology and provide the IRS with data showing that it will

produce arm's length results between the taxpayer and specified af-

filiates with respect to specified intercompany transactions. ^ ^ ^ The
IRS will evaluate the request by analyzing the submitted data and
any other relevant information. After discussion, if the taxpayer's
proposal is acceptable, the parties will execute an advance pricing
agreement covering the proposed transfer pricing methodology. ^

^
'^

An advance pricing agreement is binding on the taxpayer and
the IRS. If the taxpayer complies with the terms and conditions of

the agreement, the IRS will regard the results of applying the
transfer pricing methodology as satisfying the arm's length stand-
ard and generally will not contest the application of that methodol-
ogy to the subject matter of the agreement. ^ ^ ®

F. Foreign Currency Exchange Rate Gains and Losses

1. Overview

When a U.S. taxpayer uses foreign currency, gain or loss (re-

ferred to as "exchange gain or loss") may arise from fluctuations in

the value of the foreign currency relative to the U.S. dollar. Gain
or loss results because foreign currency, unlike the U.S. dollar, is

treated as property for Federal income tax purposes.
The principal issues presented by foreign currency transactions

relate to the timing of recognition, the character (capital or ordi-

nary), and the geographic source or allocation (domestic or foreign)

of exchange gains or losses. Another area of concern is the treat-

>>* Rev. Proc. 91-22, 1991-11 I.R.B. 11.
'

' * The taxpayer will also propose an initial duration for the advance pricing agreement.
'

'
'' The methodology generally must be in accordance with section 482 principles and must be

consistent with the arm s length standard.
''* If the IRS finds that (a) the taxpayer has not complied in good faith with the terms and

conditions of the agreement, (b) the taxpayer made material misrepresentations in the agree-
ment, (c) the taxpayer provided materially incorrect data and computations, (d) the critical as-

sumptions underljring the agreement are no longer valid, or (e) the taxpayer has not consistent-

ly applied the transfer pricing methodology and the assumptions critical to the agreement, it

may revoke the agreement.
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ment of a U.S. taxpayer that operates abroad through a branch or

subsidiary corporation that keeps its books and records in a foreign

currency; here, the issues relate to the method used to translate re-

sults recorded in a foreign currency into U.S. dollars.

The Code sets forth a comprehensive set of rules for the treat-

ment of foreign currency denominated transactions. The tax treat-

ment of a foreign currency denominated transaction turns on the
identity of the taxpayer's functional currency. Exchange gain or

loss is recognized on a transaction-by-transaction basis only in the
case of transactions involving certain financial assets or liabilities

(referred to as "section 988 transactions") that are denominated in

a nonfunctional currency. In the case of section 988 transactions,

exchange gain or loss generally is treated as ordinary income or

loss.

A uniform set of criteria is provided for determining the curren-

cy in which the results of a foreign operation should be recorded.

Business entities using a functional currency other than the U.S.

dollar generally are required to use a profit and loss translation

method. Exchange gain or loss on a remittance from a branch is

treated as ordinary income or loss, and sourced or allocated by ref-

erence to the income giving rise to post-1986 accumulated earnings.

A consistent set of rules applies to the translation of foreign taxes

and adjustments thereto.

2. Functional currency

In general

All Federal income tax determinations generally are required to

be made in a taxpayer's functional currency (sec. 985(a)). The func-

tional currency approach presupposes a long-term commitment to a
specific economic environment.
As a general rule, taxpayers are required to use the U.S. dollar

as the functional currency (sec. 985(bXlXA)). Thus, except as other-

wise provided, taxpayers must measure income or loss from deal-

ings in foreign currency in U.S. dollars, on a transaction-by-trans-

action basis. In certain circumstances, described below, a taxpayer
is required to use a foreign currency as the functional currency of

a "qualified business unit" (generally, a self-contained foreign oper-

ation, referred to as a "QBU") (sec. 985(b)(1)(B)). Under these cir-

cumstances, income or loss derived from a QBU is determined in a
foreign currency (before translation into U.S. dollars). In general,

the use of a foreign currency as the functioned currency of a QBU
results in the deferral of exchange gain or loss from transactions

conducted in that currency.
The rule for QBUs addresses, among other things, the treatment

of a case in which a single taxpayer has multiple operations in dif-

ferent economic environments. In such a case, a taxpayer may be
eligible to account for the results of a foreign operation by measur-
ing income or loss in the currency of the host country (or, in appro-

priate circumstances, another foreign country). This rule applies

where a foreign operation constitutes a trade or business, signifi-

cant activities of which are conducted in the local currency.

The functional currency of a QBU is the currency of the econom-
ic environment in which a significant part of its business activities
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are conducted, and in which such unit keeps its books and records

(sec. 985(bXl)(B)). A single taxpayer can have more than one QBU.
The term "qualified business unit" is defined as any separate

and clearly identified unit of a taxpayer's trade or business, if such
unit maintains separate books and records (sec. 989(a)). A QBU
must include every operation that forms a part of the process of

earning income.
To identify the functional currency of a QBU, the taxpayer must

establish that books and records are maintained in the currency of

the economic environment in which a significant part of the unit's

activities are conducted. The identification of a functional currency
requires a factual determination. ^ ^ ^ These factors are similar to

the current criteria that are used to identify a functional currency
for financial accounting purposes. ^2° The functional currency of a
QBU is deemed to be the U.S. dollar if the unit's activities are con-

ducted primarily in dollars (sec. 985(bX2)).

The choice of a functional currency, including an election to use
the U.S. dollar (described below), is treated as a method of account-

ing that can be changed only with the consent of the Treasury Sec-

retary (and pursuant to such conditions as the Secretary may pre-

scribe) (sec. 985(bX4)). Generally, permission to change functional

currencies will not be granted unless significant changes in the
facts and circumstances of the QBU's economic environment occur
(Treas. Reg. sec. 1.985-4(b)).

Election to use U.S. dollar

Apart from the identification of a functional currency under the
facts-and-circumstances test (described above), to the extent provid-

ed in regulations, a taxpayer can elect to use the U.S. dollar as the
functional currency of a QBU (sec. 985(bX3)). Under the regula-

tions, the only QBUs that are eligible to make the election are
those that could have used hyperinflationary currencies as their

functional currencies absent the U.S. dollar election (Treas. Reg.
sec. 1.985-2(bXl)). For this purpose, a h3rperinflationary currency is

one in which there is cumulative inflation during a base period of

at least 100 percent (Treas. Reg. sec. 1.985-2(bX2)).i2i The U.S.

dollar election is made available to taxpayers operating in econo-

mies where h5T)erinflationary currencies exist, because local-cur-

rency based accounting might not accurately reflect the income or
loss of a taxpayer with substantial fixed plant and equipment (for

example, because the local currency depreciation charge will

become insignificant in relation to operating income). The regula-

tions require that in order to make the U.S. dollar election for one

" ^ In making the required determination, the factors taken into account shall include, but
not be limited to: (1) the currency of the QBU's country of residence, (2) the currencies of the
QBU's cash flows, (3) the currencies in which revenues are generated and expenses are incurred,

(4) the currencies in which the QBU borrows and lends, (5) the currencies of the QBU's sales

markets, (6) the currencies in which pricing and other decisions are made, (7) the duration of the
QBU's business operations, and (8) the significance tmd/or volume of the QBU's independent
activities (Treas. Reg. sec. 1.985-l(cX2Xi)).

•^° See Statement of Financial Accounting Standards No. 52, "Foreign Currency Translation,"
issued by the Financial Accounting Stimdards Board (December 7, 1981).

^^' For this purpose, the base period is the 36 calendar months immediately preceding the last

day of the preceding taxable year.

43-419 0-91-7
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eligible QBU, the election must also be made for all related eligible

QBUs (Treas. Reg. sec. 1.985-2(d)(3)).

A limited exception to the dollar-based books requirement re-

quires that a QBU either use a method of translation that approxi-

mates the results of determining exchange gain or loss on a trans-

action-by-transaction basis (the U.S. dollar approximate separate

transactions method) or, in limited circumstances, an alternative

method if it can be demonstrated that the QBU could compute for-

eign currency gain or loss on a separate transaction basis under
section 988 principles (Treas. Reg. sec. 1.985-2(dX2)). Under the U.S.

dollar approximate separate transactions method, a QBU is re-

quired to determine its income or loss or earnings and profits by
performing the following steps: (1) preparing an income or loss

statement from the QBU's books and records as recorded in the hy-

perinflationary currency, (2) making the adjustments necessary to

conform that statement to U.S. accounting and tax principles, (3)

translating the amounts of hyperinflationary currency as shown on
the adjusted statement into U.S. dollars, and (4) adjusting the re-

sulting dollar income or loss or earnings and profits to take into

account currency gain or loss (Treas. Reg. sec. 1.985-3(b)).

3. Foreign currency transactions

In general

The Code prescribes rules for the treatment of exchange gain or

loss from transactions denominated in a currency other than a tax-

payer's functional currency. For taxpayers using the U.S. dollar as

a functional currency, the disposition of certain foreign currency
denominated items results in the recognition of gain or loss, and
exchange gain or loss generally is separately accounted for (apart

from any gain or loss attributable to the underljdng transaction).

The recognition of exchange gain or loss generally requires a closed

and completed transaction or realization event (e.g., the actual pay-

ment of a liability).

Section 988 transactions

In general.—The term "section 988 transaction" signifies a cer-

tain subset of those transactions in which the amount required to

be paid or entitled to be received is denominated in a nonfunc-

tional currency, or is determined by reference to the value of one
or more nonfunctional currencies (sec. 988(cXlXA)). Section 988

transactions include: (1) the acquisition of (or becoming the obligor

under) a debt instrument, (2) accruing (or otherwise taking into ac-

count) any item of expense or gross income or receipt that is to be
paid or received on a later date, (3) entering into or acquiring any
forward contract, futures contract, option, or similar financial in-

strument (such as a currency swap), £ind (4) the disposition of non-

functional currency (sec. 988(cXlXB) through (D)).i22

'^2 For purposes of the rule for dispositions of nonfunctional currency, the term nonfunctional

currency includes not only coin and currency, but also nonfunctional currency denominated
demand or time deposits and similar instruments issued by a bank or other financial institution

(sec. 988(cXlXCXii)). Thus, the use of a nonfunctional currency to establish a demand or time

deposit denominated in the stime nonfunctional currency (or the conversion of such a deposit to

another deposit in the same currency) is not a recognition event.
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A section 988 transaction need not require or even permit repay-

ment with a nonfunctional currency, as long as the amount paid or

received is determined by reference to the value of a nonfunctional
currency. Examples of section 988 transactions are trade receiv-

ables or payables, and debt instruments denominated in one or

more nonfunctional currencies. For purposes of these rules, the

term debt instrument means a bond, debenture, note, certificate, or

other evidence of indebtedness (sec. 988(cX4)). Under regulations,

moreover, the IRS may recharacterize other transactions as section

988 transactions where appropriate to the purposes of the statute

(see, e.g., Treas. Reg. sec. 1.988-lT(aX8)).

Exception for certain instruments marked-to-market.—Unless oth-

erwise elected by the taxpayer, the entry into any regulated fu-

tures contract or nonequity option which would be marked to

market under Code section 1256 if held on the last day of the tax-

able year is excluded from the definition of section 988 transaction

(sec. 988(cXl)(D)).

Special rules for certain funds.—Also excluded from the defini-

tion of section 988 transaction is, in the case of a qualified fund,

any instrument which would be marked to market under Code sec-

tion 1256 if held on the last day of the taxable year (sec.

988(cXlXE)). For this purpose, a qualified fund is any partnership

electing this treatment if it meets the following conditions: (1) at

all times during the taxable year it has at least 20 partners and no
single partner owns more than 20 percent of its capital or profits

interests, (2) its principal activity for the taxable year consists of

buying and selling commodities options, futures, or forwards con-

tracts, (3) at least 90 percent of its gross income for the taxable

year consists of interest, dividends, gains from commodities or com-
modities contracts, or gain from the sale of capital assets held for

the production of interest or dividends, and (4) no more than a de
minimis amount of its gross income for the taxable year was de-

rived from buying and selling commodities.

Treatment of foreign currency gain or loss from section 988
transactions as ordinary income or loss

In general.—Foreign currency gain or loss attributable to a sec-

tion 988 transaction generally is computed separately and treated

as ordinary income or loss (sec. 988(aXlXA)). Under regulations,

capital gain or loss treatment may be elected for forward contracts,

futures contracts, and options that constitute capital assets in the

hands of the taxpayer, are not regulated futures contracts or none-
quity options, are not parts of a tax straddle, and that meet certain

identification requirements (sec. 988(aXlXB)). In circumstances set

forth by the Treasury, foreign currency gain or loss is treated as

interest income or expense (sec. 988(aX2)). Such cases include ex-

change loss realized by the holder of a debt instrument the interest

on which is excluded from gross income under Code section 103 and
exchange gain or loss realized in certain hedging transactions

(Temporary Treas. Reg. sec. 1.988-3T(cXl)).

Foreign currency gain or loss.—In the case of a disposition of a
nonfunctional currency or of a section 988 transaction that consists

in entering into or acquiring any forward contract, futures con-

tract, option, or similar financial instrument (such as a currency
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swap), the entire gain or loss from the disposition or other transac-

tion is considered "foreign currency g£iin or loss." For any other
section 988 transaction, foreign currency gain or loss is defined as
gain or loss from the transaction, but only to the extent the gain or

loss is realized by reason of a change in exchange rates between
the date an asset or liability is taken into account for tax purposes
(referred to as the "booking date") and the date it is paid or other-

wise disposed of, and only to the extent there is gain or loss derived
from the transaction as a whole (sec. 988(b)). Where this second def-

inition of foreign currency gain applies, and the taxpayer has a net
gain on the transaction, there is no foreign currency gain if none of

the gain is due to changes in the exchange rate between the func-

tional and nonfunctional currencies. On the other hand, if the
transaction involves acquisition of an asset denominated in a cur-

rency that subsequently appreciates, there is no foreign currency
gain if the asset is sold at an overall loss.

For transactions involving the acquisition of or becoming the ob-

ligor under a debt instrument, the booking date is the date of ac-

quisition or on which the taxpayer becomes the obligor (sec.

988(cX2XA)). For trsinsactions involving items of expense or gross

income, the booking date is the date on which the item is accrued
or otherwise taken into account for Federal income tax purposes
(sec. 988(cX2XB)). Grenerally, foreign currency gain or loss is meas-
ured by reference to a holding period that ends on the date on
which pajnnent is made or received with respect to a section 988
transaction (sec. 988(cX3)).

Special rule for certain hedging transactions.—The Code author-

izes the issuance of regulations for the integrated or otherwise con-

sistent treatment of a series of transactions that are part of a so-

called section 988 hedging transaction that includes at least one
section 988 transaction (sec. 988(dXl)). The Congress included this

regulatory authority to provide certainty of tax treatment for for-

eign currency hedging transactions that are becoming common-
place (such as fully hedged foreign currency borrowings) and to

insure that such a transaction is taxed in accordance with its eco-

nomic substance. The term section 988 hedging transaction in-

cludes certain transactions entered into primarily to reduce the

risk of (1) foreign currency exchange rate fluctuations with respect

to property held or to be held by the taxpayer, or (2) foreign cur-

rency fluctuations with respect to borrowings or obligations of the
taxpayer (sec. 988(dX2)). A section 988 hedging transaction is to be
identified by the taxpayer or the Secretary.

To date the IRS has exercised this authority by providing that, in

the case of any transaction giving rise to foreign currency gain or

loss that is part of a "qualified hedging transaction," all positions

in the hedging transaction are integrated and treated as a single

transaction (Temporary Treas. Reg. sec. 1.988-5T(aX9XiXA)). A
qualified hedging transaction is an integrated economic transaction

consisting of a qualified debt instrument and a hedge (Temporary
Treas. Reg. sec. 1.988-5T(aXl)). An integrated economic transaction

is one where sdl of the following requirements are met: (1) all non-
functional currency pa3mients to be made or received under the

qualifying debt instrument are fully hedged on the date the trans-

action is identified as a hedging transaction; (2) the hedge is en-
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tered into on the date the transaction is so identified; (3) none of
the parties to the hedge are related; (4) the taxpayer satisfies iden-

tification requirements as specified in regulations; (5) if the taxpay-
er is a foreign QBU, both the debt instrument and the hedge are
properly reflected on its books throughout the term of the hedging
transaction; and (6) both the debt instrument and the hedge are en-
tered into by the same taxpayer (Temporary Treas. Reg. sec. 1.988-

5T(aX5)).

A qualified debt instrument generally is a debt instrument with
respect to which all pa5mients are denominated in, or determined
with reference to, nonfunctional currencies (Temporary Treas. Reg.
sec. 1.988-5T(aX3)). A hedge generally is a spot contract, series of
futures or forward contracts or combination thereof, a currency
swap contract, or similar financial instrument, that permits the
calculation of a yield to maturity in the currency in which the re-

lated debt instrument is denominated (Temporary Treas. Reg. sec.

1.988-5T(a)(4)).

Sourcing rules

In general.—Foreign currency gain is sourced, and foreign cur-

rency losses are allocated, generally by reference to the residence
of the taxpayer or qualified business unit on whose books the un-
derljdng financial asset or liability is properly reflected (sec.

988(aX3XA)). For purposes of these rules, an individual's residence
is defined as the country in which the "tax home" (as defined in

sec. 911(dX3)) is located; or in the case of any U.S. person (as de-

fined in sec. 7701(aX30)) other than an individual, the residence is

the United States (sec. 988(aX3XBXi)). In the case of a foreign corpo-

ration, partnership, trust, or estate, the residence is treated as a
foreign country.
Exception for qualified business units.—The residence of a tax-

payer's qualified business unit (including the qualified business
unit of an individual) is the country in which the unit's principal

place of business is located (sec. 988(aX3XBXii)).
Special rule for certain related party loans.—A special rule is pro-

vided for purposes of determining the source or allocation of ex-

change gain or loss from certain related party loans. This rule was
enacted to prevent the manipulation of residence to artificially in-

crease foreign source income for purposes of computing allowable
foreign tax credits. Under the special rule, affected loans are
marked to market on an annual basis, and interest income earned
on the loan during the taxable year is treated as domestic source
income to the extent of any loss on the loan (sec. 988(aX3XC)).
The special rule applies to a loan by a U.S. person or a related

person (e.g., a foreign subsidiary) to a 10-percent owned (directly or
indirectly) foreign corporation, which loan is (1) denominated in a
currency other than the dollar, and (2) bears interest at a rate at

least 10 percentage points higher than the AFR for mid-term Fed-
eral obligations at the time the loan is made.

Application to transactions of a personal nature

Code section 988 applies to transactions entered into by an indi-

vidual only to the extent that expenses attributable to such trans-

actions would be deductible under section 162 (as a trade or busi-
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ness expense) or section 212 (as an expense of producing income,
other than expenses incurred in connection with the determina-
tion, collection, or refund of taxes) (sec. 988(e)). ^^s Thus, for exam-
ple, section 988 is inapplicable to exchange gain or loss recognized
by a U.S. individual resident abroad upon repa5mient of a foreign
currency denominated mortggige on the individual's principal resi-

dence.

4. Foreign currency translation

In general

Any entity that uses a nonfunctional currency is required to
measure the untranslated results of its operations under a profit

and loss method, and to translate income or loss into the functional
currency at a prescribed ("appropriate") exchange rate for a tax-
able year. The translation of pajmients of, and subsequent adjust-
ments to, foreign taxes by a branch is performed under the same
rules that apply in determining the foreign tax credit allowable to
a parent corporation with respect to taxes paid by an affiliated for-

eign corporation. These translation rules apply without regard to
the form of enterprise through which the taxpayer conducts busi-
ness, as long as the enterprise rises to the level of a QBU.

Foreign branches

Translation of taxable income or loss.—For each taxable year, a
U.S. taxpayer with a foreign branch whose functional currency is a
currency other than the U.S. dollar must compute income or loss

separately for each QBU in the business unit's functional currency,
converting this amount to U.S. dollars using the weighted average
exchange rate for the taxable period over which the income or loss

was derived (sees. 987 and 989(b)(4)). The translated amount is in-

cluded in income of the taxpayer without reduction for remittances
from the branch during the year.
A taxpayer recognizes exchange gain or loss on any remittance

of property (not just currency, and without regard to whether or
when the remittances of currency are converted to dollars), to the
extent the value of the currency at the time of the remittance dif-

fers from the value when earned. Remittances of foreign branch
earnings (and interbranch transfers involving branches with differ-

ent functional currencies) are treated as paid pro rata out of post-

1986 accumulated earnings of the branch (sec. 987(3XA)). For pur-
poses of computing exchsuige gain or loss on remittances, the value
of the remittance is translated using the rate in effect on the date
of remittance. Exchange gains and losses on such remittances are
sourced or allocated by reference to the income giving rise to post-

1986 accumulated earnings (generally, the residence of the QBU,
unless the income of the unit is derived from U.S. sources).

Treatment of direct foreign taxes.—The translation of payments
of (and subsequent adjustments to) foreign income, war profits, or
excess profits taxes paid by a branch are performed under the
same rules that apply in determining the indirect foreign t£ix

*^'The determination of whether expenses would be deductible under section 212 is made
without regard to the two-percent floor applicable to investment expenses.
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credit allowable to a corporation with respect to taxes paid by a
foreign corporation. A foreign income tax paid by a branch is

translated into U.S. dollars using the exchange rate in effect as of
the time of payment (sec. 986(a)(1)(A)). 124

Foreign corporations

For purposes of determining the tax of any shareholder of a for-

eign corporation, the earnings and profits of the foreign corpora-
tion are determined in the corporation's functional currency (sec.

986(bXl)). The Code prescribes appropriate exchange rates to trans-

late actual distributions; deemed distributions under subpart F, the
foreign personal holding company rules, and the rules relating to

passive foreign investment companies; and gain that is recharacter-
ized under section 1248 as dividend income on the disposition of
stock in a CFC or former CFC (sees. 986(b)(2) and 989(b)). The use of
an historical exchange rate is required to translate foreign taxes
that are deemed paid (sec. 986(aXl)(A)).

Translation of earnings and profits.—On the actual distribution

of earnings and profits from a foreign corporation, a U.S. taxpayer
is required to translate such amounts (if necessary) at the current
exchange rate on the date the distribution is included in income
(sec. 989(b)(1)). ^25 Similarly, in the case of gain that is treated as a
distribution of earnings under section 1248, the deemed dividend is

translated (if necessary) at the current exchange rate on the date
the amount is included in income (sec. 989(bX2)). Thus, for actual
distributions and deemed dividends under section 1248, no ex-

change gain or loss is separately recognized as the result of ex-

change rate fluctuations between the time earnings and profits

arise and the time of distribution.

In the case of deemed distributions under subpart F, the foreign
personal holding company rules, or the passive foreign investment
company rules, the required income inclusion is first calculated in

the functiongd currency and then translated at the weighted aver-
age exchange rate for the foreign corporation's taxable year (sec.

989(bX3)).

Exchange gain or loss is recognized as the result of exchange
rate fluctuations between the time of a deemed distribution and
the time such previously taxed income ("PTI") is actually distribut-

ed (sec. 986(cXl)).^^^ The amount of PTI is calculated in the func-
tional currency. Exchange gain or loss on distributions of PTI is to

be treated as ordinary income or loss, sourced or allocated in the
same manner as the associated income inclusion.

Treatment of deemed-paid foreign taxes.—The rules discussed
above for translation of direct foreign tax payments by branches
are equally applicable for purpose of determining the amount of
foreign taxes deemed paid under Code section 902 or 960 (sec.

986(a)(lXA)). Thus, a foreign income, war profits, or excess profits

'^' Taxpayers are permitted to calculate foreign tax credits on the basis of foreign taxes ac-
crued but not paid (sec. 905).

'^* Subpart F inclusions under section 951(aXlXB) relating to increases in investments in U.S.
property are translated at the same rates as actual distributions made on the last day of the
taxable year (sec. 989(b)).

•2* Previously taxed income rules do not apply to distributions from foreign personal holding
companies.
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tax paid by a foreign corporation is translated into U.S. dollars (if

necessary) using the exchange rate as of the time of payment. Any
refund or credit of a foreign tax is translated using the rate in

effect as of the original pa3rment date, and any increase is translat-

ed at the rate in effect on the date of adjustment (sec. 986(aXlXB)).
Under prior law, in the case of an actual distribution by a for-

eign subsidiary, the regulations promulgated under section 902 of
the Code provided that accumulated profits denominated in a for-

eign currency were translated into U.S. dollars at the exchange
rate in effect on the date the dividend was distributed (Treas. Reg.
sec. 1.902-l(gXl)). Under the authority of the Bon Ami Co. case,^^''

the amounts of the dividend and the foreign taxes deemed paid
were also translated at the exchange rate in effect on the date of
distribution. ^28

Under the Bon Ami approach, the deemed-paid foreign tax was
increased or decreased by exchange rate fluctuations, even if the
tax actually was paid in an earlier year (so that the tax liability in

terms of U.S. dollars was fixed). This approach was often defended
on the ground that it preserved the historic ratio between foreign

taxes and accumulated profits, so that the U.S.-dollar value of the
foreign tax eligible for credit was the same percentage of the U.S.-

dollar value of the dividend as the effective foreign currency de-

nominated tax was of the related earnings. Congress determined in

the 1986 Act, however, that retention of the foreign t£ix rate was
not a goal of U.S. tax policy. In Congress' view, the Bon Ami ap-

proach resulted in a tax advantage if the foreign corporation's

functional currency appreciated against the dollar, and a tax pen-
alty if the functional currency depreciated in value.

Once a subsidiary actually pays a foreign tax, the U.S.-dollar cost

of that tax is fixed. The Bon Ami approach was inconsistent with
the rules applied to taxpayers who incurred direct foreign taxes
(because they operate through branches or incur withholding
taxes). This inconsistency defeated one of the purposes of the indi-

rect tax credit, which is to equalize the tax burden on domestic cor-

porations operating abroad through subsidiaries and branches. Fur-
ther, a corporation operating through a subsidiary always has the
option to maintain the desired "historic" relationship between for-

eign taxes and accumulated profits by repatriating earnings on a
current basis. Presumably, this option would be exercised when fa-

vorable tax results are anticipated. Thus, Congress concluded that

foreign taxes should be translated at the historical rate.

G. Special Provisions for U.S. Persons

1. Foreign Sales Corporations

Under special Code provisions, a portion of the export income of

an eligible foreign sales corporation (FSC) is exempt from Federal
income tax. In addition, a domestic corporation is allowed a 100-

percent dividends-received deduction for dividends distributed from

I*'' 39 B.T.A. 825 (1939) (a case decided under the predecessor to section 902 of the Code).

>28Bu( see Commissioner v. American Metal Co., 221 F.2d 134, 141 (2d Cir.), cert, denied, 350

U.S. 879 (1955) (where the foreign corporation kept its books in U.S. dollars, foreign taxes were
translated as of their payment date).
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the FSC out of earnings attributable to certain foreign trade

income. Thus, there generally is no corporate level tax imposed on
a portion of the income from exports of a FSC.^^^

Typically, a FSC is a company owned by a U.S. company, such as

manufacturer, that produces goods in the United States. The U.S.

company either supplies the goods to the FSC for resale abroad to

unrelated persons, or pays the FSC a commission in connection
with its own sales to unrelated persons. Therefore, the income of

the FSC, a portion of which is exempt under the FSC rules, equals

the FSC's gross markup or gross commission income, less the ex-

penses incurred by the FSC itself. Under the rules of the General
Agreement on Tariffs and Trade (GATT), an exemption from tax
on export income is permitted only if the economic processes which
give rise to the income take place outside the United States. In con-

formity with these rules, a FSC must have a foreign presence, it

must have economic substance, and activities that relate to its

export income must be performed by the FSC outside the U.S. cus-

toms territory. Furthermore, the income of the FSC must be deter-

mined according to statutorily specified transfer pricing rules

which are intended to comply with GATT's requirement of arm's-

length prices.

Foreign sales corporations generally

Creneral requirements

In order to qualify to elect status as a FSC, a foreign corporation

must have adequate foreign presence. To have adequate foreign

presence, a foreign corporation must satisfy each of the following

six requirements.
(1) Foreign organization.—The corporation must be created or or-

ganized under the laws of a foreign country or possession of the
United States (sec. 922(aXlXA)).i3° If the corporation is organized
in a foreign country, that country must be either (1) a party to an
exchange of information agreement that meets the standards of the
Caribbean Basin legislation (sec. 274(hX6XAXi)) ("CBI Agreement"),
or (2) an income tax treaty partner of the United States, provided
the Secretary of the Treasury certifies that the exchange of infor-

mation program with that country under the treaty is satisfactory,

and the country of organization must be authorized to exchange in-

formation with respect to the FSC (sec. 927(eX3)).

(2) Shareholders.—A FSC may have no more than 25 sharehold-

ers at any time during the taxable year (sec. 922(aXlXB)).

(3) Preferred stock.—A FSC may not have any preferred stock

outstanding during the taxable year (sec. 922(aXlXC)).

>** The Code provided two recent export incentives prior to the enactment of the foreign sales

corporation provisions in 1984. As enacted in 1962, controlled foreign corporations that qualified

as export trade corpwrations were permitted to reduce their subpiart F income by the amount of

certain export trade income (sees. 970 and 971). No controlled foreign corporation may qualify as

an export trade corporation unless it so qualified as of 1971. As enacted in 1971, domestic inter-

national sfiles corporations (DISCs), which are U.S. corporations, were permitted to defer U.S.

taxation on certain export receipts (sees. 991-997). An opportunitywas provided in the 1984 Act
for any DISC to transfer its deferred earnings, without tax, to a FSC. Aji interest charge is now
imposed on the deferral of any remaining DISC (sec. 995(0).

>3o por purposes of this provision, a jxwsession of the United States includes Gueun, American
Samoa, the Commonwealth of the Northern Mariana Islands, and the Virgin Islands of the

United States, but does not include Puerto Rico (sec. 927(dX5)).
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(4) Office and books of account outside the United States.—A FSC
must maintain an office located outside the United States, and
maintain a set of the permanent books of account at that office

(sec. 922(a)(1)(D)). ^^^ The office need not be located in the country
in which the FSC is organized; however, the office must be in a
country which is either a party to a CBI agreement with the
United States or an income tax treaty partner, which the Treasury
Department certifies as having a satisfactory exchange of informa-
tion program under the treaty. In addition, a FSC must maintain
at a location in the United States such books and records as are
sufficient under Code section 6001 to establish the amount of gross
income, deductions, credits, or other matters required to be shown
in the FSC's tax return.

(5) Board of directors.—At all times during the taxable year, the
FSC must have a board of directors which includes at least one in-

dividual who is not a resident of (but may be a citizen of) the
United States (sec. 922(aXl)(E)).

(6) Controlled group.—A FSC may not be a member at any time
during the taxable year of any controlled group of corporations of
which a DISC is a member (sec. 922(aXlXF)).i32

Small FSC
A FSC may elect to be a small FSC, provided that it is not a

member of a controlled group of corporations which includes an-
other FSC (unless the other FSC has also made a small FSC elec-

tion) (sec. 922(b)).

Exempt foreign trade income

A portion of the foreign trade income of a FSC may be exempt
from Federal income tax. To achieve this result, the exempt foreign
trade income is treated as foreign source income which is not effec-

tively connected with the conduct of a trade or business within the
United States (sec. 921(a)). The portion of foreign trade income that
is treated as exempt foreign trade income depends on the pricing

rule used to determine the amount of foreign trade income earned
by the FSC. If the amount of income earned by the FSC is based on
arm's-length pricing between unrelated parties, or between related

parties under the rules of section 482, then exempt foreign trade
income generally is 30 percent of the foreign trade income the FSC
derives from a transaction (sees. 923(aX2) and (6) and 291(aX4)). For
this purpose, foreign trade income does not include any income at-

tributable to patents and other intangibles which do not constitute

export property. If the income earned by the FSC is determined
under the special administrative pricing rules, then the exempt for-

eign trade income generally is 15/23 of the foreign trade income
the FSC derives from the transaction (sees. 923(aX3) and (6) and
291(aX4)).

' '
' For this purpose, "United States" means the 50 States, the District of Columbia, and the

Ckjmmonwealth of Puerto Rico (sec. 927(dX3)).
^'^ For this purpose, the term controlled group is that as is specified in section 1563(a), but

modified in two respects: first, the threshold level of stock ownership is reduced from 80 percent
to more than 50 percent; and second, the rules relating to component members under section

1563(b) are inapplicable (sec. 927(dX4)).
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Exempt foreign trade income is an exclusion from gross income
of the FSC. Any deductions of the FSC properly apportioned and
allocated to the foreign trade income derived by the FSC from a
transaction are allocated on a proportionate basis between exempt
and nonexempt foreign trade income (sec. 921(b)). Thus, deductions
allocable to exempt foreign trade income may not be used to reduce
the taxable income of the FSC.

Foreign trade income

In general

Foreign trade income is defined as the gross income of a FSC at-

tributable to foreign trading gross receipts (sec. 923(b)). Foreign
trade income includes both the profits earned by the FSC itself

from exports and commissions earned by the FSC from products or
services exported by others.

Foreign trade income other than exempt foreign trade income
(nonexempt foreign trade income) generally is treated as U.S.
source income effectively connected with the conduct of a trade or
business conducted through a permanent establishment within the
United States (sec. 921(dXl)). Thus, nonexempt foreign trade
income generally is taxed currently and treated as U.S. source
income for purposes of the foreign tax credit limitation. If, howev-
er, a FSC earns nonexempt foreign trade income in a transaction
using a pricing method described in section 482 (sec. 923(aX2) non-
exempt income), the source and taxation of such income is deter-

mined under the present-law rules generally applicable to taxpay-
ers other than FSCs.

Foreign tax credit

A FSC generally is not allowed a foreign tax credit or a deduc-
tion for foreign income, war profits, or excess profits taxes paid or
accrued with respect to exempt or nonexempt foreign trade income
(sees. 906(bX5) and 275(a)(4XB)). In addition, a shareholder of a FSC
generally is not eligible for a foreign t£ix credit with respect to a
foreign withholding tax imposed on a dividend attributable to for-

eign trade income (sec. 901(h)).

Two categories of FSC income are subject to separate foreign tax
credit limitations. The first category is taxable income attributable
to foreign trade income (at the FSC level) (sec. 904(dXlXG)). Since
none of the taxes that a FSC incurs on foreign trade income are
creditable unless administrative pricing rules are used, the func-
tion of this separate limitation generally is to prevent any increase
in the general limitation category with respect to the FSC's foreign
source income. ^^^ The second category of income is distributions
from a FSC or former FSC out of earnings and profits attributable
to foreign trade income (at the level of the shareholder) (sec.

904(dXlXH)). The only such distributions that are not eligible for

the dividends-received deduction in the hands of a corporate share-
holder are those attributable to nonexempt foreign trade income
determined without reference to an administrative pricing rule.

'^^ The only taxes on foreign trade income that are creditable are those on nonexempt foreign
trade income determined without reference to an administrative pricing rule (sec. 901(h)).
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This separate limitation prevents any increase in the shareholder's
general limitation category with respect to distributions from the
FSC.

Foreign trading gross receipts

In general

In general, the term foreign trading gross receipts means the
gross receipts of a FSC which are attributable to the export of cer-

tain goods and services. Except for certain receipts not included in

foreign trading gross receipts, foreign trading gross receipts are the
gross receipts of any FSC that are attributable to the following

types of transactions: The sale of export property, the lease or
rental of export property, services related and subsidiary to the
sale or lease of export property, engineering and architectural serv-

ices, and export management services (sec. 924(a)).

For a FSC (other than a small FSC) to have foreign trading gross

receipts, two additional requirements must be met—the foreign

management and foreign economic process requirements. A FSC
will be treated as having foreign trading gross receipts only if the
management of the corporation during the taxable year takes place

outside the United States, and only if certain economic processes

with respect to particular transactions take place outside the
United States (sec. 924(b)).

Foreign management

The requirement that the FSC be managed outside the United
States is treated as satisfied for a particular taxable year if (1) all

meetings of the board of directors of the corporation and all meet-
ings of the shareholders of the corporation are outside the United
States; (2) the principal bank account of the corporation is main-
tained in a foreign country which is either a party to a CBI agree-

ment with the United States, or an income tax treaty partner
which the Treasury certifies as having a satisfactory exchange of

information program under the treaty or in a U.S. possession at all

times during the taxable year; and (3) all dividends, legal and ac-

counting fees, and salaries of officers and members of the board of

directors of the corporation paid during the teixable year are dis-

bursed out of bank accounts of the corporation outside the United
States (sec. 924(c)).

Foreign economic processes

The foreign economic process requirements relate to the place

where all or a portion of certain economic process activities are

performed. The first requirement relates to the sales portion of the
transaction, and the second requirement relates to the direct costs

incurred by the FSC.
Sales portion of the transaction.—A FSC is not considered to earn

foreign trading gross receipts from a transaction unless the FSC, or

a person under contract with the FSC, participates outside the

United States in the solicitation (other than advertising), negotia-

tion, or making of the contract relating to the transaction (sec.

924(dXlXA)). The sales requirement generally is tested on a trans-

action-by-transaction basis.
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Direct cost tests.—A FSC generally may not earn foreign trading

gross receipts from a transaction unless the foreign direct costs in-

curred by the FSC attributable to the transaction are at least 50

percent of the total direct costs incurred by the FSC with respect to

the transaction (sec. 924(dXlXB)).

The term "total direct costs" means, with respect to any transac-

tion, the total direct costs incurred by the FSC at any location at-

tributable to the activities relating to the disposition of export

property (five categories of activities are considered) (sec.

924(dX3)(A)).^3'* The term "foreign direct costs" means the portion

of the total direct costs incurred by the FSC which are attributable

to activities performed outside the United States (sec. 924(dX3XB)).

The requirement that the foreign direct costs incurred by the

FSC be at least 50 percent of the total direct costs incurred by the

FSC attributable to a transaction may be met by an alternative 85-

percent test (sec. 924(dX2)). Under this alternative test, a corpora-

tion is treated as satisfying the requirement that economic process-

es take place outside the United States if the foreign direct costs

incurred by the FSC attributable to any two of the five categories

of activities relating to disposition of the export property equal or

exceed 85 percent of the total direct costs of those two categories.

Excluded receipts

Certain receipts are not included in the definition of foreign trad-

ing gross receipts. One category of excluded receipts includes, for

example, receipts of a FSC from a transaction (1) if the export

property or services are for ultimate use in the United States, or

are for use by the United States and such use is required by law or

regulation; (2) if the transaction is accomplished by a subsidy

granted by the United States; or (3) in certain cases, if the receipts

are from another FSC which is a member of the same controlled

group (sec. 924(fXl)). Investment income and cariying charges also

are excluded from the definition of foreign trading gross receipts

(sec. 924(fK2)).^3^ Income attributable to excluded receipts is not

foreign trade income and, therefore, no portion of such income is

exempt.

Transfer pricing rules

In general

If export property is sold to a FSC by a related person (or a com-
mission is paid by a related principal to a FSC with respect to

export property), the taxable income of the FSC and related person

is based upon a transfer price determined under an arm's-length

pricing approach or under one of two formulae ("administrative

• ^* The five categories of activities that are considered in determining direct costs are adver-

tising £ind sales promotion, processing customer orders and arreinging for delivery, transporta-

tion, determination and transmitted of a final invoice or statement of account and the receipt of

pa3rment, and the assumption of credit risk (sec. 924(e)).
*'* Investment income includes dividends, interest, annuities, roysilties, rents other than from

the lease of export property for use outside the United States, gains from the sale or exchange
of stocks or securities, and certain other passive income (sec. 927(c)). Carrying charges include

any amount in excess of the price for an immediate cash sale and any other unstated interest

(sec. 927(dXl)).
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pricing rules") which are intended to approximate arm's-length
pricing.

Conditions on use of administrative transfer pricing rules

In order to use the special administrative pricing rules, a FSC
must perform significant economic functions with respect to the
sales transaction (sec. 925(c)). Accordingly, a FSC must meet two re-

quirements. The first requirement is that all of the five activities

(discussed above) with respect to which the direct costs are taken
into account for the 50 or 85 percent foreign direct costs tests must
be performed by the FSC or by another person acting under con-
tract with the FSC. The second requirement is that sdl of the ac-

tivities relating to the solicitation (other than advertising), negotia-

tion, and making of the contract that are attributable to the sale

must be performed by the FSC (or by another person acting under
contract with the FSC).

Determination of transfer price

If the FSC buys export property from a related supplier and then
resells to third parties, the rules permit the first transaction to be
priced so as to allow the FSC to derive taxable income from the
resale equal to the greatest of (1) 1.83 percent of the foreign trading
gross receipts derived from the sale of the property; (2) 23 percent
of the combined taxable income of the FSC and the related person
from the resulting foreign trading gross receipts (these two pricing
rules are the so-called 'administrative pricing" rules); or (3) tax-

able income based upon the actual related-supplier-to-FSC sales

price, but subject to the rules provided in section 482 (sec. 925(a)).

Commissions, rents, and other t5rpes of income may be set under
consistent principles (Treas. Reg. sec. 1.925(a)-lT).

The transfer pricing rules only apply to determine the price of a
sale to a FSC (or FSC commissions). A FSC, or a principal for

which the FSC is acting as commission agent, must sell to a related

purchaser on an arm's-length basis, under the provisions of Code
section 482, viewing the FSC and any related supplier as a single

entity which sells to the purchaser.

Taxation of the FSC
As described above, a FSC is not subject to U.S. tax on exempt

foreign trade income. A FSC's nonexempt foreign trade income is

subject to U.S. tax unless it is determined without reference to an
administrative pricing rule, in which case it will be taxed in the
same manner and to the same extent as income earned by a for-

eign corporation that is not a FSC. Interest, dividends, royalties,

other investment income and carrying charges are subject to U.S.
tax (sec. 921(d)(2) and (3)).

Distributions to shareholders

A FSC is not required or deemed to make distributions to its

shareholders. Actual distributions are treated as being made first

out of earnings and profits attributable to foreign trade income,
and then out of any other earnings and profits (sec. 926(a)). Any
distribution made by a FSC which is made out of earnings and
profits attributable to foreign trade income to a shareholder which
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is a foreign corporation or a nonresident alien individuEil is treated

as a distribution which is effectively connected with the conduct of

the trade or business conducted through a permanent establish-

ment of the shareholder within the United States, and as U.S.

source income (sec. 926(b)). Thus, such distributions will be subject

to Federal income tax.

Dividends received from a FSC
A domestic corporation generally is allowed a 100 percent divi-

dends-received deduction for amounts distributed from a FSC out of

earnings and profits attributable to foreign trade income (sec.

245(c)(lXA)). Thus, aside from possible alternative minimum tax
consequences, there is no corporate level tax on exempt foreign

trade income and only a single-level corporate tax (at the FSC
level) on foreign trade income other than exempt foreign trade
income. However, a 100 percent dividends-received deduction is not
allowed for nonexempt foreign trade income determined without
reference to an administrative pricing rule (sec. 245(c)(2)).

Other definitions and special rules

Export property

In general, the term export property means property manufac-
tured, produced, grown or extracted in the United States by a
person other than a FSC, held primarily for sale, lease, or rental in

the ordinary course of trade or business for direct use or consump-
tion outside the United States, and not more than 50 percent of the
fair market value of which is attributable to articles imported into

the United States (sec. 927(a)). The term export property does not
include (1) property leased or rented by a FSC for use by any
member of a controlled group of which the FSC is a member, (2)

patents and other intangibles, (3) oil or gas (or any primary prod-

uct) thereof, or (4) products the export of which is prohibited.

Export property also excludes property designated by the President
as being in short supply.

Gross receipts

In general, the term gross receipts means the total receipts from
the sale, lease, or rental of property held primarily for sale, lease,

or rental in the ordinary course of a trade or business, and gross

income from all other sources (sec. 927(b)). In the case of commis-
sions on the sale, lease, or rental of property, the amount taken
into account for purposes of these provisions as gross receipts is the
gross receipts on the sale, lease, or rental of the property on which
the commissions arose.

Small FSC
A FSC that elects to be a small FSC need not meet the foreign

management and foreign economic process requirements in order
to have foreign trading gross receipts (sec. 924(bX2)(A)). In deter-

mining the exempt foreign trade income of a small FSC, however,
any foreign trading gross receipts that exceed $5 million are not
taken into account (sec. 924(b)(2)(B)). The activities attributable to a
sale and described in section 924(d) and (e) must still be performed
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by the FSC or by another person acting under contract with the
FSC (sec. 925(c)). If the foreign trading gross receipts of a small
FSC exceed the $5 million limitation, the corporation may select

the gross receipts to which the limitation is allocated.

Shared FSCs

Special rules are provided for FSCs with multiple shareholders
that meet certain specifications (generally referred to as shared
FSCs). A shared FSC is any FSC that maintains a separate account
for transactions with each shareholder, that bases distributions to

each shareholder on the amounts in the respective shareholder's
separate account, and satisfies any other requirement set forth in

regulations (sec. 927(gX3)).
In general, each separate account so maintained by a shared FSC

is treated as a separate corporation for income tax purposes (sec.

927(gXl)). Separate corporation status does not apply for certain

corporate-level requiraments for FSC status, for the foreign pres-

ence requirements, and for the determination of whether the FSC
is a small FSC (sec. 927(g)(2)).

2. Puerto Rico and possession tax credit

In general

As described above, a U.S. corporation is subject to U.S. income
tax on its worldwide income. Generally, a foreign corporation is

subject to U.S. income tax only with respect to its income derived
from sources within the United States or income which is effective-

ly connected with the conduct of a trade or business in the United
States. For this purpose, a U.S. corporation is one created or orga-

nized under U.S. or State law, and the term "United States" gener-
ally includes only the 50 States and the District of Columbia. Any
other corporation is a foreign corporation.
A domestic corporation may eliminate its U.S. tax on certain

income associated with certain possessions and certain foreign

countries by means of the Puerto Rico and possession tax credit

under Code section 936. ^^^ In effect, this credit may eliminate all

income tax on a domestic corporation doing business in a posses-

sion where the corporation is also excused from paying the posses-

sion's local income tax.^^'

Qualification requirements

In order to qualify for the possession tax credit, a domestic corpo-

ration must satisfy the following two requirements. First, the cor-

poration must derive at least 75 percent of its gross income from
the active conduct of a trade or business within a U.S. possession

during the preceding three years. ^^® Second, at least 80 percent of

the gross income of the corporation must be derived from sources
within a U.S. possession during that same three-year period. A do-

"* U.S. possessions include Puerto Rico, the Northern Mariana Islands, Guam, the U.S.

Virgin Islands, American Samoa, and for this purpose, the Federal States of Micronesia.
*'^ For example, the domestic laws of Puerto Rico include certain tax incentive provisions

which allow qualifying companies to receive full or partial tax holidays over a number of years.
'^* The majority of corporations that currently qualify for the section 936 credit have estab-

lished operations in Puerto Rico.
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mestic corporation which satisfies these requirements and elects

the benefite of section 936 generally is referred to as a "qualified

possession corporation" or "section 936 corporation."

Operation of the credit

General rule

As described above, a qualified possessions corporation, like any
other domestic corporation, gener^ly is subject to U.S. taxation on
its worldwide income. However, section 936 allows such a corpora-
tion a credit equal to the portion of its U.S. tax liability that is at-

tributable to (1) foreign source taxable income from the conduct of

an active trade or business within a U.S. possession or the sale or
exchange of substantially all of the corporation's assets which were
used in such a trade or business, and (2) certain income earned
from investments in U.S. possessions or certain foreign countries,

generally referred to as qualified possession source investment
income ("QPSII").

To illustrate the operation of the section 936 credit, consider the
following example. Assume that a qualified possession corporation
which has elected the use of the section 936 credit earns $80 of for-

eign source taxable income from the active conduct of a trade or
business in a U.S. possession, and $20 of QPSII (also foreign source)

during the taxable year. Further assume that the corporation
earns no additional income. Absent the section 936 credit, the cor-

poration would have a U.S. tax liability of $34.^^^ However, section

936 allows a tax credit equal to the portion of tentative U.S. tax
attributable to possession-related income. Since all of the corpora-
tion's taxable income for the year was derived from an active busi-

ness conducted in a U.S. possession or from QPSII, the credit elimi-

nates the corporation's entire U.S. tax liability for the year.

As this description indicates, the section 936 credit, unlike the
ordinary foreign tax credit, is a "tax-sparing" credit. That is, the
foreign tax credit is applicable only where a U.S. corporation has
actuEdly paid or accrued a foreign tax liability with respect to

income earned from non-U.S. sources. The foreign tax credit oper-

ates as a mechanism to prevent double taxation of the same item
of foreign source income. By contrast, the section 936 credit is not
contingent on taxation in the possession, but spares the section 936
corporation U.S. tax whether or not it pays income tax to the pos-

session.

Taxation of intangible property income

In response to issues associated with the outbound transfer of in-

tangible property developed in the United States, the Tax Equity
and Fiscal Responsibility Act of 1982 added sections 367(d) and
936(h) to the Code.^*^ Section 367(d) (discussed in detail under
"Taxation of certain transfers of property outside the United
States") provides rules which generally treat the transfer of intan-

gible property by a U.S. person to a foreign person in an otherwise

'^^ Taxable income of $100 multiplied by the current U.S. corporate income tax rate of 34

'"0 P.L. 97-248, section 213(aX2) and (d).
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tax free exchange or reorganization as a taxable sale of such prop-
erty, the sales price of which is contingent on the future income to

be generated by the intangible property. ^*^ The resulting income is

treated as having a U.S. source. Section 936(h) provides rules for

allocating income from intangible property between a qualified pos-

session corporation and its U.S. shareholders. Three alternative
methods are provided for allocating intangible property income.
These methods include (1) a general rule, (2) a cost sharing method,
and (3) a profit split approach. Under the general rule, a qualified

possession corporation is prohibited from earning any return on in-

tangible property. Instead, all such income must be allocated to its

U.S. shareholders. However, a qualified possession corporation may
elect to use either the cost sharing or profit split method instead of

the general rule.

The operation of the cost sharing and profit split methods was
subsequently revised by the Tax Reform Act of 1986. Relevant 1986
Act revisions included both direct amendments to section 936(h)

and also amendments to section 482.^*2 insofar as amounts com-
puted under either method were determined by reference to the
meaning of "arms length" as used in section 482, these methods
were affected by the requirement, added by the 1986 Act, that the
income with respect to any transfer or license of intangible proper-
ty shall be "commensurate with the income attributable to the in-

tangible."

Currently, under the cost sharing method, a qualified possession
corporation must pay to the appropriate members of its affiliated

group (which includes foreign affiliates) an amount representing its

current share of the costs of the research and development ex-

penses incurred by the affiliated group. A qualified possession cor-

poration's current share of the affiliated group's research and de-

velopment expenses is the greater of (1) the total amount of such
expenses, multiplied by 110 percent of the proportion of its sales as
compared to total sales of the affiliated group, or (2) the amount of

the royalty pa5rment or inclusion that would be required under sec-

tions 367(d) and 482 with respect to intangible property which the
qualified possession corporation is treated as owning under the cost

sharing option, were the latter a foreign corporation (whether or
not intangible property is actually transferred to the qualified pos-

session corporation). By making this cost sharing payment, the
qualified possession corporation becomes entitled to treat its

income as including a return from certain manufacturing intangi-

bles, associated with the products it manufactures in the posses-

sion.

Under the profit split method, the qualified possession corpora-
tion and its U.S. affiliates are permitted to split their combined
taxable income derived from sales of products which are manufac-
tured in the possession by the qualified possession corporation.

Grenerally, 50 percent of this combined taxable income is allocated

'*' For this purpose, intangible property is any (1) patent, invention, formula, process, design,

pattern or know-how, (2) copyright, literary, musical, or artistic composition, ^3) trademark,
trade name, or brand name, (4) franchise, license, or contract, (5) method, program, system, pro-

cedure, campaign, survey, study, forecast, estimate, customer list, or technical data, or (6) any
similar item.

»*2 P.L. 99-514. section 1231.
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to the qualified possession corporation. However, a required special

allocation of research and development expenses can cause the pro-

portion of combined taxable income allocated to the qualified

possession corporation to be less than 50 percent (sec.

936(hX5XCXiiXII)). In no event under the profit split approach will

the combined taxable income which is allocable to the qualified

possession corporation exceed 50 percent.

Alternative minimum tax

Income earned by a qualified possession corporation that quali-

fies for the section 936 credit is exempted from alternative mini-
mum taxable income, and therefore is not subject to the alternative
minimum tax.

Taxation of distributions to shareholders of qualified possession cor-

porations

A qualified possession corporation is not permitted to join in

filing a consolidated U.S. tax return. Therefore, dividends paid by
the qualified possession corporation to its U.S. shareholder are not
eliminated under the rules applicable to affiliated groups of corpo-
rations that file tax returns on a consolidated basis. However, such
dividends may qualify for the deduction for dividends received from
a domestic corporation (sec. 243). In the case of a corporate share-
holder that owns at least 80 percent of a qualified possession corpo-
ration, 100 percent of dividends received from such corporation are
deductible by the shareholder. For corporate shareholders owning
less than 80 percent of a qualified possession corporation, a 70 per-

cent dividends received deduction is available. A dividend paid by a
qualified possession corporation to its U.S. corporate shareholder
constitutes adjusted current earnings of the shareholder for pur-
poses of computing its alternative minimum tax.

3. Taxation of certain transfers of property outside the United
States

Overview

Certain transfers of appreciated property, in the course of a cor-

porate organization, reorganization, or liquidation, can be made
without recognition of gain to the corporation involved or its share-
holders. If the transfer is made out of the United States (an "out-
bound transfer"), however, a foreign corporation is not considered a
corporation unless certain requirements are satisfied. Because cor-

porate status is essential to a tax-free organization, reorganization,
or liquidation, treatment of a foreign corporation as a non-corpo-
rate entity may result in the recognition of gain realized by the
participating corporation and shareholders. This rule is designed to

prevent certain tax-free removals of appreciated assets from U.S.
tax jurisdiction prior to their sale.

The tjrpes of tax-free exchanges that are subject to these special
rules are contributions of property to the capital of a controlled
corporation (sec. 351), corporate reorganizations (sees. 354, 356, and
361), and liquidations of subsidiary corporations (sec. 332).

In the case of an outbound transfer of assets by a U.S. person in

a transaction other than those described above, the Code imposes
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an excise tax equal to 35 percent of the unrecognized appreciation
with respect to the transferred asset.

General rule

Except as otherwise provided by statute or regulation, if, in con-
nection with any exchange described in section 332, 351, 354, 356,
or 361, a U.S. person transfers property to a foreign corporation,
such foreign corporation is not considered to be a corporation, for

purposes of determining the extent to which gain is recognized on
such transfer (sec. 367(a)(1)). Except as provided in regulations, this

rule does not apply to the transfer of stock or securities of a foreign
corporation that is a party to the exchange or a party to the reor-

ganization (sec. 367(a)(2)). The term "party to the exchange" as
used in this provision includes a party to the reorganization (as de-

fined in section 368(b)) and the transferor and transferee in an ex-

change other than a reorganization.^*^

Exception for property transferred for use in an active trade
or business

Except as provided in regulations and as set forth below with re-

spect to certain "tainted assets," no gain is recognized on the trans-
fer of property to a foreign corporation for use by such foreign cor-

poration in the active conduct of a trade or business outside of the
United States (sec. 367(a)(3)(A)).

Partnership interests

A special rule is provided for transfers of partnership interests

(sec. 367(a)(4)). Except as provided in regulations, an outbound
transfer of a partnership interest to a foreign corporation is treated
as a transfer of the U.S. taxpayer's pro rata share of the partner-
ship assets.^** Under this rule, the tax consequences of an out-

bound transfer of a partnership interest turn on whether the trans-

fer of the underlying partnership assets would be tax-free or sub-

ject to a toll charge.

Exceptions not applicable to certain transfers

As a general rule, neither the active trade or business exception
nor the exception for stock and securities of a corporation that is a
party to the reorganization apply to a transfer of property de-

scribed in subsection (a) or (b) of section 361 by a domestic corpora-
tion to a foreign corporation (sec. 367(a)(5)). Subject to regulations,

this general rule does not apply if the transferor corporation is 80-

percent controlled by 5 or fewer U.S. corporations.

Tainted assets

Except as provided in regulations, gain is recognized on the
transfer of property falling within any of several categories of
"tainted assets" (sec. 367(a)(3)(B)). The categories of tainted assets

'*^In general, section 368(b) defines a party to a reorganization as a corporation resulting
from a reorganization, and both corporations, in the case of a reorganization resulting from the

acquisition by one corporation of the stock or properties of another corporation.
'••* Under regulations, the rule for transfers of partnership interests does not apply to trans-

fers of limited partnership interests which are regularly traded on established securities mar-
kets (Temp. Treas. Reg. sec. 1.367(a>lT(cX3XC)).
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include: (1) property described in section 1221(1) or (3);
^^^ (2) in-

stallment obligations, accounts receivable, or similar property; (3)

foreign currency or other property denominated in a foreign cur-

rency; (4) certain intangible property; and (5) property with respect

to which the transferor is a lessor at the time of the transfer,

except where the transferee is the lessee. Tainted assets are ineligi-

ble for the active trade or business exception. Where tainted assets

and other assets are transferred to a foreign corporation for use in

an active trade or business, no gain is recognized on the transfer of

assets other than the tainted assets.

Special rule for transfers of intangibles

Except as provided in regulations, a transfer described in section

351 of intangible property to a controlled corporation or in certain

corporate reorganizations described in section 361 is treated as a
sale (sec. 367(dXl)). Intangible property is defined as any (1) patent,

invention, formula, process, design, pattern, or know-how, (2) copy-
right, literary, musical, or artistic composition, (3) trademark, trade
name, or brand name, (4) franchise, license, or contract, (5) method,
program, system, procedure, campaign, survey, study, forecast, esti-

mate, customer list, or technical data, or (6) any similar item,

which property has substantial value independent of the services of

any individual. Intangible property is ineligible for the active trade
or business exception.

Upon the transfer of intangible property, the transferor is treat-

ed as receiving amounts that reasonably reflect the amounts that
would have been received under an agreement providing for pay-
ments contingent on productivity, use, or disposition of the proper-
ty (sec. 367(dX2)). Amounts are treated as received over the useful

life of the intangible property on an annual basis. The Code speci-

fies that amounts taken into account by the transferor under this

provision are to be commensurate with the income attributable to

the transferred intangible. ^^^

Earnings and profits of the transferee foreign corporation are re-

duced by the amount of income required to be included in income
by the transferor. Any amounts included in gross income by reason
of this special rule are treated as ordinary income from sources
within the United States.

The disposition of (1) the transferred intangible by the transferee
corporation, or (2) the transferor's interest in the transferee corpo-

ration results in recognition of U.S. source ordinary income to the
original transferor (sec. 367(dX2XAXiiXII)). The amount of U.S.

'^'Such property includes stock in trade of the taxpayer or other property of a kind that
would be included in the inventory of the taxpayer if on hand at the close of the taxable year,

property held by the taxpayer primarily for sale to customers in the ordinary course of his trade
or business, or a copyright, a literary, musical or artistic composition, a letter or memorandum,
or similar property held by a taxpayer (a) whose personal efforts created the property, (b) for

whom the property was prepared or produced, or (c) in whose hemds the basis of the property is

determined by reference to the basis of the property in the hands of a tfixpayer described in (a)

or (b)) (sec. 1221(1) and (3)).

'*' This rule is consistent with the statutorily provided authority to the Treasury Secretary to

distribute, apportion, or allocate items of gross income and deductions between and among relat-

ed taxpayers where necessary in order to prevent evasion of taxes or to clearly reflect the
income of any such taxpayer. In the case of any transfer of intangible property, the Secretary is

authorized to allocate the income that is commensurate with the income attributable to the in-

tangible. (See discussion of section 482 in II. E., above.)
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source ordinary income depends on the value of the intangible at
the time of the second transfer.

Incorporation of foreign loss branch

The transfer of the assets of a foreign branch of a U.S. taxpayer
to a foreign corporation, which otherwise qualifies as a tax-free

contribution to the capital of the foreign corporation or as a tax-

free organization, is treated as an outbound transfer. Where a U.S.
taxpayer operates through a foreign branch, losses incurred by the
branch prior to its incorporation reduce the amount of the taxpay-
er's worldwide income that is subject to Federal income tax. After
the branch is incorporated, generally, future income from the activ-

ity is not taken into account by the U.S. taxpayer until it receives

dividends from the foreign corporation.

Except as provided in regulations, the active trade or business
exception is inapplicable to the transfer of the assets of a foreign
branch of a U.S. person to a foreign corporation in an exchange de-

scribed in section 332, 351, 354, 356, or 361 (sec. 367(aX3XC)). In the
case of such a transfer, the transferor is required to recognize gain
equal to the lesser of (1) the excess of pre-incorporation losses in-

curred by the foreign branch with respect to which a deduction was
allowed to the taxpayer over the amount of any income required to

be recognized by section 904(fK3) (discussed above) in the current
taxable year (but not amounts that were simply recharacterized as
U.S.-source income under section 904(fXl)), or (2) the gain on the
transfer.

In appl5dng the rule requiring gain recognition, a pre-incorpora-
tion loss is reduced by taxable income derived by the foreign

branch in a taxable year after the taxable year in which the loss

was incurred and before the close of the taxable year of the trans-

fer. The recognized gain is characterized (as ordinary income or

capital gain) by reference to the character of the previously in-

curred losses. For example, if a branch incurred a capital loss or a
foreign oil and gas extraction loss in an earlier year, its later incor-

poration would jdeld capital gain or foreign oil and gas extraction

income, as the case may be.

Treatment of certain distributions by a domestic corporation

Except as provided in regulations, a liquidating distribution of

appreciated property by an 80-percent-owned domestic subsidiary
into its foreign parent corporation (under sec. 332) causes the dis-

tributing corporation to recognize gain (sec. 367(eX2)). In addition,

where a domestic corporation makes a distribution described in sec-

tion 355 to a foreign person, gain shall be recognized by the corpo-

ration to the extent provided in regulations (sec. 367(eXl)).

Excise tax on certain transfers not subject to section 367

A 35-percent excise tax is imposed on certain transfers of proper-

ty by U.S. persons to foreign transferees that are not described in

section 367 (sec. 1491)). In general, the excise tax applies to trans-

fers of property by U.S. persons (including corporations and part-

nerships) to foreign corporations, foreign partnerships, and foreign

estates and trusts. In the case of transfers of property to foreign
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corporations, the tax applies only to property treated as paid-in

surplus or as a contribution to capital.

The excise tax is imposed on the amount that the fair market
value of the transferred property exceeds its adjusted basis in the
hands of the transferor. To the extent the transferor recognizes
gain at the time of the transfer, the amount against which the tax
is applied is reduced. A transferor may elect to treat a nontaxable
transfer under principles similar to the principles of section 367
(sec. 1492)). If such treatment is elected, the transfer is not subject

to the excise tax.

Notification requirement

A notification requirement and a set of penalties for failure to

comply with that requirement exist for certain transfers to foreign

persons (sec. 6038B). A U.S. person who transfers property to a for-

eign corporation in an exchange subject to section 367, or a domes-
tic corporation that makes a liquidating distribution described in

section 336 to a foreign person, is required to furnish to the Treas-
ury Secretary such information with respect to the exchange as the
Secretary may require, at the time and in the manner provided in

regulations. If a U.S. person fails to comply with the notification

requirement, there is imposed a penalty equal to 25 percent of the
amount of the gain realized on the exchange, unless the fsdlure was
due to reasonable cause and not willful neglect,

4. Acquisitions of foreign corporations

In general

As a general rule, when a U.S. person acquires the stock of a for-

eign corporation, the underlying basis of the corporation's assets

and various other tax items of the corporation (e.g., undistributed
earnings and profits, creditable foreign taxes, etc.) are not affected.

That is, these "tax attributes" of the corporation generally remain
unchanged as a result of the change in the ownership of its stock.

On the other hand, when a U.S. taxpayer acquires assets from a
foreign corporation, the bases of those assets generally are adjusted
to reflect amounts which represent the acquiring taxpayer's cost

paid for those assets. Moreover, the acquiring corporation does not
assume the other tax attributes of the foreign corporation.

Certain stock acquisitions treated as asset acquisitions

In certain cases, a corporation that is acquiring the stock of an-,

other corporation (the target corporation) may elect to treat the ac-

quisition of the stock of the target corporation as an acquisition of
the assets of the target corporation (sec. 338(a)). In such a case, the
target company is treated as having sold all of its assets at the
close of the acquisition date at fair market value in a single trans-

action and is treated as a new corporation which purchased all of
the assets of the old target company as of the beginning of the first

day after the date of acquisition.^*'^ The effect of making an elec-

'*^ In lieu of making a regular section 338 election, the purchaser and a corporate seller may
agree to make an election under section 338(hX10) with respect to the acquisition of the target

Continued
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tion of this type is gain or loss recognition by the old target compa-
ny of the unrealized appreciation or depreciation in its assets and
fair market value basis of those assets in the hands of the new
target company.
An election under section 338 may be made only with respect to

a qualified stock purchase. This term means any transaction or
series of transactions over a 12-month acquisition period which
result in the acquisition by a corporation of at least 80 percent of

the voting power and value of the outstanding stock of the target
company (sec. 338(d)(3)).

As a general rule, consistency of treatment as either an asset ac-

quisition or a stock acquisition generally is mandated for qualified

stock purchases of a target company and any companies affiliated

with the target company if the purchases occur during a three-year
period (sec. 338(f)). Except as provided in regulations, neither stock
of a foreign corporation nor stock held by a target affiliate in a for-

eign corporation is treated as stock of a target affiliate (sec.

338(h)(6)). Under regulations, foreign affiliates of the target compa-
ny are, as a general matter, treated as affiliated companies which
are subject to the consistency rule. However, the acquiring compa-
ny generally is permitted to elect to exclude all foreign target af-

filiates from the status of target affiliate (Temp. Treas. Reg. sec.

1.338-5T(c)(2)). Thus, for example, an acquiring corporation may
elect to treat the acquisition of the stock of a U.S. company as an
acquisition of that company's assets and not be bound to the same
treatment with respect to an acquisition of the stock of one or more
foreign affiliates of the U.S. target company.
A special rule is provided for the purpose of computing the sell-

er's foreign tax credit limitation with respect to gain recognized as

a result of an election under section 338 (sec. 338^X16)). Under this

special rule, except as provided in regulations, the deemed sale of

assets resulting from a section 338 election is disregarded for pur-
poses of determining the source or character of any item in com-
puting the foreign tax credit. Instead, the gain generally is treated
as gain from the sale of stock. The purpose of this provision is to

prevent a taxpayer from using excess foreign tax credit limitation

resulting from the deemed asset sale (which generally would not be
taxed by a foreign country) to offset excess foreign tax credits at-

tributable to other foreign operations of the taxpayer. An exception
to this rule is provided for gain derived from the deemed sale by a
U.S. corporation of stock in a controlled foreign corporation, to the
extent that the gain is treated as dividend income under section

. 1248 (determined without regard to any deemed-sale earnings).

Limitations on the use of foreign tax credits

The 1986 Act included a provision that operates to limit the
availability of a corporation's net operating loss carryovers follow-

ing an ownership change of that corporation (sec. 382). In general,

an ownership change occurs if the percentage of stock of the loss

corporation owned by one or more 5-percent shareholders h£is in-

company's stock. Under this election, the target company is treated as if it sold its assets while
still a member of the selling company's consolidated group and then liquidated under section

332.
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creased by more than 50 percentage points relative to the lowest

percentage of stock of the corporation owned by those 5-percent

shareholders at any time during the previous three-year period.^"*®

As a corollary to the limitation on the ability to use net operat-

ing loss carryovers, rules were also provided in the 1986 Act that

place similar limitations on other tax items which may be carried

over (sec. 383). Under regulations to be prescribed by the Treasury
Secretary, the amount of any excess creditable foreign taxes for

any taxable year ending before the taxable year during which an
ownership change occurs shall be limited in a manner consistent

with the rules of section 382.

5. Special treatment of companies organized in contiguous foreign

countries

Generally, an affiliated group of corporations may elect to file

U.S. income tax returns and pay U.S. income tax on a group-wide
(i.e., consolidated) basis (sec. 1501). An affiliated group consists of

one or more chains of corporations connected through stock owner-
ship with a common parent corporation as long as the common
parent owns directly 80 percent or more of the total voting power
and value of at least one of the other corporations, and 80 percent
or more of the voting power and value of each of the other corpora-

tions (except the common parent) is owned directly by one or more
of the other corporations (sec. 1504(a)). As a general rule, certain

corporations, including foreign corporations, may not constitute

part of an affiliated group of corporations (sec. 1504(b)). ^^^

Under a special rule, certain foreign corporations may be treated

as part of an affiliated group and join in the filing of a consolidated

U.S. income tax return (sec. 1504(d)). To qualify for this rule, cer-

tain requirements must be met. First, 100 percent of the capital

stock (exclusive of directors' qualifying shares) of the foreign corpo-

ration must be directly or indirectly owned or controlled by a do-

mestic corporation. Second, the foreign corporation must be orga-

nized under the laws of a contiguous foreign country (i.e., Canada
or Mexico). Third, the foreign corporation must be maintained
solely for the purpose of compljdng with the laws of its country of

organization as to title and operation of property. ^^°

6. Deduction for dividends received from foreign corporations

Corporations that receive dividends from U.S. corporations gen-

erally are entitled to a deduction equal to 70 percent of the divi-

dends received (sec. 243(aXl)) or 100 percent where 80 percent or

more of the stock of a corporation is owned by the shareholder (sec.

243(aX2) and (3)).

Dividends received by a U.S. corporation from a foreign corpora-

tion generally are not eligible for the dividends received deduction.

•*^ A 5-percent shareholder is any person who holds five percent or more of the corporation

before or after a shift of ownership of any stock of the corporation.
'*' Other corporations not includible in an affiliated group are tax-exempt corporations under

section 501, insurance companies, corporations electing use of the possession tax credit, regulat-

ed investment companies, real estate investment trusts, and domestic international sales corpo-

rations.
"SO In certain instfmces, foreign countries may limit the ability to hold title to specified types

of property to residents of that coimtry.
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However, a 70-percent dividends received deduction is available in

certain cases to corporations that own, by vote and value, at least

10 percent of the stock of a foreign corporation (sec. 245(aXl) and
(2)).^^* The deduction is allowed if the foreign corporate payor
earns any amount of income effectively connected with the conduct
of a U.S. trade or business that is subject to U.S. tax (i.e., is not
treaty protected) or owns a U.S. subsidiary from which it receives

dividends (sec. 245(aX5)).*®2 Dividends eligible for the deduction are
based on the proportion that the foreign corporation's post-1986
earnings and profits that have been subject to U.S. corporate
income tax and that have not been distributed bears to the corpo-
ration's total post-1986 accumulated earnings and profits. For this

purpose, the "pooling" rules set forth in section 902 (discussed in

II.C.2., above) apply to a foreign corporation's total accumulated
earnings and profits and the accumulated earnings Eind profits that
are attributable to U.S. sources. Distributions from a foreign corpo-

ration are deemed to come pro rata from the corporation's earnings
that have been subject to U.S. corporate income tax and those that
have not been so subject.

If a U.S. corporation is eligible to claim a deduction for dividends
received from a foreign corporation, the U.S. recipient treats as
U.S. source income for foreign tax credit purposes 100/70 of the
amount of the dividend eligible for the dividends received deduc-
tion (sec. 861(aX2XB)).

7. Dual resident companies

A corporation that is created or organized in the United States

or under the laws of the United States or of any State is a "U.S.
corporation." The United States taxes every U.S. corporation on its

worldwide income (with allowance of a foreign tax credit) and gen-
erally allows it to deduct losses wherever incurred. The United
States allows U.S. corporations to file consolidated tax returns with
other U.S. corporations that are commonly owned. When two or
more U.S. corporations file a consolidated return, losses that one
corporation incurs generally may reduce or eliminate tax on
income that another corporation earns.

For tax purposes, a corporation may be at the same time a U.S.

resident for U.S. purposes and a resident of another country for its

income tax purposes, if the other country uses a standard other
than place of incorporation to determine residency. For example, a
U.S. corporation can also be a resident of the United Kingdom or

Australia under their respective rules. Such companies are re-

ferred to as "dual resident companies."
If a U.S. corporation is subject to a foreign country's tax on

worldwide income, or on a residence basis as opposed to a source

basis, any net operating loss it incurs cannot reduce the taxable

""A 100-percent dividends received deduction is allowed for dividends received by a U.S. cor-

poration from a wholly owned foreign corjxjration to the extent the dividends are paid out of

earnings and profits of the foreign corporation for a taxable year during which it was wholly
owned by the domestic corporation and all of Its gross income was effectively connected with the

conduct of a U.S. trade or business (sec. 245(b)).
"^ For this purpose, the foreign corporate payor must own at least 80 percent of the voting

power and value of the stock of the U.S. subsidiary either directly or indirectly through a 100-

j)ercent owned foreign subsidiary.
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income of any other member of a U.S. affiliated group for that or
any other taxable year (sec. 1503(d)). A net operating loss of such a
company is referred to as a "dual consolidated loss." Where a U.S.
corporation is subject to foreign tax as described above, then for

U.S. purposes, its loss will be available to offset income of that cor-

poration in other years, but not income of another U.S. corpora-
tion.

Regulatory authority is provided to exempt a U.S. corporation
from this rule to the extent that its losses do not offset the income
of foreign corporations for foreign tax purposes. Under temporary
regulations, the limitation on the deductibility of a dual consolidat-

ed loss does not apply if two conditions are satisfied. ^^^ First, there
must have been at no time since 1986 any other person which,
under the income tax laws of a foreign country, is permitted to use
by any means the losses, expenses, or deductions of the dual resi-

dent corporation.^^"* Second, under the income tax laws of the for-

eign country, the losses, expenses, or deductions of the dual resi-

dent company incurred after 1986 cannot be carried over or back to

be used, by any means, to offset the income of any other person in

other years. Where only the first requirement is satisfied, a loss of
a dual resident corporation may be used to offset income of another
U.S. corporation if the taxpayer agrees to amend its returns to dis-

allow use of the loss upon later use of the dual resident company's
loss by another person for foreign tax purposes, or upon another
triggering event (Treas. Reg. sec. 1.1503-2T(cX3)).

8. Related person factoring income

When a seller of goods or services takes back a receivable (a

promise to pay in the future) in exchange, and then sells the re-

ceivable to a third party (a "factor") at a discount, the seller's

income on the sale of the goods or services is reduced by the
amount of that discount, and upon pa3nnent of the obligation, the
factor realizes income equal to the difference between the amount
the factor paid for the receivable and the amount received when
the receivable is collected.

In most respects, a factoring transaction is a financing transac-
tion in which the factor has assumed a loan to the obligor on the
account receivable and the discount earned by the factor is func-
tionally the equivalent of interest. Prior to 1984, however, the dis-

count was not treated as interest. ^^^ Structuring a transaction as
the factoring of a receivable rather than as a loan, therefore, could
significantly alter the tax consequences of the transaction and, in

particular, avoid the impact of anti-abuse rules of prior law.

i»3 Treas. Reg. sec. 1.1503-2T(cXlXi).
*'*The following situations will not constitute satisfaction of the first requirement: (1) the

failure to make use of an election that would enable the other person to use the losses, expenses,
or deductions of the dual resident company; (2) the fact that the income tax laws of a foreign
country deny the use of losses, expenses, or deductions of its corporate residents that are also
residents for tax purposes of another country to offset income of another person; (3) the fact that
the other person does not have sufficient income to benefit from an offset of the losses, expenses,
or deductions of the dual resident company for a particular taxable year; or (4) the fact that the
dual resident company has no losses, expenses, or deductions for a particular taxable year
(Treas. Reg. sec. 1.1503-2T(cXlXii)).
i"See Elk Discount Corp. v. Commissioner, 4 T.C. 196 (1944); Private Letter Ruling 8338043

(June 17, 1983).
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For example, acquisition by a U.S.-controUed foreign corporation
of a receivable arising from a sale by a U.S. taxpayer might reduce
the U.S. tax base if the discount income of the foreign corporation
were not treated as foreign base company income. Moreover, be-
cause factoring operations generally are easily movable, it might
present an opportunity to generate low-taxed foreign source gener-
al limitation income, thereby avoiding the purposes of the separate
foreign tax credit limitation applicable to interest.

Therefore, under a provision enacted in 1984, the Code for cer-

tain purposes treats income (whether in the form of discount,
stated interest, or some other form) arising from a trade or service
receivable acquired directly or indirectly by a foreign corporation
from a related person as if it were interest on a loan to the obligor
under the receivable (sec. 864(d)). The related person may be either
a foreign person or a United States person. Related person" for

this purpose includes a related person as defined for the purpose of
the loss disallowance or deferral rule of section 267, plus a 10-per-

cent U.S. shareholder and any person related to a 10-percent tF.S.

shareholder. The related party factoring rule applies only for pur-
poses of the foreign personal holding company rules, the subpart F
rules, and the foreign tax credit limitation.

An exception to the above rule may apply if the related person
that acquired the factored receivable acquires it from an entity
that is organized under the laws of the same foreign country as the
acquirer and that has a substantial part of its assets used in its

trade or business located in that same country. This exception does
not apply, however, if the person transferring the receivable would
have derived any foreign base company income (determined with-
out regard to the de minimis exception) or income that is effective-

ly connected with a U.S. trade or business had it collected the re-

ceivable.

By virtue of its treatment as interest for purposes of the foreign
tax credit limitation rules, related person factoring income is sub-
ject to the separate foreign tax credit limitation for passive income,
high withholding tax interest, or financial services income. It is in-

eligible for any export financing interest exception to application of
these separate limitations. Under subpart F, related person factor-

ing income earned by a controlled foreign corporation does not ben-
efit from the de minimis, export financing, or same country excep-
tions to the subpart F definition of foreign personal holding compa-
ny income. A loan by a controlled foreign corporation for the pur-
pose of financing the purchase of goods or services of a related
party is treated like the acquisition by the foreign corporation of
the purchgiser's receivable. Thus, income from such loans is subpart
F income without regard to the exceptions for which factoring
income is ineligible, and it is subject to the separate foreign tax
credit limitation for passive income without regard to the export
financing exceptions for which factoring income is ineligible.

The Puerto Rico and possession tax credit (sec. 936) does not
apply to factoring income unless the income from the receivable
arises within the possession under the rule that treats the income
as income from a loan to the obligor of the receivable.

Finally, certain factoring transactions are treated as though they
were loans from a controlled foreign corporation to a related U.S.
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shareholder. The definition of U.S. property (in sec. 956) includes

any trade or service receivable that is the obligation of a U.S.

person and that is generated by a related U.S. person's disposition

of inventory or performance of services. Therefore, the U.S. share-

holders of a controlled foreign corporation are currently taxable on
the amount that is paid for the factored trade or service receivable

(up to the amount of the controlled foreign corporation's earnings
and profits).

9. Tax treatment of U.S. persons living abroad

a. General exclusion

A U.S. citizen or resident generadly is taxed on his or her world-

wide income, with the allowance of a foreign tax credit for foreign

taxes paid on the foreign income. An individual who has his or her
tax home in a foreign country and who meets either of two eligibil-

ity requirements, however, generally can elect to exclude an
amount of foreign earned income from gross income (sec. 911(a)).

The maximum exclusion is $70,000 per year.

An individual meeting the eligibility requirements generally may
also elect to exclude (or deduct, in certain cases) certain housing
costs (sec. 911(aX2)). Housing costs available for exclusion are the
excess of the individual's housing expenses for the year over an
amount equal to the product of 16 percent of the daily salary of an
employee of the United States who is compensated at a rate equal
to the annual rate paid for step 1 of GS-14, multiplied by the
number of days during the taxable year that the person meets the
exclusion's qualification requirements (sec. 911(cXl)). For this pur-

pose, housing expenses generally are the reasonable expenses,

other than deductible interest or taxes, paid or incurred during the
taxable year by (or on behalf of) the individual for his or her hous-

ing (and housing of his spouse and dependents) in a foreign country
(sec. 911(cX2)).^^® Grenerally, the taxpayer is permitted an exclusion

for the expenses of the abode that bears the closest relationship to

the tax home of the individual. ^^'^

To qualify for the foreign earned income exclusion, an individual

must satisfy either a bona fide residence test or a physical presence
test.^^® Under the bona fide residence test, a citizen of the United
States must establish to the satisfaction of the Secretary of the
Treasury that he or she has been a bona fide resident of a foreign

country for an uninterrupted period which includes an entire tax-

able year (sec. 911(dXl)). In order to satisfy the physical presence
test, the individual must be present overseas for 330 days out of

•" Housing expenses are not considered reasonable to the extent they are lavish or extrava-

gant under the individual's circumstances.
^^'' Under a special rule, however, those expenses may also include the costs of maintaining a

separate household outside of the Un>ted States for his or her spouse and dependents if that

household is maintained due to dangerous, unhealthful, or otherwise adverse living conditions

in the location of the household where the taxpayer resides.
'** Note that whereas the physical presence test applies to both U.S. citizens and non-citizen

U.S. residents (as defined under section 7701(b)), the statutory bona fide residence test applies

only to U.S. citizens.
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any 12 consecutive month period (sec. 911(dX2)). In either case, the
taxpayer must have a tax home in a foreign country. ^^^

The combined earned income exclusion and housing amount ex-

clusion may not exceed the taxpayer's total foreign earned income
for the taxable year (sec. 911(dX7)). Foreign earned income general-

ly means income earned from sources outside the United States as
compensation for personal services actually rendered by the tax-

payer (sec. 911(dX2)).i«o

The foreign earned income provision contains a denial of double
benefits by reducing such items as the foreign tax credit by the
amount attributable to excluded income (sec. 911(dX6)).

Individuals who are present in a country with respect to which
restrictions relating to travel or travel-related transactions are in

effect lose certain tax benefits (sec. 911(dX8)).^®^ An individual who
is present in such a country does not lose tax benefits unless that

individual's engaging in travel-related transactions is in violation

of law. An individual is not treated as a bona fide resident of, or as
present in, a foreign country for any day during which the individ-

ual is present in a country in violation of law. Foreign earned
income, otherwise eligible for the exclusion, does not include £iny

income from sources within such a country attributable to services

performed therein. Housing expenses eligible for tax benefits do
not include any expenses (allocable to a period in which presence
was prohibited) for housing in such a country or for housing of the
spouse or dependents of the taxpayer in another country while the
taxpayer is present in such a country.

b. Income from sources within U.S. possessions

The Code provides special rules for the taxation of certain per-

sons residing in, and earning income from sources within, U.S. pos-

sessions.

Guam, American Samoa, and the Northern Mariana Islands

As a general rule, an individual who is a bona fide resident of

Guam, American Samoa, or the Northern Mariana Islands is per-

mitted to exclude from his or her gross income any income derived

from sources within those possessions, as well as any income that is

effectively connected with the conduct of a trade or business by
that individual within those possessions (sec. 931). ^^^ jn order to

eliminate such a person's ability to receive a double benefit from
this provision, neither a deduction (other than the deduction for

1*9 For this purpKJse, the term tax home means the tatxpayer's home for purp>oses of determin-

ing the deductibility of traveling expenses while away from home under section 162(aX2). A tax-

payer is not treated as having a tax home in a foreign country for any period during which he
has an abode in the United States (sec. 911(dX3)).

'*° Foreign earned income does not include amounts (1) received as a pension or an annuity,

(2) paid by the United States Government (or governmental agency to an employee thereof), (3)

included in gross income by reason of section 402(b) (taxation of beneficiaries of nonexempt
trusts) or 403(c) taxation of beneficiaries of nonqualified annuities), or (4) received after the close

of the taixable year following the taxable year in which the services to which the amounts are

attributable were performed (sec. 911(bXl)(B)).
**' For this purpose, the restrictions must have been adopted pursuant to the Trading With

the Enemy Act (50 U.S.C. App. 1 et seq.), or the International Emergency Economic Powers Act
(50 U.S.C. 1701 et seq.).

'*2 No exclusion is permitted for amounts received for services rendered as an employee of

the United States (iovernment.
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personal exemptions) nor a credit is permitted to be taken if it is

properly allocable to amounts excluded from gross income.

U.S. Virgin Islands

The tax code of the Virgin Islands is identical to that of the
United States (i.e., a mirror code). An individual who is a U.S. citi-

zen or resident and has Virgin Island source income or income de-

rived from the conduct of a trade or business in the Virgin Islands
for the taxable year generally is required to file income tax returns
with both the United States and the Virgin Islands (sec. 932(a)).

The individual's tax liability is pro-rated based on a specified for-

mula. Under the formula, the amount of tax due to the Virgin Is-

lands is equal to the total tax liability multiplied by the proportion
of adjusted gross income from Virgin Islands sources to total ad-
justed gross income (sec. 932(b)). The remainder of the tax is paid to
the United States.

The rule specified in the preceding paragraph does not apply to a
person who is a bona fide resident of the Virgin Islands at the close

of the taxable year. Such a person is required to file an income tax
return with the Virgin Islands. If the return so filed reports
income from all sources and identifies the source of each item
shown on the return, and the full tax liability on such income is

remitted to the Virgin Island Government, then gross income
shown on the Virgin Islands return is excluded from gross income
for purposes of computing the person's U.S. income tax liability

(i.e., the person will have no gross income for U.S. tax purposes)
(sec. 932(c)).

Puerto Rico

A person born in Puerto Rico is typically a U.S. citizen, and thus
a U.S. person for U.S. tax purposes. The Code provides, however,
that income derived from sources within Puerto Rico by an individ-

ual who is a bona fide resident of Puerto Rico during the entire
taxable year generally is excluded from gross income and exempt
from U.S. taxation, even if such resident is a U.S. citizen (sec.

933). ^^3 Such income generally is subject to taxation by Puerto
Rico. In order to eliminate such a person's ability to receive a
double benefit from this provision, neither a deduction (other than
the deduction for personal exemptions) nor a credit is permitted to

be taken if it is properly allocable to amounts excluded from gross
income.
Items of income earned from sources outside of Puerto Rico by

U.S. persons who reside in Puerto Rico generally are subject to

U.S. taxation.

'*^ No exclusion is permitted for amounts received for services rendered as an employee of
the United States Government.
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H. Tax Treaties and Foreign Tax Laws

1. United States tax treaty policy

In general

In addition to the U.S. and foreign statutory rules for the tax-

ation of foreign income of U.S. persons, bilateral treaties limit the
amount of foreign tax that may be imposed by the treaty partner
on U.S. residents. Treaties also supplement, to some extent, the
U.S. statutory rules governing the foreign tax credit that the
United States will provide to U.S. residents. ^^* Reciprocally, these
treaties limit the amount of U.S. tax that may be imposed on resi-

dents of the treaty partner, in addition to modifying the internal
treaty country tax rules applicable to its own residents with re-

spect to their U.S. income.
Thus, with respect to outbound investment by U.S. persons, trea-

ties largely serve the function of modifying the t£ix effect of foreign

statutory laws. Treaties also serve in the outbound context to

ensure the creditability of taxes imposed by the treaty country
where income was earned (the "source country") in computing the
amount of tax owed by the U.S. resident to the United States.

Treaties may also provide procedures under which inconsistent po-

sitions taken by both treaty countries with respect to a single item
of income or deduction may be mutually resolved by the two coun-
tries. Although foreign laws constitute a critical component of the
tax position a U.S. person with foreign income may face, compre-
hensive discussion of foreign internal laws generally is beyond the
scope of this pamphlet. The discussion below focuses on current
U.S. policy toward treaty issues that affect the foreign tax liabil-

ities and foreign tax credits of U.S. persons.

The preferred tax treaty policies of U.S. administrations have
been expressed from time to time in model treaties and agree-

ments. In addition, the OECD has published model tax treaties.

The United Nations has also published a model treaty for use be-

tween developed and developing countries. The Treasury Depart-
ment, which together with the State Department is responsible for

negotiating tax treaties, last published a proposed model income
tax treaty in June 1981.^^^ It is understood that the Treasury's
current working model (that is, its current preferred income tax

treaty negotiating position) includes provisions different from those

in the 1981 model, in part due to the substantial changes in U.S.

statutory international tax provisions since mid-1981. ^^^ The
OECD last published a model income tax treaty in 1977 ("the

OECD model"). ^^'^ The OECD model treaty is accompanied by ex-

^^* For a detailed discussion of the general legal framework within which income tax treaties

operate, and their significance for the U.S. income of foreign residents, see Joint Committee on
Taxation, Background and Issues Relating to the Taxation of Foreign Investment in the United
States (JCS-1-90), January 23, 1990, at 43 et seq.

'*^The Treasury also proposed a model estate, inheritance, gift, and generation-skipping

transfer tax treaty in 1980.
166 Pqj. example, since 1986 Treasury has completed several new treaties, since ratified. In

some ceises they amended the existing treaties in order to conform them to the 1986 Act changes
in the Code. In doing so, they necessarily departed in some ways from the 1981 model.

'*' The OECD last published a model estate, inheritance and gift tax treaty in 1983.
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tensive commentary, expressing views of the OECD Committee on
Fiscal Affairs and, where relevant, separate views of particular

member countries. In addition, the OECD Committee on Fiscal Af-

fairs pubhshes from time to time more detailed reports on particu-

lar international tax issues. The United Nations last published a
model income tax treaty in 1980 ("the U.N. model").

Treasury's model income tax treaty

The 1981 U.S. model income tax treaty contains many provisions

of particular significance with respect to outbound investment.

General scope

Most of the provisions of U.S. treaties do not affect the U.S. tax-

ation of U.S. residents, except indirectly by potentially reducing
the U.S. credits that might have been associated with the foreign
taxes not paid as a result of treaty benefits received by the U.S.
resident from the treaty country. Under the model, the United
States may tax its residents, and by reason of citizenship may tax
its citizens, as if the treaty had not come into effect. Notably ex-

cepted from this savings clause are treaty benefits conferred by
model treaty provisions (described below) on associated enterprises,

relief from double taxation, nondiscrimination, and mutual agree-
ment procedure.

Business profits attributable to a permanent establishment

Under the U.S. model, there is no foreign taxation of business
profits of the enterprise of a qualified U.S. resident unless the en-

terprise carries on business within the treaty country through a
permanent establishment in that country; that is, a fixed place of
business through which the business of an enterprise is wholly or
partly carried on.^^® The model describes in detail the characteris-

tics relevant to determine whether something is a permanent es-

tablishment. The term includes especially a place of management,
a branch, an office, a factory, a workshop, a mine, an oil or gas
well, a quarry, or any other place of extraction of natural re-

sources. The model specifies that a duration of more than twelve
months is necessary before treating a building site or construction
or installation project, or an installation or drilling rig or ship used
for the exploration or exploitation of natural resources, as a perma-
nent establishment (Article 5.3).

The U.N. model, by contrast, would permit the source country to

treat a building site, a construction, assembly, or installation

project or supervisory activities in connection therewith as a per-

manent establishment where the site project or activities continue
for more than 6 months. It would also permit the furnishing of
services within a country to be treated as a permanent establish-

*'* In another context p)erhaps less related to issues of foreign investment by U.S. persons, the
U.S. model uses a second, similar, criterion for one country's (the source country's) assertion of
jurisdiction to tax income from professional services and other activities of an independent char-
acter (including especially independent scientific, literary, artistic, educational or teaching ac-

tivities as well as the independent activities of physicians, lawyers, engineers, architects, den-
tists, and accountants) performed by a resident of the other country: namely, that the person
have a "fixed base" regularly available in the source country for the purposes of performing the
activities, and that the income be attributable to that fixed base.

4r!-419 n - 91 - 8
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ment in that country if the activities continue (for the same or a
connected project) within the country for a period or periods aggre-
gating more than 6 months within any 12-month period.

Under the U.S. model, the term permanent estabUshment does
not include the maintenance of a fixed place of business solely for
the purpose of carrying on for the enterprise activities of a prepar-
atory or auxiliary character. Certain activities are deemed (alone
or in combination) to be of this nature: for example, the use of fa-

cilities solely for the purpose of storage, display, or delivery of
goods or merchandise belonging to the enterprise; the maintenance
of a stock of goods or merchandise belonging to the enterprise
solely for the purpose of storage, display, or delivery; the mainte-
nance of a stock of goods or merchandise belonging to the enter-
prise solely for the purpose of processing by another enterprise; or
the maintenance of a fixed place of business solely for the purpose
of purchasing goods or merchandise, or of collecting information,
for the enterprise.

Under the U.S. model, a U.S. resident is not deemed to have a
permanent establishment in the treaty country merely because it

carries on business in the treaty country through a broker, general
commission agent, or any other agent of an independent status,

provided that such persons are acting in the ordinary course of
their business. The U.N. treaty would not treat as an independent
agent one whose activities are devoted wholly or almost wholly on
behalf of the enterprise.

Where a person to whom the foregoing U.S. model rule does not
apply is acting on behalf of the U.S. resident, and has and habit-

ually exercises in the treaty country an authority to conclude con-
tracts in the name of the U.S. resident, and that agent's activities

on behalf of the U.S. resident go beyond the scope of what the U.S.
resident could itself do in the treaty country without constituting a
permanent establishment, the U.S. resident is deemed to have a
permanent establishment in the treaty country in respect of any
activities which the agent undertakes for the U.S. resident.

The U.N. treaty would also permit the source country to treat

the agent as a permanent establishment of the U.S. resident where
the agent has no such authority but habitually maintains in the
source country a stock of goods or merchandise from which he reg-

ularly delivers goods or merchandise on behalf of the U.S. resident.

Also under the U.N. treaty, an insurance enterprise of a U.S. resi-

dent would be deemed to have a permanent establishment in the
treaty country if it collected premiums in the treaty country or in-

sured risks situated therein through a person other than an inde-

pendent agent.

The U.S. model provides that the fact that a U.S. company enti-

tled to treaty benefits controls or is controlled by a company resi-

dent in the treaty country (or carrying on business in the treaty

country) does not of itself cause the company resident in the treaty

country (or carrying on business in the treaty country) to be treat-

ed as a permanent establishment of the U.S. company.
The U.S. model provides that no business profits shall be attrib-

uted to a permanent establishment by reason of the mere purchase
by that permanent establishment of goods or merchandise for the



219

enterprise. This issue is expressly left open to bilateral negotiation

under the U.N. model.
In addition, the U.S. model provides that the business profits to

be attributed to the permanent establishment shall include only

the profits derived from the assets or activities of the permanent
establishment. The U.N. model adds a limited "force of attraction

rule" which would also allow the country in which the permanent
establishment is located to attribute to the permanent establish-

ment sales in that country of goods or merchandise of the same or

similar kind as those sold through the permanent establishment,

and to attribute to the permanent establishment other business ac-

tivities carried on in that country of the same or similar kind as

those effected through the permanent establishment.

Where the U.S., OECD, and U.N. models expressly provide for

the allocation of worldwide executive and general administrative

expenses in determining business profits attributable to a perma-
nent establishment, the U.S. model also specifies research and de-

velopment expenses, interest, and other expenses incurred for the

purposes of the enterprise as a whole (or the part of the enterprise

that includes the permanent establishment) (Article 7.3).

Dividends and branch taxes

The U.S. model permits taxation of dividends by the residence

country of the payor (sometimes referred to as the "source coun-

try"), but limits the rate of source country tax in cases where the

beneficial owner of the dividends is a resident of the other treaty

country. ^^^ In that case, the model allows not more than a 5-per-

cent gross-basis tax if the beneficial owner is a company which
owns at least 10 percent of the payor's voting stock (a "direct inves-

tor"), and in any other case (a "portfolio investor") not more than a
15-percent gross-basis tax. (Under the OECD model, the 5-percent

rate is not available unless the beneficial owner of the dividends is

a company other than a partnership which holds directly at least

25 percent of the capital of the dividend payor.) The term "divi-

dend" as used in the model is limited to income from shares or

other rights, not being debt-claims, participating in profits, and
income from other corporate rights which is subjected by the

source country tr> the same tax treatment as income from shares.

The U.S. model also allows for so-called "second level withhold-

ing taxes" provided that the dividends are paid out of profits at-

tributable to a permanent establishment in the taxing country, and
the gross income of the dividend payor attributable to such perma-
nent establishment constituted at least 50 percent of the company's
gross income from all sources. However, since 1986 it has apparent-
ly been the Treasury's goal to negotiate treaties allowing for a
branch profits tax at a rate equal to the direct dividend withhold-

169 'Y\i\s limitation does not apply to dividend income attributable to a source country perma-
nent establishment through which a resident of the other treaty country carries on business, or

to income attributable to a fixed base from which a resident of the other treaty country per-

forms independent services. In the case of such income, it would be subject to the ordinary net-

basis taxation rules applicable to any other income attributable to the permanent establishment
or fixed base.
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ing rate.^'^° Thus, the second-level withholding provision of the
1981 model may fairly be said to be obsolete.

The U.N. model expressly leaves to case-by-C£ise bilateral negotia-
tion the particular percentage limit to be imposed on source coun-
try taxation of dividends.

Interest and royalties

The U.S. model allows no tax to be imposed by a treaty country
on interest or royalty income derived and beneficially owned by a
resident of the other treaty country.^' ^ By contrast, the OECD
model would permit up to 10-percent gross-basis taxation of inter-

est by the treaty country in which the interest arises. The U.N.
model expressly leaves to case-by-case bilateral negotiation the par-
ticular percentage limit to be imposed on source country taxation
of interest or royalties, as it does in the case of limits on source
country taxation of dividends.
The U.S. model defines interest as income from debt-claims of

every kind, whether or not secured by mortgage, and whether or
not carrying a right to participate in the debtor's profits. More re-

cently signed treaties may or may not signal a change in the pre-

ferred U.S. negotiating position on the issue of whether income
from a debt-claim carrying a right to participate in profits consti-

tutes interest. For example, the 1989 German treaty provides that
pa)mients are not interest within the meaning of the treaty, and
may be taxed in the source country under its internal laws, if the
payments are deductible in determining the profit of the payor,
and are made under arrangements, including debt obligations, car-

rying the right to participate in profits (Articles 10.5 and 11.2). The
1989 treaties with India and Finland also permit source country
taxation of income from a debt-claim participating in profits, but
without regard to whether those payments are deductible (Art.

10.3). On the other hand, the 1990 Spanish treaty and the 1988 In-

donesian treaty follow the U.S. model definition.

The U.S. model defines royalties as payments of any kind re-

ceived as a consideration for the use of, or the right to use, any
copyright of literary, artistic, or scientific work (not including cine-

matographic films or films or tapes used for radio or television

broadcasting), any patent, trademark, design or model, plan, secret

formula or process, or other like right or property, or for informa-
tion concerning industrial, commercial or scientific experience. The
term also includes gains derived from the alienation of any such
right or property which are contingent on the productivity, use, or
disposition thereof.

The U.S. model prohibits imposing second level withholding tax
on interest (that is, taxing interest paid by a resident of the other
treaty country, which interest is not received by a person subject to

' '° See, e.g., Articles IV and VIII of the 1988 U.S.-France income tax protocol, Article 10 of the
Tunisian, 1989 German (not yet in force), and the 1989 Finnish treaties, Article 14 of the Indian
and Spanish treaties, and Article 11 of the Indonesian treaty.

'" As is true for dividends, this limitation does not apply to interest or royalties attributable

to a source country permanent establishment through which a resident of the other treaty coun-
try carries on business, or to income attributable to a fixed base from which a resident of the
other treaty country performs independent services. In the case of such income, it would be sub-

ject to the ordinary net-basis taxation rules applicable to any other income attributable to the
permanent establishment or fixed base.
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tax in the first country either as a resident or as a nonresident sub-

ject to net basis tax) unless the interest arises in the taxing state

and is not paid to a resident of the other treaty country. ^
'
^

Other gains

Except as provided above, or in the case of real property gains,

the U.S. model allows no tax to be imposed by a treaty country on
gains from the alienation of personal property by a resident of the
other treaty country. ^'^ The U.N. treaty, by contrast, also contem-
plates taxation by a treaty country of gains from the alienation of

stock by a resident of the other treaty country when the stock rep-

resents a participation of at least a fixed percentage in a company
resident in the first treaty country. The U.N. model leaves to case-

by-case bilateral negotiation the relevant threshold percentage.

Shipping and air transport

The U.S. model provides that profits of an enterprise of a treaty

country from the operation of ships or aircraft in international

traffic shall be taxable only in that country. The U.S. model simi-

larly provides that profits of an enterprise of a treaty country from
the use, maintenance, or rental of containers used in international
traffic shall be taxable only in the residence country. This treat-

ment of container leasing income is found in neither the OECD nor
the U.N. model treaty.

Other income

The U.S. model provides that items of income, wherever arising,

that are not dealt with in the articles of the treaty are taxable only
by the recipient's country of residence. By contrast, the U.N. model
states that items of income of a resident of a treaty country not
dealt with in the other treaty articles and arising in the other
treaty country may also be taxed in that other country.

Relieffrom double taxation

The U.S. model treaty obligates the United States to allow its

residents and citizens as a credit gigainst U.S. income tax: (a)

income taxes paid to the treaty country by the U.S. person, and (b)

in the case of a U.S. company owning at least 10 percent of the
voting stock of a company resident in the treaty country, and from
which the U.S. company receives dividends, the treaty country
income tax paid by the distributing company with respect to the
profits out of which the dividends are paid. However, the model

''^ This provision is obsolete with respect to the U.S. taxation of foreign residents in light of

the repeal of second level withholding taix on interest in the 1986 Act, and its replacement with
the branch level interest tax. However, the model definition of where interest "arises" might be
relevant in any future treaties that permit (presumably, contrary to what is thought to be
Treasury's currently preferred negotiating jwsition) imposition of a branch level interest tax.

For this purpose, the model treats interest as arising either in the payor's residence country, or

the country in which the payor has a permanent establishment or fixed base if the indebtedness
on which the interest is paid was incurred in connection with, and the interest is borne by, that

permanent establishment or fixed base.
^'^ As is true for dividends, interest, and royalties, this limitation does not apply to gains at-

tributable to a source country jjermanent establishment through which a resident of the other

treaty country carries on business, or gains attributable to a fixed beise from which a resident of

the other treaty country performs independent services. In the case of such gains, they would be
subject to the ordinary net-basis taxation rules applicable to any other income attributable to

the permanent establishment or fixed base.
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preserves U.S. internal law by subjecting this right to the foreign
tax credit to the provisions and limitations of U.S. law as it may be
amended from time to time without changing the general principle
of the model provision. Further, the model states that credits al-

lowed for treaty country taxes shall not in any taxable year exceed
that proportion of the U.S. tax on income which taxable income
arising in the treaty country bears to total taxable income.

Further, the model requires that for foreign tax credit purposes
under the treaty, the United States must deem income taxable by
the treaty country as income from sources in the treaty country.
The model also provides that for this purpose the United States
will deem income fully protected by the treaty from taxation by
the other country as U.S. source income.

Creditable taxes

A standard article in every treaty specifies the U.S. and foreign
taxes covered by the treaty. The model treaty provides that such
covered taxes shall be considered income taxes for purposes of the
credit article, and contemplates the possibility that such a tax
might be creditable solely by reason of the treaty. The model says
nothing further about the foreign taxes considered appropriate for

such treatment. In practice, treaties with Norway £md the United
Kingdom have granted U.S. residents the right to foreign tax cred-
its for Norwegian and U.K. petroleum revenue taxes. In other
cases where such credits have been proposed in treaties, the Senate
has not consented to the treaty. The Senate Foreign Relations
Committee has suggested that treaties not be used in the future to

handle foreign tax credit issues which can best be dealt with either
legislatively or administratively.^'^'*

Nondiscrimination

In a departure from the scope of other provisions of the U.S.
model, the model nondiscrimination clause imposes restrictions not
only on foreign country taxation and U.S. Federal income taxation,

but also on gift and estate tax and on gdl other nationally imposed
taxes "of every kind and description," as well as on all taxes im-
posed by any state or other political subdivision or local authority
thereof. The model provides that nationals of a treaty country,
wherever they may reside, shall not be subjected in the other coun-
try to any t£ixation (or any requirement connected therewith)
which is other or more burdensome than the taxation and connect-
ed requirements to which nationals of that other country in the
same circumstances are or may be subjected. Similarly, the tax-

ation of a permanent establishment which an enterprise of a treaty
country resident has in the other country (the source country) gen-
erally shall not be less favorably levied in the source country than
the taxation levied on enterprises of source country residents car-

rying on the same activities. Thus, for example, the treaty country
branch of a U.S. bank generally would be entitled to treaty country
tax parity with a treaty country bank. Further, an enterprise of a
source country resident, the capital of which is wholly or partly

>"» Exec. Rep. No. 98-23, 98th Cong., 2d Sess. 12 (1984).
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owned or controlled by residents of the other country, shall not be
subjected in the source country to any taxation (or any require-

ment connected therewith) which is other or more burdensome
than the taxation and connected requirements to which other simi-

lar source country enterprises are or may be subjected. Thus, a
treaty country corporation wholly owned by a U.S. resident, for ex-

ample, generally would be entitled to tax parity with similarly situ-

ated treaty country corporations wholly owned by local persons. Fi-

nally, the model generally provides (subject to certain arm's length
standards) that interest, royalties, and other disbursements paid by
a treaty country resident to a resident of the other country shall,

for the purposes of determining the taxable profits of the payor, be
deductible under the same conditions as if they had been paid to a
resident of the source country.

Mutual agreement procedures

The U.S. model provides for a treaty country resident or national

to obtain relief, from the competent authority of the person's home
country, from actions of either or both countries that are consid-

ered to result in taxation in violation of the treaty. The model re-

quires the competent authorities to endeavor to resolve such a case

by mutual agreement where the home country authority cannot do
so unilaterally.

Associated enterprises

The U.S. model permits each country to alter the distribution of

profits among members of a controlled group of entities in order to

reflect the conditions that would be made between independent en-

terprises, and to deny treaty benefits for interest and royalties

passing between such members in excess of amounts that would
have passed between independent entities. Where one treaty coun-
try so reallocates profits to an enterprise resident in that country,

and those profits were already taxed by the other country as

income of a resident of the other country, then that other country
is obliged to provide to its resident an appropriate correlative ad-

justment to (typically, a refund of) the amount of the tax charged
in the other country.
The U.S. model expressly permits application of internal law pro-

visions which permit the distribution, apportionment, or allocation

by the government of income, deductions, credits, or allowances be-

tween persons, whether or not residents of a treaty country, owned
or controlled directly or indirectly by the same interests, when nec-

essary in order to prevent evasion of taxes or clearly to reflect the
income of any of such persons. This language tracks that of Code
section 482 as in effect prior to the 1986 Act.

Imputation-related benefits

One provision typically sought by the Treasury in treaty negotia-

tions is one that relates only to countries with integration of their

individual and corporate tax systems. United States law generally
does not, of course, provide the benefit of integration. A country
that provides a tax credit to dividend recipients based on taxes

paid by the dividend payor—a so-called "imputation credit"—typi-

cally will not provide that credit by internal law to dividend recipi-
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ents who are not taxpayers in that country. When negotiating with
such a country, Treasury may seek a reduction in the treaty coun-
try dividend withholding tax rate for U.S. dividend recipients

below the rate in the model treaty, plus a refund by the treaty
country to the U.S. dividend recipient of imputed corporate-level

taxes, in excess of the otherwise applicable withholding taxes.

There are no such provisions set forth, however, in the 1981 U.S.
model.
The U.S. income tax treaties with the United Kingdom, Germa-

ny, and France, which have imputation credit systems, generally
provide U.S. portfolio investors (i.e., noncorporate U.S. investors

and U.S. companies owning less than 10 percent of the voting
shares of a company resident in the treaty country) with a credit

based on at least a portion of the imputation credit a U.K.,
German, or French resident would have received. The U.S. treaty
with the United Kingdom further provides U.S. direct investors

(i.e., U.S. companies owning 10 percent or more of the voting
shares of a company resident in the treaty country) with a credit

equal to one-half of the credit which an individual U.K. resident

would be entitled to were he the recipient of the dividend. On the
other hand, the U.S. income tax treaties with Canada and Finland,
which countries also have imputation systems, do not allow U.S.
shareholders in companies resident in those jurisdictions any por-

tion of the imputation credit provided by those countries' statutes

to domestic shareholders in domestic companies. Under present

U.S. income tax treaties, no imputation system country except the
United Kingdom allows U.S. direct investors any portion of the im-

putation credit provided its own residents.

Further under the U.K., French, and German treaties, the
United States has agreed, in return for its residents' imputation-
related foreign tax reductions, that the credit allowed to the U.S.

shareholder will be an amount that generally will exceed the
amount of shareholder level tax actually charged by the source
country to the shareholder. Thus, in the case of a U.S. dividend re-

cipient who would be in an excess limit position for foreign tax
credit purposes even assuming the U.S. model dividend withholding
rates applied, the reduction in foreign shareholder-level tax under
these treaties is not matched dollar for dollar by an increase in

U.S. tax through a reduction of the foreign tax credit. Instead, the
United States agrees under these treaties to provide the sharehold-
er a credit for, in effect, tax actually paid at the corporate level. In

the case, for example, of the U.K. treaty, the additional U.S. for-

eign tax credit is based on the Advance Corporation Tax (ACT) ac-

tually paid upon a distribution. In the case of the German treaty,

the additional foreign tax credit is founded on the corporate-level

tax imposed under the German system: that system imposes at

least a 36 percent tax on all distributed profits, either when those

profits are earned by the corporation, or when a compensating tax

is paid on a distribution.

Each treaty is different with respect to integration benefits for

U.S. investors. The German treaty generally provides U.S. direct

investors (i.e., U.S. companies owning 10 percent or more of the

voting shares of a German company) no imputation benefit. The
treaty provides U.S. portfolio investors in German resident compa-



225

nies with a benefit relative to the generally applicable 15-percent

source country treaty withholding rate for dividends paid by
German resident companies. For German tax purposes, the benefit

amounts not to a credit or refund of German corporate tax, but a
reduction of 5 percentage points (i.e., from 15 to 10 percent) in the
German withholding rate. For U.S. tax purposes, the benefit

amounts to a 5.88-percent gross-up in income, and a foreign tax

credit equal to approximately 15 percent of the grossed up amount.
German shareholders, by contrast, receive a credit under inter-

nal German law for the full 36 percent "distribution burden" that
German corporate earnings bear at the corporate level. This means
that the German shareholder receives an income gross-up equal to

56.25 percent of gross dividends paid by German resident compa-
nies and a German tax credit of 36 percent of the grossed-up
amount.
Under the treaty that was finally signed, then, U.S. investors in

German resident companies receive the benefit of the German split

rate system, but receive a smaller imputation-related benefit than
German shareholders in German resident companies receive for

dividends paid by the companies. As a result, U.S. shareholders
may be subject to higher German corporate and personal income
taxes in connection with dividends received from German resident

companies than are German shareholders. ^ '^ ^

Similarly, the French treaty provides no integration benefits to

U.S. direct investors in French companies. ^''^ Indeed, under cur-

rent French law corporate income bears a 34-percent tax burden
which increases to 42 percent in the event the income is distribut-

ed. Thus, as compared to the tax burden on the undistributed earn-

ings, a U.S. direct investor in a French company could be said to

bear the equivalent of an additional 16.5-percent tax upon distribu-

tion of the pre-tax earnings net of the basic corporate income
tax.^'^'^ A U.S. portfolio investor, on the other hand, receives an
income gross-up equal to 50 percent of gross dividends paid by a
French company and a French tax credit of 33 percent of the
grossed-up amount against the treaty withholding tax of 15 percent
of the grossed-up amount. France is obligated under the treaty to

'^* It is worthy of note that Germany gives a form of "full integration"—that is, all corporate
level taxes are creditable at the shareholder level—only part of which is accomplished by the
imputation credit. The German split rate system (corporate tax rate of 50 percent on retained
earnings, and 36 percent on distributed earnings) provides the remaining portion of the integra-

tion benefit, and the split rate benefits all dividend recipients—portfolio and direct—and with-

out regard to whether they reside within, or outside of, Germany.
•'* However, a U.S. direct investor is entitled to a refund of the French precompte (if any)

imposed on the dividend. The precompte is a tax imposed to insure that the French imputation
system does not provide French dividend recipients credits for taxes that either were never col-

lected or were collected over 5 years before the dividend was paid. In effect, by receiving a
refund of precompte the U.S. direct investor in a French company is relieved of the burdens, as

well as deprived of the benefits, of the French integration system.
^^^ For example, assume a French corporation wholly owned by a U.S. corporation earns $100

of income. Assume that the French corjx)ration would pay $34 income tax if it retained the
earnings. If it distributes the earnings, they bear an additional corporate tax of $8, leaving a net
amount to be distributed of $58 ($100 minus $34, minus $8). The $58 bears a S^percent French
tax, or $2.90. Total tax is therefore $44.90. Had the corporate tax rate on distributed earnings
been the same as the rate on undistributed earnings, then $66 would have been available for

distribution as a dividend. In order to impose a total of $44.90 on the amount of earnings distrib-

uted, France would have had to impose a $10.90 withholding tax on the dividend of $66. This
would be the equivalent of a 16.5 percent withholding tax.
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refund the excess of the credit over the 15-percent French with-
holding tax hability to the U.S. shareholder.
The U.K. treaty, like the French treaty, provides to U.S. portfolio

investors the full benefit of the U.K. integration benefit allowed to
U.K. individu£ds, less a 15-percent U.K. withholding tax liability.

In addition, the U.K. treaty provides U.S. direct investors an impu-
tation credit equal to half of the xredit allowed to U.K. individuals,
less a 5-percent U.K. withholding teix liability.

Departures from the model

Of the income tax treaties currently in effect, many diverge in
one or more respects from the 1981 model. These divergences may
reflect the age of a particular treaty or the particular balance of
interests between the United States and the treaty partner.
Other countries' preferred teix treaty policies may differ from

those of the United States depending on their internal t£ix laws
and depending upon the balance of investment and trade flows be-
tween those countries and their potential treaty partners. For ex-
ample, where the United States has sought to negotiate treaties
that waive all source country tax on interest, royalties, and person-
al property rents paid to residents of the other treaty country, cer-

tain capital importing countries may be interested in imposing rel-

atively high source country tax on such income. Consequently,
treaties with such countries tend to reflect provisions found in the
U.N. model treaty and not in the U.S. model. They may have
higher dividend withholding rates, and non-zero interest, royalty,
and personal property rental withholding rates, and may permit a
building site, or construction or installation project, or minersd re-

sources extraction site, to constitute a permanent establishment al-

though lasting 12 months or less.

Thus, for example, the 1988 treaty with Indonesia, the 1989
treaty with India, and the 1985 treaty (modified by the 1989 proto-
col) with Tunisia provide for source country taxation of interest at
rates generally between 10 and 15 percent, direct investment divi-

dends at 14 or 15 percent, portfolio dividends at rates between 15
and 25 percent, and royalties at rates of 10 to 20 percent. Activities
of a U.S. enterprise that last as little as 4 to 6 months in these
countries may result in the enterprise being treated as having a
permanent establishment under those treaties.

As another example, treaties with Australia, India, Indonesia,
and New Zealand each permit a treaty country to tax the income
from leasing shipping containers solely on the basis that the payor
of the rent is a resident of that country. The treaty with India fur-

ther provides that India may impose tax on certsdn types of service
income paid by a resident of India that would be treated under
U.S. law £is income from U.S. sources, and requires that the United
States allow a foreign tax credit for that Indian tax against the
U.S. tax liability on that income. A number of European countries,

including France, Italy, and Spain, require that their treaties

permit source country taxation of at least some, if not all, types of
royalty income. Treaties entered into by Canada have also tended
to contain certain terms that the United States has been unable to

convince Canada to conform to the U.S. model. Thus the United
States ha^ in the past been unable to obtain, for example, the pre-
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ferred type of nondiscrimination clause or source country treat-

ment of interest in its treaty with Canada.
As another example, the other country may demand other con-

cessions in exchange for agreeing to U.S. terms. For example, in

cases where a country taxes certain local business operations at a
relatively low rate, or a zero rate of income tax (whether to attract

manufacturing capital to that country or for other reasons), that

country may seek to enter into "tax-sparing" treaties with capital

exporting countries. That is, the first country may seek to enter
into treaties under which the capital exporting country gives up its

tax on the income of its residents derived from sources in the first

country, regardless of the extent to which the source country has
imposed tax with respect to that income. While other capital ex-

porting countries have agreed to such treaties, the United States

has rejected proposals by certain foreign countries to enter into

such tax-sparing arrangements. ^"^^ India, for example, sought to in-

clude a tax-sparing provision in the 1989 treaty. The treaty was
concluded without such a provision, but with a provision allowing
India to impose up to a 25-percent withholding tax on portfolio

dividends paid by Indian companies to U.S. residents. By contrast,

in a treaty with Japan, India would agree to limit its portfolio divi-

dend withholding taxes to 15 percent in the case of Indian company
dividends paid to a Japanese resident; in the same treaty, Japan
agreed to provide tax-sparing credits.

Another type of departure from the model may occur because of

internal tax laws (or the lack thereof) peculiar to the treaty coun-

try. Thus, the United States generally has not entered into tax

treaties for the purpose of reducing U.S. source country tax on resi-

dents of countries that would impose no tax on the same income.
However, if a treaty country, the internal laws of which are not
otherwise unusual, gives special tax reductions in particular areas,

or if the United States believes that other reasons justify a tax
treaty relationship with a country imposing little or no income tax

on foreign income of domestic persons (or even a country imposing
little or no income tax on domestic income, in some cases), treaties

may be entered into that lack one or more of the ordinary, source-

country t£ix-reducing provisions of the model. ^^^

Finally, where the import of the treaty negotiation, at least with
respect to U.S. residents, is to reduce taxes imposed under a par-

ticular foreign statute, key issues for the treaty may of necessity be
ones not addressed in the model. Imputation credit provisions, de-

scribed above, are an example of non-model provisions that may be
sought by the Treasury. Although the OECD, the U.N., and the
Treasury models reflect a standardization of terms that is quite

"* However, the United States has represented to several countries (e.g., India and China)
that should it enter into a tax-sparing treaty in the future, the U.S. tax treaties with those

countries would be amended (by the usual treaty procedures) to provide tax-sparing benefits.

"'See, e.g., the Bermuda treaty and the 1988 statutory provision (section 6139 of the 1988

Act) addressing the status of the insurance premium excise tax clause in the Barbados treaty.

See also Exec. Rep. 100-23, 100th Cong, 2d Sess. 4 (1988) ("the [Foreign Relations] Committee
believes the insurance excise tax provision should not have been entered into between the
United States and Barbados. Accordingly, it has asked for and has received firm commitments
from the Treasury and State Departments to renegotiate the Barbados treaty to eliminate its

waiver of U.S. insurance excise tax by the earliest date permissible under the treaty, January 1,

1990.")
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helpful, it is in the nature of a treaty's function as a bridge be-
tween two actual tax systems that at least one of the parties to the
negotiations might fairly be expected to seek to diverge from the
models at times, in order to account for particular features of a
particular tax system.

2. Income tax rules mandated by the European Economic Com-
munity

Overview

Twelve European countries compose three Communities—the Eu-
ropean Coal and Steel Community (established in 1952), the Euro-
pean Economic Community (EEC) (1958) and the European Atomic
Energy Community (1958)—known as the European Communities,
or EC. The twelve member states (in the approximate order of
their joining) are Belgium, France, Germany, Italy, Luxembourg,
the Netherlands, the United Kingdom, Ireland, Denmark, Greece,
Spain, and Portugal.
The implementation under the Single European Act of an "inter-

nal market," that is, "an area without internal frontiers in which
the free movement of goods, persons, services, and capital is en-
sured" before 1993 (so-called "EC 92"), generally has not involved,
to date, requirements to adopt or amend income tax laws of the
member states, except as discussed below. For many years, certain
income tax issues have been the subject of discussion within the
organs of the EC. In July 1990, these culminated in adoption of two
"directives" by the legislative body of the EC, the Council. ^^° One
directive deals with parent-subsidiary dividend taxation,^® ^ and
the other with mergers. ^^^ A treaty among the member states re-

quiring arbitration of transfer pricing issues between competent
authorities of member states was also adopted in July 1990. ^^^ In
April 1990, the executive branch of the EC, the Commission of the
European Communities, issued a document disclosing guidelines
that it intends to follow, both before and after completion of the
internal market, for dealing with other proposals on company tax-

ation, ^s*

Following is a brief discussion of these income tax-related devel-
opments. Discussion of measures relating to the EC value-added tax
is not within the scope of this pamphlet.

Parent-subsidiary directive

The parent-subsidiary directive generally requires that each EC
member amend its internal laws so that profits which a subsidiary
distributes to its parent company will be exempt from withholding
tax, at least where the latter holds a minimum of 25 percent of the
capital of the subsidiary. In addition, the directive requires the

'*° Issuance of a directive is one type of official act of the Council. (Other types of issuances of
the Council and the Commission of the European Communities are regulations, decisions, recom-
mendations, and opinions). A directive is binding on the member states to which it is addressed
as regards the results to be achieved, but leaves the form and methods of achieving it to the
discretion of the national authorities.

'8'90/435/EEC.
'«2 90/434/EEC.
'«3 90/436/ EEC.
'8* SEC (90) 601 final.
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state of the parent company to provide relief from double taxation
of the subsidiary's profits.

Currently, a tax treaty may achieve a better result for the tax-

payer than merely absence of withholding, by providing for source
country refunds of subsidiary-level taxes upon a distribution.^®^

Member states are not required under the directive to provide such
refunds.

The directive does not preclude the application of domestic or
agreement-based provisions required for the prevention of fraud or
abuse. The directive only applies to companies that are subject to

tax in their home country. Ck)nforming internal laws generally
must be in force before January 1, 1992. However, the Directive

permits delayed conformity in the case of German and Portuguese
withholding taxes. Moreover, the directive permits Greece to

impose withholding tax on profit distributions to parent companies
of other member states, so long as Greece does not charge corpora-
tion tax on distributed profits, and so long as the rate of withhold-
ing does not exceed the rate provided for in bilateral double-tax-

ation agreements.
The effect of the parent-subsidiary directive, then, is to decrease

foreign taxes on the movement of earnings (or capital) within cross-

border affiliated groups, just as the distribution of profits within a
U.S. consolidated group is not a taxable dividend. If the cross-

border affiliated group is controlled by a U.S. corporation, the divi-

dends may constitute foreign personal holding company income, re-

sulting in U.S. inclusion under subpart F (as discussed in II.B2.

above). In that case, any potential U.S. tax on the inclusion would
be offset by the foreign corporate taxes paid at the subsidiary level.

Directive on mergers

The directive on mergers generally requires that by January 1,

1992, members will bring into force rules for the treatment of
mergers, divisions, transfers of assets, and exchanges of shares in

which taxable companies from two or more member states are in-

volved. As described below, the directive requires nonrecognition
treatment of certain types of corporate or shareholder level gains
that are realized in these transactions.^®®
Under the directive, a merger, division, or transfer of assets must

not result in tax on the corporate-level appreciation in asset value,

except to the extent of basis step-up, if any, applied for future tax
purposes. Similar nonrecognition treatment must be applied to the
shareholder-level appreciation of the transferor's stock. This share-

^^^ E.g., the U.S.-U.K. treaty that requires the United Kingdom to refund to the U.S. parent
of a U.K. subsidiary one-half the Advance Corporation Tax (ACT) paid in connection with the
dividend, less a 5-percent withholding tax on the grossed-up dividend.

'** A merger under the directive includes both a transfer by one corporation (the transferor)

of all of its assets and liabilities to another corpwration (the transferee), in exchange for receipt

by shareholders of the transferor of stock in the transferee (or stock and cash
—

"boot"—up to 10

percent of the value of the stock); and complete liquidation of a wholly-owned subsidiary into its

corporate parent. A division is a transfer of all of the transferor's assets and liabilities to more
than one corporation, again in exchange for the receipt by the transferor's shareholders of
transferee stock plus up to 10 percent boot. A transfer of assets is limited to a transfer by one
corporation of one or more brsmches of activity to another corporation in exchange for stock of
the transferee. An exchange of shares is an acquisition by one corporation of a majority of the
voting rights in another by exchanging stock of the acquirer (plus up to 10 percent boot) for

stock of the target.
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holder-level nonrecognition also applies to an exchange of shares as
defined in the directive. If the transferee holds more than 25 per-

cent of the stock of the transferor, there is to be no tax imposed on
gains from the cancellation of those holdings. Thus, for example,
on a liquidation into a corporate parent and redemption of the
stock in the subsidiary, the directive requires nonrecognition of the
parent's stock gain.

If the transferee maintains a permanent establishment in the
transferor's country, that country is obligated to permit carryfor-

wards of losses of the transferor against the income of the perma-
nent establishment to the same extent as a local transferee compa-
ny would be permitted such carrjrforwards. If the transfer of a
third member country permanent establishment (i.e., a permanent
establishment situated in a member state which is neither the
country of the transferor nor the country of the transferee) is in-

volved in a merger, division, or transfer of assets, then the member
state of the transferor may impose tax on the gains of the perma-
nent establishment from the transaction only if it gives relief for

the tax that, but for the provisions of the directive, would have
been charged on those profits or capital gains in the member state

in which the permanent establishment is situated.

The directive provides that a member state may refuse to apply,

or withdraw the benefit of, all or any part of the tax rules required
by the directive where it appears that the merger, division, trans-

fer of assets, or exchange of shares has as one of its principal objec-

tives tax evasion or tax avoidance. The absence of valid commercial
reasons such as the restructuring or rationalization of the activities

of the companies participating in the transaction may constitute a
presumption that the transaction has tax evasion or avoidance as
one of its principal objectives. A member may also refuse tax treat-

ment under the directive if the transaction results in a company no
longer fulfilling necessary conditions for the representation of em-
ployees on company organs according to the arrangements which
were in force prior to that operation.

Arbitration convention

The arbitration convention is similar to those portions of bilater-

al income tax treaties (including U.S. treaties) that govern related

company pricing between two entities each resident in one of the
treaty countries (the "Associated Enterprises" article described in

II.H.l., above) and that govern the mutual resolution, by the com-
petent authorities of the treaty countries, of individual claims of

double taxation (the "Mutual Agreement Procedure" article de-

scribed in II.H.l., above). Unlike any U.S. treaty, however, the arbi-

tration convention adds a requirement of arbitration in transfer

pricing cases that the competent authorities do not resolve between
themselves within a fixed period, and that result in the assertion

by each state of a right to tax the same income. ^^"^ Under the con-

vention, competent authorities of member states are required to

submit unresolved differences to an advisory commission. If within
6 months of the issuance of an opinion by the advisory commission

'*' The 1989 U.S.-German treaty creates a voluntary arbitration procedure. There is no com-
pulsion to submit competent authority cases to arbitration under any U.S. treaty.
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the two competent authorities still cannot Eigree on a resolution to

the issue, the advisory commission's opinion becomes binding.

Guidelines on company taxation

First, the guidelines state that member states should remain free

to determine their tax arrangements, except where these would
lead to major distortions.^^® The Commission does not plan to

present any general company tax harmonization proposals until

after further study. It recommends stepped up consultations be-

tween those responsible for taxation policy in the member states,

and the creation of a committee of independent experts for this

purpose. ^^^

Second, the guidelines express a view that implementation of an
internal market makes it desirable to eliminate obstacles to trans-

national companies and transfrontier activities within the EC. For
this reason, the guidelines urge on the Council prompt adoption of

the parent-subsidiary directive, the merger directive, and the arbi-

tration convention. Further, the guidelines state that in the near
future the Commission will submit for Council approval additional

proposed directives requiring member states to permit the use of
certain foreign losses against domestic income, and requiring the
abolition of withholding taxes on intra-group interest and royalty
payments.
The guidelines include a further set of recommendations, with

similar ends and also for implementation as soon as possible. First,

the guidelines propose a Commission study of member rules on
transfer pricing, with a view to making them more uniform.
Second, the guidelines state that member states should examine
their tax incentive legislation to ensure that incentives applied are
more "transparent" and less complicated. As an example, the
guidelines state that incentives in the form of base reductions
could be converted into tax credits or rate reductions. Third, the
guidelines emphasize that in the absence of Community legislation,

individual member states should design internal tax rules in con-

formity with their multilateral EC treaty obligations to the other
members, for example by adhering to the principle of equality of

treatment.

'*®The guidelines point out that competition between different countries already constitutes

a powerful stimulus to corporate tax harmonization. The guidelines identify both positive and
negative results of this competition. On the one hand, tax reform stimulated by recent U.S. and
U.K. efforts is viewed as beneficial. The guidelines suggest that other types of competition could
be counterproductive: "[A]ny attempt by member states to outbid each other too much in cut-

ting company taxation would not be without its problems, whether in terms of loss of resources
for national budgets or of equity as regards its impact on the distribution of the tax budget
within each member state between the various taxes and charges."

'** According to the guidelines, the questions to be answered by the committee would be:

(a) Do the disparities which exist between corporation taxes and the tax burdens on compa-
nies from one member state to the next induce distortions in investment decisions affecting the
functioning of the internal market?

(b) If so, can those distortions be eliminated simply through the interplay of market forces and
competition between national tax systems or are Community measures required?

(c) Should any action at Community level concentrate on one or more elements of company
taxation, namely the different corporation tax systems, the differences in tax treatment associ-

ated with the legal status of companies, the tax base or rates? and
(d) Should any measures envisaged lead to harmonization, approximation or the straightfor-

ward establishment of a framework for national taxation? What would be the effect of such
measures or the absence of such measures on Community objectives such as cohesion, environ-
mental protection and fair treatment of small and medium-sized firms?



III. ANALYSIS OF ISSUES RELATING TO INTERNATIONAL
TAXATION AND THE LOCATION OF INVESTMENT

A. Overview

International investment plays an important role in determining
the total amount of worldwide income as well as the distribution of
income across nations. In addition, international investment flows
can substantially influence the distribution of capital and labor
income within nations. Because each government levies taxes by its

own method and at its own rates, the resulting system of interna-
tional taxation can distort investment and contribute to reductions
in worldwide economic welfare. A government's tax policies affect

the distribution of income directly, by collecting tax from foreign-

ers earning income within its borders and from residents earning
income overseas, and indirectly by inducing capital movements
across national borders. ^^°

The next three subsections discuss in sequence the economic and
distributional effects of international investment flows in a world
with no taxes, in a world with equal taxes, and finally in a world
with unequal taxes. Subsection B examines the relatively simple
case of international investment in a world without taxation. In
this case, each government (independent of the actions of other
governments) can pursue both worldwide interests and national in-

terests simultaneously. To maximize economic welfare, no govern-
ment would restrict or subsidize the free flow of capital. Besides in-

creasing wealth, the free flow of capital can also result in a redis-

tribution of income between capital and labor. In particular, labor
in the capital-importing countries benefits at the expense of labor
in the capital-exporting countries.

Subsection C begins by examining the economics of capital flows
when income taxes are imposed at equal rates on all income no
matter the source. With taxation, it is not necessarily the case that
each government can pursue maximum national economic welfare
and maximum worldwide economic welfare simultaneously. With
these goals now potentially inconsistent, a country undertaking
policies consistent with worldwide economic welfare may not be
promoting its own national interest. Although detrimental to

worldwide economic welfare, the national interest could in some
degree be furthered by subsidizing domestic investment and dis-

couraging outbound investment. It is in this context that subsec-
tion C introduces the concept known as national neutrality. Under
a system of national neutrality, a government taxes outbound in-

'8" For a general discussion of the economic effects of U.S. tax rules, see Part One of this

pamphlet. For a discussion of the economic effects of U.S. taxation with particular focus on the
rules affecting inbound investment, see Joint Committee on Taxation, Background and Issues
Relating to the Taxation of Foreign Investment in the United States (JCS-1-90), January 23,

1990, at 55 et seq.

(232)
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vestment by its residents more heavily than domestic investment,
in order to redirect capital investment to domestic locations, and
therefore maximize domestic economic income. This concept is in-

appropriately labeled "neutrality" since it is deliberately non-neu-
tral in its disincentives for outbound investment, which are intend-

ed to maximize domestic income. ^ ^ ^

Subsection D further relaxes the assumption that taxes are im-
posed at the same rate on all income. With unequal taxation, it is

much more difficult to determine the design of a tax system which
best promotes worldwide economic welfare. At this juncture, the
concepts of capital export neutrality and capital import neutrality
are introduced.

Subsections E and F discuss policy issues in the context of cur-

rent law provisions that affect the location of investment. With
regard to the relative treatment of domestic and outbound invest-

ment, many provisions work at cross purposes. Some provisions of
current law favor outbound investment, while others discourage it.

No overall policy goal toward outbound investment is readily dis-

cernible. As a whole, the U.S. system of taxation is a hybrid con-
taining elements consistent with both capital import neutrality and
capital export neutrality.

B. The Location of Investment Without Taxation

Maximizing income

Just as free international markets for goods and services result

in beneficial "gains from trade," the free flow of funds in capital

markets also promotes worldwide economic welfare. U.S. citizens

and corporations may invest directly in overseas operations over
which they exercise substantial control, or they may invest indi-

rectly in securities and other financial instruments in which they
generally are passive investors. Similarly, foreign residents and
corporations invest directly in U.S. operations or indirectly by pur-
chase of a wide variety of U.S. financial instruments, such as bank
deposits, government bonds, and securities of private corporations.

In general, investors seek to place their funds in projects with
the highest risk-adjusted rate of return, regardless of location. If

this were not the case, capital markets would inefficiently allocate

capital by not matching savings with the most productive invest-

ments, and economic welfare would suffer. Any impediments to the
free flow of capital generally reduce worldwide economic welfare.

For example, if there were no international capital flows, and the
U.S. rate of return were 10 percent while the rate of return in the
rest of the world were 8 percent, the opening of international cap-
ital markets would reallocate capital from abroad to the United
States, and the United States would become a net capital importer.
Worldwide welfare would improve because foreign investors would
now export funds in order to reallocate capital from lower-return
foreign investment projects to more productive investment opportu-
nities in the United States.

' * ' This nonneutrality is only the case, however, if revenue from taxation is not used for the
direct benefit of the taxpayer (i.e., it is not a fee for government services rendered). Section
III.E.7., below, discusses in more detail the implications of such "benefit taxation."
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To maximize worldwide economic welfare, government policies

should not interfere with the free flow of traded goods or of traded
capital. ^^2 For this reason, tariffs on imported goods and restric-

tions on inflows of capital are widely recognized as policies reduc-
ing worldwide economic welfare, although they can certainly in-

crease the income of particular domestic producers or particular

domestic investors. However, it is not the case that all policies that
increase international trade and capital flows increase economic
welfare. Export subsidies may increase international trade, and
they may indeed produce economic benefits for the favored indus-

tries and their consumers, but they are also likely to reduce world-
wide economic welfare. Similarly, policies to promote outbound in-

vestment in excess of free-market levels result in a misallocation of

capital that reduces worldwide output and income. If capital is per-

fectly mobile, investors will equalize rates of return for all invest-

ments worldwide. If the United States subsidized outbound invest-

ment by its residents and corporations, the underlying (before-sub-

sidy) rate of return on outbound investment would fall below that
on investment in the United States. In this case, from the stand-
point of promoting worldwide efficiency, too much capital would be
located outside the United States.

The distribution of income between capital and labor

The location of investment has important implications for the
distribution of income. In general, increased capital formation in-

creases the productivity of labor. With more output per worker,
labor income (including wages and other forms of compensation) in-

creases. Any reallocation of investment from the United States to

foreign localities, for whatever reason, will reduce the productivity
of U.S. workers and therefore their compensation. The remaining
smaller pool of capital in the United States will receive a higher
rate of return as investors drop the least profitable investment
projects.

It is important to note that despite the decline in wages resulting

from the reallocation of capital, an increase in overall income may
nonetheless occur. A situation of unrestricted capital flows is con-

sidered optimal because it maximizes total income. If total national
income increases due to the freedom of capital flows, and an out-

flow of capital reduces domestic wages, then the increase in capital

income necessarily exceeds the decline in wages. ^^^

Similarly, any increase in inbound investment into the United
States increases the productivity of U.S. workers and their

income. ^^* Increased investment by foreign persons in the United

"^ When conditions approximating "perfect competition" are not present, it may be advanta-
geous for a particular country to distort free trade. For example, the government of a nation
with a competitive domestic sector and dominant in a particular natural resource can national-

ize its resources and raise the worldwide price to monopoly levels. Alternatively, the govern-
ment can leave the industry competitive, and extract monopoly profits by raising taxes on the
natural resource. Under certain conditions, "strategic trade policy" (described below) could in-

crease national welfare by distorting free trade.
'8=' If capital income constitutes a larger share of upper-income household incomes, then relo-

cation of investment abroad will also increase inequality across income classes.
'^^ This point has been stressed by the Bush Administration, which has opposed restrictions

on investment by foreigners in the United States:

Continued
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States also reduces the return on capital in the United States. If

capital inflows are the result of free-market policies, they increase

national welfare. However, as in the case of outbound investment,
not all sectors of the economy will necessarily be better off.

The effect of outbound investment on domestic investment

A critical factor in determining the effects of international cap-

ital flows on the distribution of income is whether domestic saving
increases in response to the availability of outbound investment op-

portunities. If outbound investment does not reduce domestic in-

vestment, then outbound investment will not reduce labor income
(although by increasing returns on capital it may reduce labor's

share of income). However, if outbound investment results in a re-

duction of the U.S. capital stock, labor income will also decline.

The importance of one's assumption about the effect of outbound
investment on domestic savings can hardly be overemphasized.
Many conclusions and policy prescriptions derived from the theory
of international taxation depend on this assumption. ^^^ Unfortu-
nately, little empirical research has been undertaken to determine
the direct effect of investment overseas by U.S. investors on U.S.

savings and on investment in the United States.

One way that outbound investment can affect domestic invest-

ment is illustrated by the case of a "runaway plant." The term
"runaway plant" usually refers to the relocation to a foreign coun-
try of a U.S. production facility owned by U.S. persons. Even if this

phenomenon is observed, it does not necessarily lead to the conclu-

sion that U.S. investors collectively reduce investment in the
United States by the amount of the outbound investment or by any
other amount. Facilities which had been located in the United
States may have been substantially funded by domestic debt and
now could be funded by foreign debt. If this were the case, out-

bound investment may make available domestic debt capital for

other investments in the United States. Similarly, unemployed
workers and other resources made available as a result of the plant
relocation may provide new investment opportunities for other do-

mestic investors. Therefore, if a U.S. plant does relocate, it is un-
certain how much (or, strictly speaking, whether) U.S. investment
has declined by virtue of that fact. If lower rate financing and inex-

pensive labor become available as a result of outbound investment,

The unhindered flow of foreign direct investment leads to additional productive re-

sources in the United States and facilitates the realization of cost efficient scales of

business by consolidating under one corporate roof separate, but related, operations.

These boost the productivity and international competitiveness of the United States,

create jobs, and promote innovation and productivity. The inflow of capital helps to sus-

tain U.S. investment despite the current low U.S. national saving rate, and thus con-

tributes to economic growth.
When U.S. multinational firms first set up in Europe during the 1950s and 1960s, many
Europeans feared that Europe was being bought out by Americans and that their econo-
mies were being Americanizied. U.S. direct investment has benefited the European econ-

omy. The recent increase in foreign direct investment in the United States will similar-

ly benefit the U.S. economy.

Council of Economic Advisors, Economic Report of the President, Washington: U.S. Government
Printing Office, 1991, p. 258.

'^^ As explained in more detail below, if domestic investment does not decline as a result of

increased outbound investment, then the relevance of national neutrality is greatly diminished,
and capital import neutrality becomes a more attractive policy goal relative to capital export
neutrality.
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runaway plants conceivably might not reduce U.S. domestic invest-

ment. However, it is unclear to what extent these newly available

resources might increase domestic investment.
An indication of the effect of outbound investment on domestic

investment may be available in the evidence of the responsiveness
of domestic saving to changes in domestic rates of return. For ex-

ample, if domestic saving is not responsive to changes in domestic
rates of return, then domestic saving may be similarly unrespon-
sive to changes in rates of return on outbound investment. Howev-
er, there is no conclusive evidence on the responsiveness of saving
to changes in rates of return. ^^^

C. The Location of Investment with Equal Tax Rates

If all investors face the same overall rate of tax on capital

income, regardless of their residence or the source of their income,
the allocation of capital across national borders generally will not
be distorted. Although investors receive lower returns as a result of

taxation, the rates of return on investments across countries rela-

tive to each other are not affected. As in the case of free trade and
no t£ixes, worldwide economic welfare is promoted by international

investment. However, unlike the case of a world with no taxes, de-

spite the worldwide increase in welfare, one country may be worse
off as the result of international capital movements.
The wedge between promotion of worldwide welfare and national

economic welfare occurs because taxation of international invest-

ment redistributes income across national jurisdictions. The net

benefit to each country depends on whether tax is collected by the
country where the investment is located ("source taxation") or the
country of residence of the investor ("residence taxation").

The upper panel of Figure 1 displays a system of international

taxation in which tax rates on income earned by all capital—of

residents of all countries no matter where their investment is lo-

cated—is taxed at the same rate. In this situation, total neutrality

prevails in the capital markets. Capital flows freely to its most effi-

cient uses, and investors from different countries with businesses

located in and competing in the same market pay the same rate of

tax. This system allows capital to flow freely and maximizes world-

wide income.

198 Substantial disagreement exists among economists as to whether taxpayers will respond to

increases in net return on savings by increasing or reducing their saving. Some studies have
argued that theoretically one should expect substantial increases in saving from increases in the

net return. Other studies have argued that, theoretically, large behavioral responses to changes
in the after-tax rate of return need not occur. Empirical investigation of the responsiveness of

personal saving to after-tax returns provides no conclusive results. Some studies find personal

saving responds strongly to increase in the net return, while others find little or a negative re-

sponse. For a discussion of the determinants of the rate of saving, see Joint Committee on Tax-

ation, Present Law, Proposals, and Issues Relating to Individual Retirement Arrangements and
Other Savings Incentives (JCS-11-90), March 26, 1990; and Joint Committee on Taxation, De-

scription and Analysis of S. 612 (Savings and Investment Incentive Act of 1991) (JCS-5-91), May
14, 1991.
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Figure 1

A. Total Neutrality

Domestic and foreign investor face same tax rate no matter where investment is located.

LOCATION OF INVESTMENT

Domestic Foreign

RESIDENCE
OF

INVESTOR

Domestic

Foreign

Tax Income
at Uniform

Rate



238

If taxes are the same around the world, total neutrality may
result from several different international tax arrangements. First,

total neutrality will result if each country imposes a purely resi-

dence-based tax (arrangement 1). In that case, each country taxes
all income of its residents no matter where earned, but does not
tax income of foreigners earned within its borders. Alternatively,

total neutrality will result under an exemption system where each
country taxes all income earned within its borders regardless of

the residence of the investor earning that income, and no country
taxes income from outbound investment of its residents (arrange-

ment 2a). Finally, total neutrality will result if each country im-
poses tax on the worldwide income of its residents but allows cred-

its for taxes paid to foreign governments, and each country also im-

poses t£ix on all income earned by foreigners within its borders (ar-

rangement 2b).

Although all of these systems maximize worldwide income
through total neutrality, and each of t?iese systems collect the
same amount of total tax, the choice among these systems greatly

affects the distribution of tax revenue across countries. Under a-

purely residence-based system (1 above), governments collect tax
revenue on income from outbound investment and collect no tax on
income on inbound investment. Under a territorial system (2a
above) or a worldwide/source system with credits (2b above), gov-
ernments collect tax on income from inbound investment and no
tax on income from outbound investment. Thus, a capital exporting
country may find a residence system more beneficial, while a cap-
ital importing country may find a territorial or a worldwide/source
system with credits more beneficial.

Since nations usually reserve to themselves primary taxing juris-

diction over income from investments located within their borders,
it is important to focus on the welfare implications of taxation by
nations in which the investment is located. If countries generally
impose tax on income arising from within their borders (without
regard to the residence of the recipient), the movement of invest-

ment—whether foreign or domestically owned—from a foreign to a
domestic location, can increase national income by the amount of
tax collected. However, with equal rates of tax worldwide, the tax-

payer is indifferent as to which country collects the tax.

These principles can be illustrated by a simple example. Assume
the rate of return is 10 percent in the United States and 12 percent
in France. With no taxes, worldwide economic welfare, as well as
the economic welfare of each nation, is promoted by the United
States exporting some capital to France. By relocating a $100 in-

vestment, U.S. investors receive $12 where they had previously re-

ceived $10. Suppose, in addition, that each nation imposes a 30-per-

cent income tax. It is still in a U.S. investor's interest to seek the
relatively more profitable investment opportunities in France, and
worldwide efficiency is still promoted by free flows of international
capital. Furthermore, if effective tax rates are equal around the
world, the U.S. investor is indifferent to whether governments
impose source or residence taxation. However, those governments
are not indifferent. Whether source or residence taxation prevails
is of major importance to the distribution of income across nations.
In this example, even though the French rate of return is higher, if
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France taxes income at the source, U.S. national income is reduced
by investment in France. For the relocation of $100 of investment
abroad, the United States as a whole now only receives $8.40 of
income (after a 30-percent French tax amounting to $3.60) while
the U.S. would have received $10 ($7 of after-tax return plus $3 of
U.S. tax) for investment located in the United States. National
income of the United States is reduced by $1.60 as a result of the
relocation of $100 of investment. ^^"^

National neutrality through deductions instead of credits for foreign

taxes

As just explained, because countries typically tax income arising

within their borders, a nation can increase its income through poli-

cies that reduce outbound investment by its residents and encour-
age inbound investment by foreigners. This is the case even if net
outbound investment is driven below the level that would prevail
in a free and efficient international capital market. In contrast to

the case of a world with no taxes, promoting national economic in-

terest does not coincide with promoting worldwide economic
income. Furthermore, in a world of source taxation, the national
interest and the interests of outbound investors do not coincide.

To further its national interest, a government can reduce out-

bound investment by reducing the after-tax rate of return on out-

bound investment and driving its before-tax return above that on
domestic investment. It can penalize outbound investment by im-
posing a layer of taxation in addition to foreign taxation at source.

Outbound investment is only in the national interest if the return
after foreign tax (but before domestic tax) equals the before-tax
return on domestic investment. This condition is achieved when a
capital exporting nation, in response to foreign source taxation,

does not cede taxing jurisdiction over foreign source income (for ex-

ample, through a foreign tax credit) and allows only a deduction
for foreign taxes. ^^®

The policy of allowing only deductions for foreign taxes is some-
times known as "national neutrality." A deduction penalizes out-

bound investment and aligns the interests of the taxpayer with the
interests of its home country—but only at the expense of reduced
worldwide economic welfare. As discussed below, the current U.S.
tax system, with limited creditability of foreign taxes and deferral

'9' Many authors have discussed these types of welfare effects on taxation. See, for example,
Michael J. Boskin, "Tax Policy and the International Location of Investment," in Martin Feld-
stein (ed.) Taxes and Capital Formation, Chicago: University of Chicago Press, 1987, p. 79:

[D]omestic welfare falls when U.S. firms substitute [outbound investment] for invest-

ment at home, because the nation receives only the net-of-foreign-tax return (and only
when it is repatriated) rather than the gross return. These welfare effects are augment-
ed by the beneficial effects on labor productivity of greater foreign or direct investment
in the United States. Thus, a reduction in taxation of new corporate investment im-
proves welfare through three channels: the standard mechanism, through which the
lowering of the marginal tax rate generates new domestic investment opportunities for

U.S. firms; a reallocation of the location of investment by U.S. firms toward home and
away from abroad; and an increase in [inbound investment by foreign investors.]

'8* Several authors provide a description of how deductions for foreign taxes maximize domes-
tic welfare of a capital-exporting country. See Richard E. Caves, Multinational Enterprises and
Economic Analysis, Cambridge, England: Cambridge University Press, 1982, pp. 229-231; and
Peggy B. Musgrave, United States Taxation of Foreign Investment Income: Issues and Argu-
ments, Cambridge, Massachusetts: International Tax Program, Harvard Law School, 1969, p.

134.
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of U.S. tax on unrepatriated foreign earnings, is considerably more
generous to taxpayers than current taxation of foreign income and
deductibility of foreign taxes consistent with national neutrality.

Despite the potential to maximize national welfare, self-interest-

ed nations generally do not adopt tax systems designed to achieve
national neutrality. There are at least three possible explanations
for this. First, there is reason to expect that one nation's unilateral

attempt to improve its own welfare through a policy of national
neutrality would meet with retaliation by other nations with simi-

lar policies that, in turn, even further would reduce worldwide
income. ^^^ If, on the other hand nations can coordinate their tax
policies, a tax system can be designed to increase worldwide income
above the inefficient level produced by national neutrality. With
international coordination, there is potential for adopting a system
in which worldwide income could be maximized (and, if necessary,

redistributed) so all nations could be better off.

Second, the disincentives to outbound investment embodied in

the concept of national neutrality only increase national welfare if

outbound investment increases at the expense of domestic invest-

ment. If the economy responds to increased outbound investment
with increased domestic saving instead of reduced domestic invest-

ment, policies to discourage outbound investment may have little

positive effect on domestic labor and, furthermore, may reduce na-
tional welfare in addition to worldwide welfare.

Third, even if the first two rebuttals to national neutrality do not
hold, there is some evidence that outbound investment increases
exports by more than it increases imports. This increase in net ex-

ports may provide benefits to domestic labor and increase overall

domestic income. If this is the case, policies discouraging outbound
investment could increase the merchandise trade deficit and reduce
national output.^oo

D. The Location of Investment with Unequal Tax Rates

If tax rates are not equal across national jurisdictions, taxes have
the potential not only to redistribute income across nations, but
also to distort investment decisions in a manner that reduces
worldwide economic welfare. The nature of these distortions de-

pends on the method of taxing income from international invest-

ment. If investment income is taxed only at the source, substantial

amounts of capital could be diverted to jurisdictions with the
lowest tax rates instead of flowing to investment projects with the
highest pre-tax rate of return. If a system of residence taxation is

the worldwide norm, enterprises resident in low-tax countries
might be able to attract more investment capital or perhaps in-

crease their market share through lower prices to the detriment of

enterprises resident in high-tax jurisdictions, even though the
latter are more efficient. In either case, capital is diverted from its

more productive uses, and worldwide income and efficiency suffer.

The most straightforward solution to this problem is equalization
of effective tax rates, but this may not be a practical solution given
differences in national preferences for the amount and method of

189 In the context of international trade, policies that attempt to promote domestic economic

welfare at the expense of the rest of the world are referred to as "beggar-thy-neighbor" policies.
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taxation. There is no consensus on what method of taxing interna-

tional investment income minimizes distortions in the allocation of

capital when nations tax income at different effective rates, but the

alternatives of capital export neutrality and capital import neutral-

ity are the most cited guiding principles. These two standards are

each desirable goals of international tax policy. The problem is

that with unequal tax rates these two goals are not mutually at-

tainable.

Capital export neutrality refers to a system where an investor re-

siding in a particular locality can locate investment an5rwhere in

the world and pay the same tax. Capital import neutrality refers to

a system of international taxation where income from investment
located in each country is taxed at the same rate regardless of the

residence of the investor. Figure 2 below, compares capital import
neutrality with capital export neutrality. Tax rates are always
equal for investors residing in the same country under capital

export neutrality. Tax rates are always equal for investments locat-

ed in the same country under capital import neutrality.

^°° For a discussion of the positive effects of outbound U.S. investment, see Council of Eco-

nomic Advisers, Economic Report of the President, Washington, D.C.: U.S. Government Printing

Office, February 1991, pp. 258-261.The discussion on outbound investment concludes (p. 259):

'On a net basis, it is highly doubtful that U.S. direct investment abroad reduces U.S. exports or

displaces U.S. jobs." There is no definitive conclusion about the effect of outbound investment

on U.S. employment. For a brief review of the literature, see C. Fred Bergsten, Thomas Horst,

and Theodore H. Moran, American Multinationals and American Interests, Washington, D.C.:

Brookings Institution, 1978, pp. 102-4.
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Figure 2

A. Capital Export Neutrality

Domestic investor faces domestic tax rate no matter where investment is located. Foreign

investor faces foreign tax rate no matter where investment is located.
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Under capital export neutrality, decisions on the location of in-

vestment are not distorted by taxes. Capital export neutrality is a
principle describing how investors pay tax, not to whom they pay.

Unlike national neutrality (described above), capital export neu-
trality primarily is a framework for discussing the efficiency and
incentives faced by private investors, and not the distribution of

the revenues and benefits of international investment. Tax sys-

tems, including that of the United States, may adhere to the princi-

ple of capital export neutrality by taxing worldwide income and
granting credits for income and profits taxes paid to foreign gov-

ernments. (As discussed in more detail below, current U.S. law
would have to be amended so that deferral was repealed and the
foreign tax credit was not subject to any limitations and was fully

refundable in order to more closely achieve capital export neutrali-

ty.) As an alternative to the system of foreign tax credits, capital

export neutrality could be achieved with the source country relin-

quishing its jurisdiction to tax income derived from investments
within its borders and allowing the country of residence the exclu-

sive right to tax this income.
Under capital import neutrality, capital income from all busi-

nesses operating in any one locality is subject to uniform taxation.

The nationality of investors in a particular locality will not affect

the rate of tax. Capital import neutrality may be achieved by the
residence country exempting income earned from foreign jurisdic-

tions entirely from tax and allowing the source country's taxation

to be the only taxation on the income of international investors.

This is commonly referred to as a "territorial" or an "exemption"
system of international taxation.

The distribution of income between capital and labor

Although they have important implications for national welfare

as well as the distribution of income between capital and labor, the

debate on the relative merits of capital export neutrality and cap-

ital import neutrality centers on which of these more efficiently al-

locates capital around the world and therefore on which better pro-

motes worldwide economic welfare. Before exploring the relative ef-

ficiency of capital import and capital export neutrality, however, it

is useful to examine the distributional effects of each, and in this

context, to examine how the concepts of capital export neutrality

and capital import neutrality compare with the principle of nation-

al neutrality.

One argument in favor of capital export neutrality is that it pro-

motes horizontal equity. Under capital export neutrality, two inves-

tors with identical income would be taxed equally regardless of the
location of their investment. Capital import neutrality would
reduce income tax on income from outbound investment below the
level of tax on domestic investment income, and on average capital

income would be treated more favorably than income from other
sources. National neutrality, on the other hand, would increase

taxes on income fi-om outbound investment. It would sdso reduce
the pre-tax rate of return on saving by foreclosing investment op-

portunities abroad.
It is not surprising, therefore, that business interests have con-

sistently supported capital import neutrality and opposed both cap-



244

ital export neutrality and national neutrality. Indeed business in-

terests may go even further and support bilateral treaty-based re-

ductions of source country tax which result not simply in neutrali-

ty across all investors in a particular country, but preferential tax
results for U.S. investors. Business interests have stressed that cap-

ital import neutrality is in the national interest on the grounds
that U.S.-owned businesses located abroad may not be able to com-
pete in overseas locations if they are subject to U.S. tax in addition

to local tax. 201 Congress referred to such concerns in rejecting the
President's proposal to eliminate all deferral in the Revenue Act of
1962.202 Carried to its logical conclusion, however, the approach
advocated by some would relinquish to foreign governments control

over the U.S. tax treatment of outbound investment by Americans.
For ex£miple, if an industrialized country offers tax-sparing incen-

tives for investment by its residents in a developing country, the
United States would have to match those incentives in order to im-
plement this policy.

Although it is not certain that labor income declines as a result

of outbound investment (e.g., it will not decline if there is no reduc-

tion in U.S. investment), labor unions have been the leading propo-
nents of national neutrality. Reducing the flow of capital from the
United States to foreign countries could increase employment in

the United States and the wages of U.S. workers. It is not surpris-

ing that labor unions in the early 1970s were the strongest support-
ers of the Burke-Hartke bills, which would have repealed the for-

eign tax credit and eliminated deferral.203 in 1975, the Senate
voted to repeal deferral but this provision was eliminated in confer-

ence.204

Strategic trade policy and capital import neutrality

Another possible argument for capital import neutrality comes
from recent literature on international trade. Strategic trade
theory abandons the traditional assumption of perfect competition
and provides a framework for maximizing national economic wel-

fare in the presence of oligopolistic markets. According to strategic

trade theory, and contrary to the traditional theory of free trade, it

may be in the national interest to subsidize certain industries if

firms in these industries inevitably will exercise considerable

^•" Arguments for capital imjwrt neutrality may be found in Norman B. Ture, "Taxing For-

eign Source Income: "rtie Ek;onomic and Ekjuity Issues," New York: Tax Foundation, 1976;

Arthur Young & Company, "The Competitive Burden: Tax Treatment of U.S. Multinationals,"
Tax Foundation Special Report, Washington D.C.: Tax Foundation, undated (circa. 1988); and
William P. McLure and Herman B. Bouma, "The Taxation of Foreign Source Income From 1909
to 1989: How A Tilted Playing Field Developed," Tajc Notes, June 12, 1989, pp. 1379-1410.

^°^ "Testimony in hearings before [the House Committee on Ways and Means] suggested . . .

that to impose the U.S. tax currently on the U.S. shareholders of American-owned businesses
operating abroad would place such firms at a disadvantage with other firms located in the same
areas not subject to U.S. tax." H.R. Rep. No. 1447, 87th Cong., 2d Bess. 57-58 (1962).

^•'^ See, for example, the statement of then AFL-CIO President George Meany:

[TThese provisions [i.e. deferral and the foreign tax credit] have also encouraged and
subsidized the export of American jobs, technology, and production facilities. They have
contributed substantially to the Nation's problems in international trade and invest-

ment, to inflation, raw materials shortages, and helped to undermine America's indus-

trial base while making America increasingly vulnerable to economic blackmail.

Public Hearings Before the Committee on Way and Means on the Subject of Tax Reform, Part 1

of 5, 94th Cong., 1st Sess., July 8-11, 1975, p. 845.
20* See H.R. Rep. No. 94-120, 94th Cong., 1st Sess. 69-70 (1975).
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market power. In this case, subsidies can hasten the development
of domestic industry which can prevent exploitation by foreign oli-

gopolists. A capital import neutral tax policy is one method of pro-
viding such a subsidy to the outbound investing sector of the U.S.
economy.

It is not clear that strategic trade policy would achieve greater
national welfare than free trade policy.2°^ Furthermore, even if a
government chose to implement strategic trade policy, and it chose
to implement this policy through the tax system, presumably it

would not provide tax subsidies solely for outbound investing sec-

tors of the U.S. economy. Instead, strategic trade policy implement-
ed through the tax system would presumably provide tax incen-
tives to all domestic import-competing sectors and domestic export
sectors.

Which principle better promotes worldwide efficiency?

In a world of unequal taxes, where it is not p>ossible to achieve
both capital export neutrality and capital import neutrality, which
is preferable from the perspective of worldwide efficiency? No con-
sensus exists. The Treasury Department has been a proponent of
capital export neutrality. In a study on tax reform issued at the
outset of 1977, the Treasury Department favored the concept of
capital export neutrality in the particular form of residence-based
taxation:

A number of considerations point to the residence princi-

ple as the more desirable principle to establish. First, the
concept of income as consumption plus change in net
worth implies that attribution of income by source is inapn
propriate. Income, by this definition, is an attribute of in-

dividuals, not of places. Second, if owners of factor services
are much less mobUe internationally than the factor serv-
ices they supply, variations among countries in taxes im-
posed by residence will have smaller allocation effects

than tax variations among places of factor employment.
Third, the income redistribution objective manifested by
the use of progressive income taxes implies that a country
should impose taxes on the entire income of residents. ^"^

Explicitly comparing it with capital import neutrality and na-
tional neutrality, the Administration reaffirmed its support of the
principle of capital export neutrality in its 1985 Tax Reform pro-
posals:

In reaching the decision to continue the worldwide tax-
ation of U.S. taxpayers with allowance of foreign tax cred-
its, the Administration considered and rejected the alter-

natives of exempting foreign source income from U.S. tax,

or taxing foreign source income but only allowing a deduc-
tion for foreign taxes. While an exemption approach would
in some circumstances facilitate overseas competition by
U.S. business with competitors from countries that tax for-

^"^ See Daniel J. Frisch, "The Economics of International Tax Policy: Some Old and New Ap-
proaches," Tax Notes, April 30, 1990, p. 584.

206 U.S. Treasury Department, Blueprints for Basic Tax Reform 99 (January 17, 1977).
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eign income on a favored basis, such an approach also
would favor foreign over U.S. investment in any case
where the foreign country's effective tax rate was less

than that of the United States. Moreover, there would be a
strong incentive to engage in offshore tax haven activity.

The long-standing position of the United States that, as
the country of residence, it has the right to tax worldwide
income is considered appropriate to promote tax neutrality
in investment decisions. Exempting foreign income from
tax would favor outbound investment at the expense of
U.S. investment. The other alternative, to allow only a de-

duction for foreign taxes, would not satisfy the objective of
avoiding double taxation. Nor would it promote tax neu-
trality; it would be a serious disincentive to make out-

bound investments in countries where there is any foreign
income tax.^^'

The literature on the theory of international taxation provides
no clear direction as to the better of the two principles. Although
there are advocates for capital export neutrality (usually among
policymakers 2°® and economists) and for capital import neutrality
(usually among representatives of business interests), it is some-
times unclear whether authors consider capital export neutrality
superior to capital import neutrality since the two principles are
frequently not explicitly compared. For example, authors usually
agree that ideally both capital import neutrality and capital export
neutrality are desirable, but then they must also acknowledge that
when t£ix rates are not equal across national jurisdictions, these
two principles are not mutually attainable. The authors then usu-
ally leave the reader with little guidance as to their preference.
This is the case with Hufbauer and Foster who argue alternately in

favor of capital export neutrality and capital import neutrality:

A regime of capital-export neutrality . . . would . . .

encourage U.S. firms to locate their facilities wherever pre-

tax returns promised to be greater. . . . Tax considerations

would play no role in investment decisions, pre-tax returns
on U.S. investments of equivalent risk would ultimately be
equalized around the world, and the United States capital

stock would be allocated in a manner designed to maximize
world production.

* * *

Capital-import neutrality is sometimes called "competi-

tive" neutrality because firms of diverse origin compete on
an equal tax basis in any particular country and industry.

Because tax considerations do not distort competition, cap-

ital-import neutrality promotes the most efficient use of

resources between firms in that country and industry. ^o^

2°' The President's Tax Proposals to the Congress for Fairness, Growth, and Simplicity, 383

(May 1985).
^°* For a recent endorsement of capital export neutrality by the Treasury Department, see

Prepared Statement of Kenneth W. Gideon, Assistant Secretary for Tax Policy, Department of

the Treasury, in Pending Bilateral Tax Treaties and OECD Tax Convention: Hearing before the

Senate Comm. on Foreign Relations, 101st Cong., 2d Sess. 8, 11 (1990).
2°3 Gary Hulbauer and David Foster, "U.S. Taxation of the Undistributed Income of Con-

trolled Foreign Corporations", in Department of the Treasury, Essays in International Taxation:

1976, at 14-15 (footnote omitted).
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Other analyses of international taxation are also unclear on this

point. Bergsten, Horst, and Moran discuss both concepts, but offer

no strong endorsement of either principle, although they do note
that "investment decisions will be distorted unless capital export
neutrality prevails." ^^^ Caves favors neither principle, but does
point out that the superiority of one principle over the other de-

pends on the responsiveness of saving.^^^ Slemrod favors capital
export neutrality as the better poUcy objective, but also notes that
this conclusion does not take into account that capital export neu-
trality may distort business decisions on where to incorporate and
investors' decisions on where to reside.^ ^^

Peggy Musgrave and Thomas Horst are the only two authors
who have explicitly attempted to ascertain the relative efficiency of
capital export neutrality and capital import neutrality.^^^ Horst's
analysis explores the relative merits of capital import neutrality
and capital export neutrality by focusing on the response of domes-
tic savings to increased outbound investment opportunities. A cen-
tral tenet of his analysis is that worldwide efficiency suffers under
a system of capital export neutrality if domestic savings is respon-
sive to changes in taxes, and that worldwide efficiency suffers

under capital import neutrality if savings is fixed. However, as will

be discussed in the following section, the relative merits of capital
export neutrality and capital import neutrality can be better un-
derstood in a framework broader than that of Horst's model.

The effect of alternative policies on the two distortions to saving
and investment

It is perhaps easiest to understand the competing objectives of
capital export neutrality and capital impKjrt neutrality by recogniz-
ing that there are two t3rpes of potential distortions to saving and
investment. The first is a distortion in the level of overall saving.
The second is a distortion in the allocation of saving among alter-

native investments. Capital export neutrality promotes the effi-

cient allocation of savings by taxing all capital income at an equal
rate regardless of the source. If the rate of domestic saving is ineffi-

ciently low, capital import neutrality promotes efficiency by reduc-
ing the tax burden on savings and thereby providing an incentive
to increase the level of savings. However, since it provides incen-
tive only for saving that produces foreign source income, capital
import neutrality distorts the allocation of savings. Therefore, a
tax rate on outbound investment lower than the tax rate on domes-
tic investment can only increase economic welfare if the improve-
ment in efficiency from the increase in saving is greater than the
reduction in efficiency from the misallocation of savings.

2'°C. Fred Bergsten, Thomas Horst, and Theodore H. Moran, American Multinationals and
American Interests 177 (1978).

2 '
' Richard E. Caves, Multinational Enterprise and Economic Analysis, Chapter 8 (1982).

^'^ Joel Slemrod, "Competitive Advantage and the Optimal Tax Treatment of the Foreign
Source Income of Multinational: The Case of the U.S. and Japan," paper prepared for the (;k>n-

ference on International Tax Policy, sponsored by the American College of Tax Counsel and
ALI-ABA, April 20-21, 1990, Washington D.C. p. 10.

213 Peggy B. Musgrave, United States Taxation of Foreign Investment Income: Issues and Ar-
guments, Cambridge, Massachusetts: International Tax Program, Harvard Law School, 1969; and
Thomas Horst, "A Note on the Optimal Taxation of International Investment Income," Quarter-
ly Journal of Economics, Vol. 93, June, 1980, pp. 793-8. Horst notes that his analysis is a mathe-
matical formalization of Musgrave's earlier work.
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A policy that reduces all tax rates (applied to domestic and for-

eign source income equally) is superior to a policy of equal revenue
cost that reduces tax rates only on foreign source income. With a
broad reduction in rates, there is a comparable increase in the rate
of saving with no distortion of the allocation of capital. For exam-
ple, a $10 billion across-the-board reduction in tax rates on all cap-
ital income (i.e., income from both domestic and outbound invest-

ment) is more efficient than a $10 billion reduction in tax rates

only for outbound investment. However, if tax rates on domestic
source capital income are for some reason fixed, 2^"* a policy of re-

ducing taxes only on foreign source income would be the only
method of increasing saving. While such a targeted rate reduction
is clearly less desirable, it still might improve economic efficiency.

However, even if it is desirable to reduce capital income taxes and
the only way to do so is by reducing taxes on foreign source
income, strong economic assumptions are required for capital

import neutrality to be a desirable policy objective. If the foreign

country in which domestic funds are invested taxes all income gen-
erated within its borders at the same rate, capital import neutrali-

ty would require a U.S. tax rate of zero on foreign source income.
Only if the outbound investment encouraged by a reduction in

taxes on foreign source income has no effect on domestic invest-

ment, and it is assumed that tax rates on domestic investment
cannot be altered, will capital import neutrality maximize world-
wide efficiency.^^^ Hence, the economic arguments favoring capital

import neutrality are considerably more tenuous than those in sup-
port of capital export neutrality.

E. Departures from Capital Export Neutrality
in Current U.S. Tax Rules

A government can implement capital export neutrality by taxing
worldwide income of its residents but also allowing credits for taxes
paid to foreign governments. Alternatively, a government can im-
plement national neutrality by replacing credits with deductions
for foreign taxes. Finally, a government can implement capital

import neutrality by exempting all foreign source income from tax.

Since national neutrality is less generous to taxpayers than capital

export neutrality, deviations from capital export neutrality that in-

crease tax on foreign income move the U.S. system closer to a
system of national neutrality. Conversely, since capital import neu-
trality is often more generous to taxpayers than capital export neu-
trality, deviations from capital export neutrality that decrease tax
on foreign income move the U.S. system closer to a system of cap-

ital import neutrality.

1. Foreign tax credit limitation

In general

For taxpayers in an excess foreign tax credit position (that is,

taxpayers with creditable foreign taxes in excess of the foreign tax
credit limitation), tightening limitations on the foreign tax credit

2'* This is implicitly assumed in Horst, supra.
^ ' ^ See Horst, supra.
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may, when foreign laws are taken into account and are assumed
not to change as a result of the tightening, result in discouraging
outbound investment and encouraging domestic investment. In
order for a credit system of foreign taxation to be fully consistent
with capital export neutrality where it is assumed that no changes
in source country law are possible, unlimited credits for foreign tax
payments against residence country tax liability would have to be
available to taxpayers in their country of residence. This would in-

clude a grant by the residence country to the taxpayer of the
amount, if any, by which such source country tax exceeds residence
country tax. In other words, for a credit system of outbound tax-

ation to be fully capital-export neutral, the residence country must
be willing to relinquish tax jurisdiction over domestic income.

It is important to recognize that when the foreign tax credit limi-

tation is binding, the disincentive to outbound investment results

primarily from foreign effective rates of tax in excess of the domes-
tic rate. The only "fault" of the foreign tax credit limitation in the
context of capital export neutrality is that subsidies are not provid-
ed in the form of foreign tax credits in excess of domestic tax liabil-

ity. The reduced availability of foreign tax credits may, however, be
accompanied by reductions in effective foreign tax rates.

In 1921, three years after the foreign tax credit was first made
available to U.S. taxpayers, the credit was limited to the amount of
tax that would be paid at domestic rates on foreign source income
computed under U.S. tax rules. Taxpayers in an "excess limit" po-

sition (that is, taxpayers with foreign tax credit limitation in excess
of creditable taxes) have no incentive to reduce their foreign taxes,

and foreign governments have no inducement to lower their
income taxes on income earned by those U.S. taxpayers. Without
the credit limitation, there would be no reasonable bound on the
potential transfer of funds from the U.S. Treasury to foreign gov-
ernments. To the extent of U.S. tax liability (before foreign tax
credits), the level of foreign taxation would be a matter of indiffer-

ence to the U.S. investor since increased foreign taxes effectively

would be paid by the U.S. Treasury.^^^ The foreign tax credit limi-

tation is thus among the most important of a variety of revenue
protection features of the U.S. system of international taxation. To
the extent that U.S. tax rates fall relative to foreign tax rates, the
importance of the foreign tax credit limitation increases.

The sourcing of income and expenses

Source rules allocate gross income and deductions between do-

mestic source income and foreign source income. The determina-
tion of foreign source taxable income is central to calculation of the
foreign tax credit limitation. Reductions in the foreign tax credit

limitation increase U.S. tax on excess credit taxpayers, on whom
the limitation is binding. A shift in the source of income from for-

eign to U.S. may increase U.S. tax by decreasing the foreign tax
credit limitation. A shift in the allocation of expenses from U.S. to

foreign source income decreases foreign source taxable income.
This reduction, then, may also increase U.S. tax by reducing the

^'* In this case, the only limitation would be that foreign tax credits cannot exceed U.S. tax
liability.

43-419 0-91-9
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foreign tax credit limitation. For excess credit taxpayers, any tight-

ening of the foreign tax credit limitation further heightens the neg-
ative effect of high foreign taxes on outbound investment, ^i"^

An asserted difficulty arising in the application of the source
rules is a lack of coordination across national jurisdictions. There
are disputes about which accounting or transfer pricing methods
may result in the proper allocation of expenses between jurisdic-

tions. There is general agreement, however, that certain expenses
incurred by a parent corporation may also benefit subsidiaries and
branches of the firm in all jurisdictions. Therefore it generally is

agreed that, for purposes of income measurement, these expenses

—

such as research, administrative, and interest costs—should be allo-

cated in part to foreign source income even though they are in-

curred for activities undertaken in the jurisdiction of the parent.
However, if the expenses of producing foreign source income
through such U.S. activities are not taken into account as deduc-
tions by the source country, or are not taken into account by the
source country to the same extent as they are in the United States,

net worldwide tax on foreign source income of an excess credit U.S.
taxpayer is increased. Therefore, tightening of expense allocation
rules, in combination with high foreign effective tax rates, caused
in this case by foreign tax laws disallowing a deduction for such
expenses, can be expected to reduce outbound investment of U.S.
multinational corporations.

In order to obtain deductibility of these expenses under foreign
income tax laws, U.S. multinational corporations could relocate
some of their activities in order to incur expenses in the foreign ju-

risdiction to which their expenses would be allocated under U.S.
law. For example, assume research expenses incurred in the
United States would be allocated to foreign source income under
U.S. law, but those expenses produce less favorable tax results in

the source jurisdiction than would expenses for undertaking the
same activities in the source country. In this case, the distinctions

in U.S. and foreign law between the treatment of expenses for do-

mestic versus foreign-based activities may be an incentive to relo-

cate research activities overseas.^ ^®

Interest deductions raise analogous issues. For example, absent a
requirement to apportion interest expense on a group-wide basis, a
taxpayer that incurs high foreign taxes may find it advantageous
artificially to shift interest deductions to U.S. source income, thus
overstating its foreign source taxable income for U.S. tax purposes.
Under present law, on the other hand, there is an incentive to re-

place domestic debt with foreign debt to obtain the deduction under
foreign tax law.^i^ Ultimately, the behavior of the taxpayer is di-

^'^ One group of authors likens tightening of expense allocation rules to a negative invest-

ment tax credit on outbound investment. See C. Fred Bergsten, Thomas Horst, and Theodore H.
Moran, American Multinationals and American Interests 207 (1978).

^'* A 1983 Treasury Department study estimated that relaxation of research allocation rules

(i.e., permitting taxpayers to allocate more research expense to U.S. source income) would in-

crease domestic research by between $0.17 and $2.60 per dollar of revenue loss. As em incentive

for research, tax benefits from relaxation of research allocation rules may be criticized as being
less efficient than the research tfix credit and concentrated among a relatively small number of
large taxpayers. See Department of the Treasury, The Impact of Section 861-8 Regulation on
U.S. Research and Development, June, 1983.

2 19 See Joseph L. Andrus, Robert H. Dilworth, and Jeffrey M. O'Donnell, "U.S. Tax Consider-
ations in Financing Foreign Subsidiaries," Taxes, October, 1990, p. 686.
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rected toward placing pressure on the foreign tax system to reduce
the taxpayer's effective rate of foreign tax, rather than placing
pressure on the U.S. fisc by requiring it to cushion the adverse ef-

fects of high effective foreign tax rates. On the other hand, some
have argued that the interest allocation rules, considered apart
from other sourcing, credit, and deferral rules, result in understate-
ment of foreign source taxable income by precluding full worldwide
fungibility among commonly controlled domestic and foreign sub-

sidiaries.

2. Incentive for outbound investment: Cross-crediting of foreign
taxes

In its 1984 tax reform proposals, the Treasury Department pro-

posed a per-country foreign tax credit limitation to replace the
overall limitation which provided "many taxpayers a tax motivated
incentive to invest abroad rather than in the United States." ^^^

This tax reform proposal addressed the use of high foreign taxes
imposed by one country (i.e., taxes in excess of the U.S. rate) to

offset U.S. tax on income earned by the same U.S. taxpayer in a
low-tax country. This is sometimes referred to as "averaging" or

"cross-crediting."

The creation of new separate foreign tax credit baskets in the
final version of the 1986 Act reduced in a different way the ability

on U.S. taxpayers to average foreign tax liability on highly taxed
foreign income against the foreign tax liability on lightly taxed
income. For example, the passive income basket included in the
1986 Act reduced more effectively than its predecessor—the sepa-

rate interest basket (former sec. 904(d)(2))—the incentive for U.S.
taxpayers with excess foreign tax credits to reallocate funds from
domestic uses to portfolio investments in low-tax countries. With
an ability to "cross-credit" between taxes on active and passive
income, a corporate taxpayer pa3dng, for example, 44-percent tax
on $10() of active income from one country would be able to make
investments yielding $100 in another jurisdiction with a tax rate as
high as 24 percent on investment income, and be subject only to

foreign tax. The taxpayer in this instance has a tax incentive to

invest abroad since his marginal rate of tax is 24 percent on out-

bound investment compared to 34 percent on domestic investment.
Separate basketing requires an additional 10 percent of U.S. tax to

be paid on this outbound investment.
In terms of the principles discussed above, limiting the ability to

cross-credit moves the tax treatment of the marginal outbound in-

vestment by a U.S. investor away from capital import neutrality
and toward capital export neutrality. On the other hand, under
current U.S. law, taxpayers may cross-credit high foreign taxes
paid to one country against U.S. tax on similar types of income
earned in other low-tax foreign countries. Some may argue that
complete elimination of cross-crediting is undesirable for adminis-
trative reasons, quite apart from issues of capital import and
export neutrality. For example, substantial administrative issues

could arise in the allocation and apportionment of foreign income

220 U.S. Treasury Department, Tax Reform for Simplicity, Fairness, and Economic Growth,
Vol. 2, 1984, p. 361.



252

of an integrated multinational business among separate foreign
countries in which operations take place. Some of the separate for-

eign tax credit limitation rules of current law also create what
some regard as undue complexity.

3. Incentive for outbound investment: Deferral

Income from outbound investments earned by the separately in-

corporated foreign subsidiaries of U.S. corporations generally is not
subject to tax until that income is repatriated. However, income
from foreign branches of U.S. corporations must be included in cur-

rent taxable income. The majority of foreign business activity con-
trolled by U.S. corporations is conducted by separate foreign corpo-
rations as opposed to branches. In 1984, controlled foreign corpora-
tions of U.S. multinationals had $48.1 billion of earnings and prof-

its and paid $20.6 billion of foreign income taxes. Foreign branches
of U.S. multinationals had $14.6 billion of branch income and p£dd
$5.1 billion of foreign income taxes.^^^

If for a particular taxpayer the effective rate of foreign tax can
be expected to be consistently above the U.S. rate, deferral of U.S.
taxes would not provide any tax benefit. However, if the effective

rate of foreign tax is at any time or in any jurisdiction below the
U.S. rate, U.S. multinationals may enjoy two substantial benefits

from deferral. First, deferral may delay the payment of U.S. taxes
on foreign source income until earnings are repatriated. Second,
because excess foreign tax credits cannot be carried forward indefi-

nitely, deferral expands the opportunity for cross-crediting (if effec-

tive foreign tax rates vary across years or across jurisdictions) by
not deeming high foreign taxes to be p£iid until a year when the
U.S. taxpayer chooses also to repatriate low-taxed foreign source
income.22 2 When U.S. taxes are not paid as the income is earned,
the taxpayer effectively is granted an interest free loan each year
on t£ix that would have been due.^^^ At the time of his choosing,
the taxpayer repays these loans when he decides to repatriate
earnings, and they become subject to tax.224 This is similar in

22' Timothy J. Goodspeed and Daniel J. Frisch, "U.S. Tax Policy and the Overseas Activities

of U.S. Multinational Corporations: A Quantitative Assessment," Manuscript, July 1989, Tables
2 and 3. Losses generated by foreign oi)erations genersdly are usable against U.S. tax liability

only if the operations take the form of a branch of a U.S. company. Thus, the above figure for

foreign branch income may reflect a disproportionate share of such operations.
222 This second benefit is in some degree limited by the less generous foreign tax credit carry-

over periods (back 2 years and forward 5 years) as compared to the net operating loss carryover
periods (back 3 years and forward 15 years). For example, when a U.S. source loss for a year in

which foreign source income is earned renders the crediting of foreign tax paid or deemed paid
in that year unnecessary, the effect of the foreign income and taxes is to convert a loss, usable
over the next 15 years, into a credit carrjrforward, usable only over the next 5 years. Thus, whUe
deferral makes it possible for the taxpayer to choose the year in which the tax will be deemed
paid, the reduced carryforward period prevents the taxpayer from also enjoying the flexibility to

use its excess credits over the full 15 years accorded to losses.
223 Some studies have demonstrated that, in theory, if foreign investment is financed out of

retained earnings, then only the source country's tax rate affects the incentive to invest and the
length of deferral does not affect the effective marginal tax rate. See, for example, David G.
Hartman, "Tax Policy and Foreign Direct Investment in the United States," National Tax Jour-
nal, Vol. 37, 1984, pp. 475-87. In the Hartman framework, investment from retained earnings is

tax-advantaged; however, this is inconsistent with the observed simultaneous repatriation and
transfer of funds overseas by U.S. multinational businesses.

22'» The benefit of deferral is larger the greater the excess of the U.S. over the foreign tax rate
and the longer the period of time between the time income is earned smd the time of actual
repatriation.
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many respects to the benefit enjoyed from delaying realizations of

capital gains. As with capital gains, one method of eliminating the
tax benefit of deferral is the payment of taxes on income as it is

earned, rather than when payment is received. This is achieved, in

limited circumstances, by the various anti-deferral regimes in the
Code.
Another possible taxpayer benefit from deferral is the gain that

a U.S. company may obtain from taking an aggressive position on
transfer prices between itself and a foreign subsidiary. Moreover,
the benefit may be further enhanced if foreign government restric-

tions on transactions between related companies can be used to

defend those positions. ^^^ Without deferral, on the other hand,
transfer pricing issues may have little or no impact on the inclu-

sion of income on the U.S. return. (They may still, however, have
an impact on whether income is sourced as foreign or domestic.)

Not only is the taxpayer's benefit in this case offset by the govern-
ment's loss of revenue, but in addition, the government may suffer

a further cost in sheer administrative effort required to dispute the
taxpayer's transfer prices.

On the other hand, deferral imposes costs on taxpayers, in addi-

tion to requiring them to bear their own share of the administra-
tive burden of dealing with transfer pricing issues. For example,
subpart F, and its interactions with the credit rules and the other
anti-deferral rules, are considered highly complex.226 in addition,

the interest allocation rules, by precluding full worldwide fungibi-

lity of interest among commonly controlled domestic and foreign

subsidiaries, may impose costs on a U.S. corporation that operates
through foreign subsidiaries, which costs might be avoided by oper-

ating through foreign branches of a U.S. corporation.

To the extent that deferral continues to provide an advantage to

outbound investment, this advantage provides an incentive for out-

bound investment and therefore moves the U.S. system of taxation
of foreign income closer to capital import neutrality and away from
capital export neutrality. Deferral provides an incentive for out-

bound investment, but restrictions on deferral negate this incen-

^jyg 227 Although the original 1962 Administration proposals to

eliminate all deferral were more sweeping, and the subpart F rules

as finally enacted were meant to serve primarily as revenue protec-

tion measures—like the foreign personal holding company rules

—

by preventing foreign operations from serving as potential shelters

from U.S. taxation, it seems clear that the incentive effects of de-

ferral on outbound investment were understood at the time. ^ 2®.

225
Cf. Comm'r v. First Security Bank of Utah, 405 U.S. 394 (1972), discussed above at II.E.2.

226 E.g., Tillinghast, International Tax Simplification, 8 Am. J. Tax Policy 187, 190 (1990).
227 For a more detailed discussion of the economic effects of deferral, see Gary Hufbauer and

David Foster, "U.S. Taxation of the Undistributed Income of Controlled Foreign Corporations,"
in Department of the Treasury, Essays in International Taxation: 1976.

228 The Kennedy Administration's explanation of the proposed anti-deferral rules includes
several references to their effect on the location of investment:

Certainly since the postwar reconstruction of Europe and Japan has been completed,
there are no longer any foreign policy reasons for providing tax incentives for foreign
investment in economically advanced countries.
. . . While the rate of expansion of some American business operations abroad may be
reduced through the withdrawal of tax deferral such reduction would be consistent with

Continued
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The 1962 legislation provided a special exception to the subpart F
rules for earnings from investments in less developed countries in

order to increase the economic development of those countries
through increased U.S. investment.229

4. Incentive for outbound investment: Creditability of subnational
foreign taxes

Under current law, taxes paid by U.S. businesses to foreign gov-
ernments that are by their nature taxes on income or profits, such
as a corporate income tax, are fully creditable (within the foreign
tax credit limitation) against Federal income taxes. This applies
whether or not the tax is imposed by the national government or
by a subnational government of that foreign country. However,
income taxes paid by U.S. businesses to the States or to other sub-
national governments within the United States are only deductible
against Federal income tax. Depending upon the rates of U.S. and
foreign national and subnational tsixes, this disparity in treatment
of subnational taxes can create an incentive to invest overseas.

This is the case when the foreign tax credit limitation is not bind-
ing and the overall (i.e., national and subnational combined) level

of foreign income tax is lower than the level of U.S. Federal and
local income tax.

To illustrate this point, assume that an investor can earn $100
before both national and local taxes from either a domestic or out-

bound investment, and that the rate of U.S. Federal income tax is

34 percent and the foreign national rate is 20 percent. Before
taking into account other, subnational taxes, the U.S. taxpayer
would earn $66 after-tax from either domestic or outbound invest-

ment. In the case of outbound investment, the investor pays $20 of
tax to the foreign government and $14 (after foreign tax credits) to

the U.S. government. Now assume that subnational governments
in both the United States and the foreign jurisdiction impose a 10-

percent income t£ix. On domestic investment, the investor pays
$30.60 of Federal tax (0.34 times $90) and $10 of subnational
income tax, resulting in £m effective rate of tax of 40.6 percent and
leaving the investor with $59.40 after tax. On outbound invest-

ment, the investor pays $18 of tax to the foreign national govern-
ment and $10 to the foreign subnational government. Because the
total foreign tax paid does not exceed the foreign tax credit limita-

tion, all the foreign taxes are creditable. The taxpayer owes $6 to

the U.S. government and is left with $66 after tax.

In this respect, the tax advantages of outbound investment could
be eliminated by either of two policy changes. First, the United

the efficient distribution of capital resources in the world, our balance of payments
needs, and fairness to competing firms located in their own country.
... I recommend that tax deferral be continued for income from investment in develop-
ing economies. The free world has a strong obligation to assist in the development of
these economies, and private investment has an important contribution to make. Con-
tinued tax deferral for these areas will be helpful in this respect. In addition, the pro-

posed elimination of income tax deferral on U.S. earnings in industrialized countries
should enhance the relative attraction of investment in less developed countries.

"The President's Tax Message," reprinted in Staff of the Way and Means Committee, Legisla-

tive History of H.R. 10650, The Revenue Act of 1962, 90th Cong., 1st Sess. 147 (1967).
^2® The Tax Reform Act of 1976 repealed this exception for investment in less developed coun-

tries.
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States could raise the effective rate of tax on currently low-taxed
outbound investment. For example, credits for foreign subnational
income taxes could be replaced with deductions (compare case 2 to

case 3 in the Appendix to Part Two).^^" This would be a revenue
raising measure applicable only to outbound investment. It would
represent a move away from capital import neutrality and toward
capital export neutrality. Alternatively, instead of allowing deduc-
tions for local U.S. income taxes, these taxes could be made credita-

ble against Federal tax. This would reduce the effective rate of tax
on domestic investment to that on outbound investment (compare
case 2 to case 4 in the Appendix). By effectively reducing the gener-
al rate of tax, this proposal would simultaneously promote both
capital import neutrality and capital export neutrality.

5. Disincentive for outbound investment: Incentives for domestic
research and capital formation

Tax provisions purposely designed to increase investment

—

namely, the research and experimental tax credit, rules allowing
accelerated depreciation, various incentives applicable to the devel-

opment and production of natural resources, and the investment
tax credit (before it was repealed by the 1986 Act)—usually do not
apply to investment located abroad. These incentives violate capital

export neutrality by providing favorable tax treatment for relocat-

ing investment from abroad to the United States. One study pro-

vides some preliminary evidence of a strong relationship between
domestic tax incentives for investment and reduced direct invest-

ment abroad by U.S investors.^^^

If accelerated depreciation were not available for domestic in-

vestment, tax liabilities would increase with the rise in taxable
income. The unavailability of accelerated depreciation for property
located overseas has an entirely different impact on tax liability.

Of course, U.S. depreciation rules have no direct impact on foreign

taxes. They do potentially have an impact on the fraction of a
direct investment dividend from a foreign corporation which car-

ries with it a deemed to be a payment of foreign tax by the U.S.

recipient. They also affect the computation of the foreign tax credit

limitation. In the former case, availability of accelerated deprecia-

tion for purposes of calculating earnings and profits would increase
deemed paid foreign tax. This would occur because the foreign

taxes deemed paid with respect to a dividend increase with the
ratio of the dividend to the payor's earnings and profits as meas-
ured by U.S. tax rules. In the case of the foreign tax credit limita-

tion, accelerated depreciation in certain circumstances may actual-

ly increase U.S. taxes by reducing foreign tax credits. Accelerated
depreciation may be detrimental to foreign branches located in

high-tax jurisdictions because it would reduce foreign source
income as calculated for purposes of determining the foreign tax
credit limitation. On the other hand, for an expense apportioned
between U.S. and foreign source gross income on the basis of

^^^ It should be noted, however, that some countries may impose a greater income tax burden
at the subnational level than at the national (or federal) level.

2^' Michael J. Boskin and William G. Gale, "New Results on the Effects of Tax Policy on the
International Location of Investment," in Martin Feldstein (ed.). The Effects of Taxation on Cap-

ital Accumulation 201-19 (1987).



256

assets, accelerated depreciation could result in the attra::tion of
less expense to foreign source income.

6. Disincentive for outbound investment: Export incentives

A fundamental decision facing any U.S. business is whether to

locate some portion of production overseas. In the case of a busi-

ness that sells products overseas, the investment location decision

to invest abroad or domestically can be influenced by the availabil-

ity of tax incentives for exports. Export subsidies, like tariffs that
penalize imports, reduce global economic welfare. Furthermore, al-

though they undoubtedly improve the lot of the favored export
sector, they generally can be expected to reduce the overall eco-

nomic welfare of the nation providing the subsidy. Nevertheless,
tax and other export incentives may reduce the incentive of U.S.
businesses to locate production abroad. There are two major U.S.
tax incentives providing favorable treatment to the taxation of
income from exports. The first of these is the so-called "title pas-

sage rule" and the second are the provisions available to exporters
who make use of foreign sales corporations (FSCs).

Title passage rule

PiS a general rule of U.S. taxation, the residence of the seller de-

termines the source of income from sale of personal property. How-
ever, a major exception is provided in that sales of inventory are
sourced in the location where the goods are sold—generally where
title passes. In the case where goods are manufactured in the
United States and sold overseas, regulations provide an allocation

formula which may result in as little as one-half of this income
being sourced domestically, even though most of the value is added
in the United States and the income from these sales might not be
subject to any foreign income tax. The title passage rule provides
additional foreign tax credits to multinational enterprises with
high foreign taxes by increasing foreign source income and, thus,

the foreign tax credit limitation. The title passeige rule, therefore,

potentially provides a strong incentive for a U.S. firm that pays
high foreign taxes on other income not to locate some portion of its

additional production overseas. On the other hand, in order to take
advantage of the rule, some portion of activity generally must take
place overseas in order to generate the high foreign taxes that shel-

ter income sourced foreign under the rule. Therefore, the title pas-

sage rule has much less incentive effect, for either domestic or out-

bound investment, or for exports, on a company with no foreign in-

vestment or tax liability. The rule may, however, make such a com-
pany an attractive takeover target to a high foreign-taxpaying com-
pany that can benefit from the former company's ability to gener-
ate untaxed foreign source income. The tax expenditure budget in-

dicates that the title passage rule will provide an $18 billion subsi-

dy to exporters over the 1992-1996 period. ^'^

2'^ Joint Ck)mmittee on Taxation, Estimates of Federal Tax Expenditures for Fiscal Years
1992-1996 (JCS-A-91), March 11, 1991.
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Foreign Sales Corporations

The predecessor of the foreign sales corporation (FSC), the do-
mestic international sales corporation (DISC), was first included in

the Code in 1971. Under the DISC rules, corporations which de-

rived no less than 95 percent of their receipts from qualified ex-

ports could indefinitely defer 50 percent of their income from U.S.
tax. These provisions were said to be intended to improve the U.S.
merchandise trade deficit by subsidizing exports. Furthermore,
they were intended to promote investment in the United States by
U.S. firms. In fact, they were intended to offset the incentive pro-

vided by deferral for U.S. firms to invest overseas.^^^
The European Economic Community argued that the DISC rules

were not legal under the General Agreement on Trade and Tariffs

(GATT), and in the early 1980s the GATT Council urged the United
States to amend the DISC rules to conform to the GATT. Congress
enacted the FSC rules in 1984 in order to resolve the GATT dispute
over DISCs.^^"* Revenue estimates at the time of passage of the
FSC legislation indicated that the overall benefit provided by the
new FSC rules would be roughly equivalent to that which would
have been provided by the DISC rules had they been retained in

their prior form.
Unlike the title passage rule, the FSC rules provide a domestic

investment incentive for any U.S. taxpayer regardless of whether
or not it pays foreign tax or is in an excess credit position. Howev-
er, the benefit of the title passage rule to an excess credit taxpayer
can in some cases be greater than the benefit to the same taxpayer
of using a FSC for its exports.

7. Incentive for outbound investment: Foreign tax credits for ben-
efit taxes

Most analysis of international tax policy (including all of the pre-

vious discussion in this section) seldom relates tax liabilities to

services provided by the government for the benefit of the taxpay-
er. In effect, most economic analysis assumes that tax revenues dis-

appear once they have been collected, and the only effect of the
host country's fiscal policy is a reduction in the rate of return with
no benefits to the taxpayer from government expenditures funded
by those taxes. However, foreign governments can provide goods
and services to the taxpayer just as private businesses can. Al-
though in most cases it is difficult to clearly determine the degree
to which a taxpayer receives benefits from the government as a
result of taxes paid, if the determination is made that taxes are ex-

penses incurred in return for the provision of government goods
and services, most of the conclusions discussed above can be al-

tered. Most notably, in order to maintain capital export neutrality,
deductions rather than credits for foreign taxes may be more ap-
propriate.

This point may be illustrated with a simple example. Suppose
that a foreign government decides to raise income taxes in order to

233 See 1972 Economic Report of the President, pp. 167-8.
^^^ For a more detailed description of DISC and GATT rules, see Joint Committee on Tax-

ation, General Explanation of the Revenue Provisions of the Deficit Reduction Act of 1984, (JCS-
41-84), December 31, 1984, pp. 1041-1042.
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subsidize telephone rates. The reduction in telephone rates de-

creases deductible expenses, while the increase in taxes increases
creditable income taxes. In this C£ise, outbound investment is fa-

vored over domestic investment since domestically located business
must deduct expenses incurred directly, while foreign subsidiaries

and branches may credit against U.S. tax similar expenses paid in-

directly through taxes. If all foreign income taxes paid by multina-
tional enterprises to host governments are creditable, then the tax
system may provide an incentive for outbound investment in the
degree to which these host governments provide benefits to the en-
terprises which reduce business expenses. In terms of the princi-

ples of international taxation, creditability of taxes which reduce
business expenses moves the tax system away from capital export
neutrality and closer to capital import neutrality. A number of as-

pects of U.S. tax rules—e.g., the rules against crediting taxes where
the taxpayer receives a subsidy, or the limit on credits for foreign
taxes on foreign oil and gas extraction income—are designed to

impose bright lines that may prevent the crediting of some foreign
taxes paid in exchange for economic benefits from the tax recipi-

ent.

8. Incentive for outbound investment: Puerto Rico and possession
tax credit

The Puerto Rico and possession tax credit completely shelters
from U.S. income tax business income and qualified passive invest-

ment income earned by certain U.S. corporations operating in U.S.
possessions ("section 936 corporations"). Almost all section 936 cor-

porations operate in Puerto Rico. Data from the Statistics of
Income Division of the IRS indicate that in 1987, the Puerto Rico
and possession tax credit reduced tax liabilities of U.S. corporations
by almost $2.7 billion. The credit was heavily concentrated in the
pharmaceutical industry, which accounted for more than one-half
of this total.

The credit is a deliberate departure from capital export neutrali-

ty. The purpose of the credit is to provide an incentive for U.S. cor-

porations to invest in certain U.S. possessions and thereby increase
employment in those possessions. Citing inefficiency in achieving
this goal, the Reagan Administration tax reform proposals would
have replaced the section 936 credit with a credit for wages paid in

Puerto Rico and the possessions.^^^
A major concern in the administration of the possession tax

credit is determining the proper allocation of intangible income to

possessions. For example, income associated with intangibles may
effectively be earned in the United States, but be reallocated to a
section 936 corporation in whose hands it bears no U.S. tax and,
because of substantial Puerto Rico tax incentives, little Puerto Rico
tax. If a portion of U.S. income is allocated to Puerto Rico, the ef-

fective rate of U.S. tax on investment in Puerto Rico may be nega-
tive.

*^' The President's Tax Proposals to the Congress for Fairness, Growth, and Simplicity, May
1985, at 307-13.
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F. Tax Treaties

In general

Treaties involve trade-offs between the tax benefits they provide
to inbound and outbound investments. Pohcy issues are implicated

by the trade-offs. For example, treaties might be seen as benefiting

U.S. outbound investment at the cost of reducing U.S. revenues
from tax on inbound investment.^^® Treaties might be seen as ben-
efiting the United States by increasing the inflow of investment at

the cost of increasing investment outflows and reducing the U.S.

tax take from the inflow. Or treaties might be seen as benefiting

the United States simply by reducing barriers to the free flow of

resources at the cost of reducing U.S. tax revenues. In each case,

treaties raise the issue of whether their perceived benefits are in

fact benefits, whether they are worth the costs, and whether more
efficient approaches would be superior.

A discussion of such issues, which arise, for example, from the
role of treaties in influencing the acts of foreign governments, and
the procedural differences between creating tax rules through stat-

utes, on the one hand, and treaties, on the other hand, may be
found in Joint Committee on Taxation, Background and Issues Re-
lating to the Taxation of Foreign Investment in the United States

(JCS-1-90), January 23, 1990, at 78-83. The discussion that follows

will concentrate on the policy issues arising from the tax benefits

achieved from applying treaty rules to outbound investment. It is

worth remembering, however, that every such benefit is connected,

to a greater or lesser degree, to benefits the residents of the other
treaty country achieve vis-a-vis their own U.S. tax liabilities.

An overarching treaty issue regarding outbound investment is

whether the reduction in foreign tax benefits the U.S. Treasury,
U.S. taxpayers or the United States as a whole. For example, a
U.S. taxpayer with excess foreign tax credit limitation generally
will not benefit from a treaty reduction in foreign tax on income
currently includable in U.S. taxable income. That is, U.S. tax liabil-

ity will replace the reduced foreign tax liability. In this case, the
treaty directly benefits the U.S. Treasury. A taxpayer with excess

foreign tax credits would find that a treaty reduction in foreign tax
is not offset by an equal increase in U.S. tax. Thus, the treaty di-

rectly benefits the taxpayer, not the Treasury.
The issue becomes whether this net tax savings of the U.S. tax-

payer on its foreign income is also a net benefit to the United
States, which issue is addressed elsewhere in this pamphlet. The
conclusion reached becomes more significant to treaty policy the
more U.S. taxpayers are likely to be in an excess credit position. It

is believed that currently a substantial proportion of foreign

income, but by no means all foreign income, is being earned by tax-

payers in an excess credit position.

A related issue is the degree to which foreign tax reductions are
desirable from a U.S. policy perspective simply because foreign tax
reductions of any amount are achieved, and the degree to which

^^^ For a discussion of the impact of treaties on the taxation of inbound investments see Joint
Committee on Taxation, Background and Issues Relating to the Taxation of Foreign Investment
in the United States (JCS-1-90), January 23, 1990, at 43-54.
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the amount of foreign tax reduction sought in negotiations should
rightfully be measured by the degree to which they eliminate as-

pects of foreign laws that discriminate against foreign investors or
foreign income of domestic investors. According to one commenta-
tor writing prior to the advent of the 1986 expense allocation
changes, "because other countries overtax foreign income, the
United States undertaxes domestic income." ^^"^ Therefore, it can
be argued that a legitimate role for treaties, namely, to encourage
the reduction of disparately large foreign tax burdens of U.S. out-

bound investors vis-a-vis residents of the treaty country, became an
especially timely one after the advent of those rules.

Tax sparing

One treaty issue particularly affecting the treatment of outbound
investment concerns the U.S. negotiating position with respect to

tax sparing. As explained above in II.H., tax sparing would require
the reduction or elimination of U.S. tax on income from activities

in the source country, for example by allowing a credit for foreign
taxes even though the taxes are not actually paid due to a tax holi-

day or other local tax incentive program. Tax sparing generally is

sought by countries seeking, for their own policy reasons, to en-
courage inbound foreign investment through tax incentives. In that
case, tax sparing assures that the entire foreign tax reduction ac-

crues to the benefit of the U.S. taxpayer, and none to the U.S.
Treasury.
A similar process of offering competing tax concessions occurs

among the States of the United States. Where a State or locality

reduces the taxes that a business pays in order to attract that busi-

ness to the State, the business saves State or local tax expense, and
consequently pays a greater Federal tax due to the reduced Federal
tax deduction for State and local taxes paid. Tax-sparing foreign
tax credits are therefore analogous to a hypothetical State tax de-

duction system in which the recipient of a State tax incentive
would receive a Federal tax deduction for the State taxes not paid.

The difference between such State tax-sparing deductions and for-

eign tax-sparing credits is that the latter provide dollar-for-dollar

reductions in U.S. tax; the former would provide Federal tax reduc-
tions only in that proportion which the Federal tax rate bears to

the State tax reduction.
A number of arguments have been made against the desirability

of entering into such agreements. ^^^

First, it has been argued that, whatever may be the pros and
cons of reducing U.S. taxes on foreign residents by means of the
treaty process, that process is particularly unsuited for reducing
the U.S. taxes of U.S. persons. Unlike some foreign residents, the
U.S. taxpayers making outbound investments have not suggested
that they are somehow disadvantaged by having to represent their

^'^ Charles Kingson, "The Coherence of International Taxation," 81 Columbia Law Review
1151, 1234 (1981) (hereafter cited as "Kingson").

238 Such arguments apf)ear in Double Taxation Convention with Pakistan: Hearing before the

Senate Comm. on Foreign Relations, 85th Cong., 1st Bess. 1-34 (1957) (testimony of Professor
Stanley Surrey) (hereinafter cited as "Pakistan Treaty Hearing'). The discussion in the text in

part summarizes some of the points made by Professor Surrey and the members of the Senate
Foreign Relations Committee reflected in the record of that hearing.
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legitimate interests in the normal U.S. legislative process. When
the issue of tax sparing was considered by the Senate Foreign Rela-

tions Committee in 1957, Congress had recently considered and re-

jected proposals to reduce the U.S. tax rate on the foreign income
of U.S. persons, thus making it particularly unsuitable, it was
argued, to do so by treaty so shortly after the rejection.^^^ In the
1970s and 1980s, the Treasury again proposed making creditable

through treaties certain foreign taxes that were not creditable

under the Code. According to the Senate Committee on Foreign Re-
lations, the House Committee on Ways and Means and the Senate
Committee on Finance made it clear that they did not think trea-

ties were the appropriate vehicle for granting such credits. ^"^^

In effect, the decision to permit tax sparing amounts to a deci-

sion that foreign income of a U.S. person should be taxed at a
lower rate than U.S. income. It is argued that this very substantial

tax policy question is unsuited to resolution in the treaty process.

Put another way, until now the legislative decision to provide for-

eign tax credits has been viewed as a means of avoiding double tax-

ation, not as decision that foreign income should bear less than
single taxation.

It has also been argued that giving tax-sparing benefits with re-

spect to one foreign country will greatly increase the pressure to do
it for others. In fact, the United States has committed itself to offer

tax sparing to certain countries, and to reopen the subject of tax-

sparing with certain other countries, should the United States

agree to it with any country. 2"*^ Thus, it may be realistic to assume
that a decision to provide tax sparing for a particular country
thought to be especially worthy will result in a spread of the bene-
fits of countries thought less worthy. Moreover, experience with
the Puerto Rico and possession tax credit (sec. 936), itself a tax-

sparing credit for operations in Puerto Rico and other U.S. posses-

sions, suggests that once tax sparing is given, it is exceedingly diffi-

cult to take back.
Another line of opposition to tax sparing questions the purported

incentive effects of tax sparing on its intended beneficiaries, and
identifies other incentives created by tax sparing which are said to

be perverse. Proponents of tax sparing have argued that U.S. mul-
tinationals are prevented by the absence of tax sparing from receiv-

ing the benefit of foreign tax incentives to investment in the for-

eign country. It is asserted, therefore, that if the United States

spared the right to levy home country tax on foreign income, U.S.-

based multinationals could tap low cost labor and raw material
markets in developing countries at an after-tax cost "far below"
that currently available to them. Thus, proponents of tax sparing
argue that current U.S. policy not to enter into tax-sparing agree-

ments hinders U.S. companies from access to the low cost labor and
raw materials necessary to compete equally in world trade. ^"^^

239 Pakistan Treaty Hearing at 2, 26.
"0 Exec. Rep. No. 98-23, 98th Cong., 2d Sess. 12 (1984).
^'" Such countries include India and China.
^*^ Arthur Young & Co., The Competitive Burden: Tax Treatment of U.S. Multinationals

(1988).
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Opponents of tax sparing argue that if the goal of tgix sparing
were to relieve U.S. tax burdens that might otherwise deter active
foreign investment, then under present law, tax sparing is actually
unnecessary, given the deferral permitted on active foreign income
earned by a U.S. person through a foreign subsidiary. Industries
that historically have not taken advantage of deferral—i.e., that
have operated abroad in branch form—include natural resources
industries which, it is argued, must base their operations where the
resources are located, regardless of local tax incentives. It may also
be argued that these industries paying sufficient amounts of for-

eign tax have found themselves to be exempt, in effect, from bear-
ing any additional U.S. tax burden on that income.

Second, it has been argued that if tax sparing is viewed as an
investment incentive, then the incentive is inefficient because it re-

wards business decisions that would have been made regardless of
the tax-sparing benefits. Thus, the benefits of tax sparing are said
to be largely a windfall to U.S. taxpayers.

Third, it has been argued that tax sparing is also an unfair tax
incentive, in that it will tend to benefit only the larger and
wealthier U.S. taxpayers, because it is largely those taxpayers that
are in a position to locate operations in the countries where tax
sparing would be provided.

Fourth, it is argued that tax sparing interacts with the foreign
government's internal tax policy to the detriment of tax policy for

all concerned. As demonstrated by recent U.S. tax policy discus-

sions, given a certain level of government expenditures and a cer-

tain level of debt-financing of those expenditures, a country choos-
ing to impose an income tax has a choice of imposing a relatively
low income tax rate on a broad income base, or of imposing a
higher rate accompanied by tax incentives. It has been argued that
the latter type of system is inherently inefficient and ultimately
unstable. In many cases, the government concerned is also depend-
ent on foreign loans or foreign aid to finance the shortfall in reve-
nues caused by the allowance of inefficient tax incentives. 2**^ Thus,
allowance of tax concessions by countries seeking to further their
economic development increases pressure on international finan-
cial markets and institutions, as well as on foreign aid budgets. It

is argued that a treaty device which encourages U.S. investors
abroad to bring pressure on foreign countries to grant tax conces-
sions hinders the intelligent revision of foreign tax systems. ^'^^ It is

further argued that because in return for United States agreement
to provide tax sparing, the treaty country grants to U.S. residents
reduced local taxes on payments such as interest, royalties, and
dividends, the perverse pressures on the treaty country govern-
ment that are fostered by tax sparing are increased further by re-

duced local revenues.
A criticism of tax-sparing agreements negotiated in the past, in

addition, is that the amount of credit is based on the amount of
taxes saved under the treaty country's tax incentive system (a pure
foreign law issue), rather than the amount of tax actually paid (a

^" In the case of the Puerto Rico and possession teix credit, the jurisdiction forgiving local tax
has a strong claim on the Federal Government to support its local expenditures.

^'** Pakistan Treaty Hearing 32.
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real economic cost to the taxpayer) or income earned in the foreign

country (a U.S. law issue). The credit is based on a fictional amount
to be determined by foreign tax administrators, thus, it is said,

placing U.S. taxes at the risk of foreign tax administration. ^^^

Integration of corporate/shareholder taxation

U.S. treaty policy toward integration benefits for cross-border

dividends seems to be based on a view that U.S. investors in corpo-

rations resident in countries with integrated corporate/shareholder
taxation systems should receive source country tax reductions on
their dividends from such corporations, and may fairly take a credit

under U.S. law based on an amount of tax imposed by the foreign

country not on the shareholders, but the corporations.

The treaty issue is not only whether the tJnited States will seek
foreign tax reductions for the benefit of U.S. investors in the treaty

country, and will forego some U.S. tax that might otherwise take
the place (under U.S. statutory law) of the reduced foreign taxes;

the issue also involves arriving at a view as to what level of foreign

tax reduction is to be sought and what degree of U.S. tax reduction

is believed tolerable. For example, between the time Germany en-

acted its imputation system (1977) and the time the 1989 treaty was
signed, the Treasury Department expressed the view that the most
appropriate adjustment to German tax on U.S. investment in

German companies would be for Germany to grant U.S. sharehold-

ers refunds of the full 36-percent German federal corporate tax on
distributed profits. ^^e

As explained above in II.H., however, the treaty that was actual-

ly signed generally provides U.S. direct investors no imputation
benefit, and provides U.S. portfolio investors in German resident

companies with a 5-percent rate reduction relative to the generally

applicable 15-percent source country treaty withholding rate for

dividends paid by German resident companies. German sharehold-

ers, by contrast, receive a credit under internal German law for the

full 36-percent "distribution burden" that German corporate earn-

ings bear at the corporate level.

Under the treaty that was finally signed, then, U.S. investors in

German resident companies receive the benefit of the German
split-rate system, but receive a smaller imputation-related benefit

than German shareholders in German resident companies receive

for dividends paid by the companies.
Similarly, the French treaty provides no integration benefits to

U.S. direct investors in French companies. The French and U.K.
treaties do, however, afford U.S. portfolio investors integration ben-

efits analogous to those of domestic investors. Only under the U.K.
treaty does the U.S. direct investor receive source country rate re-

ductions to account for integration.

The issue is the degree of integration benefit that the United
States will consider acceptable in its treaties. The outcome of the
German treaty negotiation demonstrated that the United States

was willing to accept less than full parity for its investors in Ger-

many. Some may argue that this bargain falls short of what is ac-

'^*^ Pakistan Treaty Hearing 7.

"« Treasury Department News Release B-1703 (July 2, 1979).
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ceptable. Others may argue that the benefits actually achieved in

the German treaty constituted a reasonable compromise with
German internal policy.

Moreover, it has been a well-established principle of internation-

al taxation that the country in which income-producing activity

occurs is entitled to collect tax on the income from the activity.

Therefore, any treaty system of dividend taxation would likely be
designed to permit the source country to retain an adequate per-

centage of the tax that would have been imposed had the share-

holder been domestic. ^^"^ If the United States should in the future

adopt an integration system, U.S. treaty policy will have to arrive

at an answer to the question what is the appropriate level of source

country tax for the United States to insist upon retaining in the

case of a U.S. source dividend to a foreign investor. This decision

will, in turn, affect U.S. policy in negotiating source country divi-

dend tax reductions for U.S. outbound investors.

^'*''
Cf. Kingson at 1241-3 (suggesting that as of 1981 the percentage of tax claimed by reason

of source jurisdiction alone generally falls between 60 and 80 percent of the source-residence

total, with a high of 95 percent under German internal law at the time, and a low of 25 percent

by the United Kingdom under the U.S.-U.K. treaty).



APPENDIX TO PART TWO

Effective Overall Tax Rates on U.S. Source Income and Foreign
Source Income Under Various U.S. Tax Treatments of U.S.

AND Foreign Local Taxes

Case 1. No Local Taxes

[ncome before tax
Local tax
[ncome after local tax

^'ederal taxable income
Si'ederal tax
income after Federal tax

Foreign source income
Foreign tax credit limitation

Creditable foreign taxes
rotal U.S. taxes
Combined effective tax rate (percent).

\fter-tax return

U.S. source



Case 2. Local Taxes Imposed: Foreign Local Taxes Creditable, U.S.

Local Taxes Only Deductible

Income before tax
Local tax
Income after local tax

Federal taxable income
Federal tax

Income after Federal tax
Foreign source income
Foreign tax credit limitation

Creditable foreign taxes
Total U.S. taxes

Combined effective tax rate (percent)..

After-tax return

U.S. source



Case 3. Local Taxes Imposed: Foreign Local Taxes and U.S. Local
Taxes Only Deductible

U.S. source Foreign source
taxable income taxable income

Income before tax 100.0
Local tax ^q q
Income after local tax 90.0
Federal taxable income 90
Federal tax 30 6
Income after Federal tax ,[', 59.4
Foreign source income 90 q
Foreign tax credit limitation !."......!! 30 6
Creditable foreign taxes ...".!.... 18
Total U.S. taxes 40.6 12 6
Combined effective tax rate (percent).. 40.6 40 6
After-tax return 59 4 gg"^

100.0

10.0

90.0
90.0 90.0

18.0

72.0
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Case 4. Local Taxes Imposed: Foreign Local Taxes and U.S. Local

Taxes Both Creditable

U.S. source Foreign source
taxable income taxable income

Income before tax 100 100

Local tax 10 10

Income after local tax 90 90

Federal taxable income 100 100

Federal tax 24 20

Income after Federal tax 76 80

Foreign source income 100

Foreign tax credit limitation 34

Creditable foreign taxes 30

Total U.S. taxes 34 4

Combined effective tax rate (percent).. 34 34

After-tax return 66 66

(268)



PART THREE ^ 2

DISCUSSION OF VALUE-ADDED TAXES

I. DESCRIPTION OF A VALUE-ADDED TAX

A value-added tax (VAT) generally is a tax imposed and collected

upon the "valued added" at every stage in the production and dis-

tribution process of a good or service. Although there are several

ways to compute the taxable base for a VAT, the amount of value

added can generally be thought of as the difference between the

outputs and inputs (sales and purchases) of a producing enter-

prise.^

A. Comparison of a VAT with a Retail Sales Tax

Most States impose a sales tax upon the retail sales of goods or

services within their taxing jurisdiction.^ Such taxes generally are
collected and remitted to the government by the seller or provider

of the taxable good or service. Under a VAT, the tax is collected

throughout the production and distribution chain, ^ while under a
retail sales tax, the tax is collected only upon sale to the ultimate
consumer. Since the price of a good or service purchased by a con-

sumer is the sum of the values added by each enterprise in the pro-

duction and distribution chain, the amount of tax collected under a
VAT should equal the amount of tax collected under a retail sales

tax (assuming equal tax rates and equal levels of compliance).

Example 1.—Simple VAT
Assume a landowner sells felled trees to a paper mill for $1,000.

The landowner had not been subject to tax with respect to any-
thing utilized in the production of the trees. The paper mill proc-

esses the trees into rolls of paper and sells the rolls to a distributor

for $1,300. The distributor cuts the rolls into sheets, packages the
sheets, and sells the packages to a retail stationery store for $1,500.

The retail stationery store sells the entire lot of packages to nonbu-
siness consumers for $2,000. The jurisdiction in question levies a

' See also Part One of this pjimphlet for a discussion of general competitiveness of the United
States economy.

^ See also Part Two of this pamphlet for a discussion of the taxation of investment outside of

the United States.
^ "Value added is defined as the increase in the value of goods and services brought about by

whatever business does to them between the time of purchase and the time of sale." Haughey,
"The Economic Logic of the Single Business Tax," 22 Wayne Law Review 1017, 1018 (1976).

* It is reported that there are approximately 50,000 separate sales tax jurisdictions in the

United States. Wall Street Journal, April 18, 1990, p. Al.

'See section IV.C of this part for a description of value-added taxes in certain foreign countries,
tries.

(269)
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clothing, shelter, or medicine. « Certain enterprises (such as small
businesses or farms) often are exempted from the VAT because

.If
<^^^,,^o"iPliance costs of the taxpayer and the administrative

coste of the government are considered to outweigh the benefits ofadditional tax collections. Other goods or services often are elimi-nated from the VAT system because of the difficulty in accurately

i^P.?7"?frf«n^^
amount of value added (for example, financial serv^

ices). Finally, exported goods generally are not subject to the VAT
i^^oi%^r^r?^^^wT^°'"P^'?^^1 ^y Pei-mitting the exporter to claima credit for the VAT previously paid on the item being exported).^How a VAT is designed and administered will depend on anumber of issues, including the desired treatment of capital ex-penditures; whether exemptions or rate differentials are provided

S''^'i?f .^"i"^' ^^.^T^ifs, or taxpayers; and how such exemptions
or differentials are to be implemented.

C. Methods of Determining a Taxable Base Under a VAT

nn'!?ilf^r''*
""^^"^^ added under a VAT can be determined in a

Wf^ "^t^^i ^^f '^'^^''^^ ^^^ credit-invoice method, the sub-

Z^i^ method, and the addition method. The credit-invoicemethod generally has been the system of choice in most countriesadopting a VAT while the subtraction and addition methods have
^Tk^'?7^a^''

*^^ ^^^^- °^ Michigan. Subtraction- and additionmethod VATs are sometimes referred to as business transfer taxes.

1. The credit-invoice method
Under the credit-invoice method, a tax is imposed on the seller

^^Jl
s^es made by an enterprise and a credit is provided for all

Rl^^f^^
.

^^^^^ ^""^^ ^"^ services (except for purchases by

notinnn"^?^
consumer). The VAT credit on inputs prevents the im^

position of multiple layers of tax with respect to the total final pur-

nr^L?"""^- ^aV^^""}^' *^^ P^* *^ paid at a particular stage ofproduction or distribution is levied upon the value added brthat
SfHu ^rfr^^

stage of production or distribution. This featurern^es the VAT neutral as between vertically integrated producersand non-mtegrated producers.
f ^^lo

Example 2.—Simple credit-invoice method

^^^^^^A^fe® ^^? ^^^^ ^ i" Example 1 above. The credit-invoicemethod VAT would operate as follows:
"ivoice

Production stage Gross VAT Credit Net VAT

Landowner l,000x. 10= 100 (0) 100Papermill I,300x.l0= 130 (100) 30Distributor I,500x.l0=150 (130) 20
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Production stage Gross VAT Credit Net VAT

Retail Store 2,000 X.10=200 (150) 50

Total 580 (380) 200

To receive a credit, a business purchaser generally would be re-

quired to possess an invoice from a seller that contains the name of
the purchaser and indicates the amount of tax collected by the
seller on the sale of the input to the purchaser.^ Thus, a taxpayer
may calculate its tax liability by subtracting the cumulative
amount of tax stated on its purchase invoices from the cumulative
amount of tax stated on its sales invoices. ^ °

Ultimate consumers do not receive VAT credits for purchases. If

they did, the entire amount of VAT collected up to the retail stage
would be relieved, resulting in no net tax paid to the government.
Thus, credits generally are only available to businesses when cred-
itable purchases are used for business purposes. This requirement
may lead to some administrative complexity because the imposition
of the VAT depends on the use to which the item is put, not just

the identity of the purchaser. In addition, there may be significant

avoidance of the VAT with respect to purchases of business proper-
ty that is used for nonbusiness purposes. For example, the owner-
operator of a closely held business may purchase an automobile
that could be used for both business and personal purposes. The
VAT associated with the purchase should be allocated to creditable

business and noncreditable personal use. Such allocations are
sometimes difficult and subject to potential abuse. In addition, the
allocation in the year of purchase may not resemble subsequent al-

locations over the useful life of the automobile. ^ ^

The VAT credit on purchases would normally be used to reduce
the taxpayer's VAT liability on sales. If VAT credits exceeded VAT
liability, an amount equal to that excess could be refunded to the
taxpayer, carried back or forward to reduce past or future net VAT
liabilities, or used to reduce other non-VAT tax liabilities of the
taxpayer. If VAT credits were not refundable, the total amount of

VAT that the government would collect in a period could exceed
the amount of goods and services consumed by society times the
tax rate. The types of businesses that would most benefit from
VAT refunds (or, stated alternatively, be most hurt from a lack of

^ However, rules could provide that the invoice requirement may be waived if the amount of
credit is de minimis, if the taxpayer through no fault of its own does not possess a tax invoice,

or if the amount of credit can be reliably documented by sampling or some other method.
'" Alternatively, the tax liability may be determined by subtracting the cumulative amount of

tax stated on purchase invoices from the product of the taxpayer's cumulative sales (net of tax)

times the tax rate. The alternative calculation may be appropriate if the VAT is imposed on all

the taxpayer's sales at the same rate of tax.
'

' Similar issues are present in income taxation. Depreciation deductions are only allowed to

the extent the underlying property is used for business purposes. Present law provides stringent
depreciation limitations and recordkeeping requirements for property susceptible to both busi-

ness and personal use (i.e., "listed property"), such as automobiles. In addition, if the percentage
of business use of such property decreases in later years, prior tax benefits are recaptured (sec.

280F.)
However, annual limitations and recapture provisions may not be feasible under a VAT

system since, unlike the income tax, certain VAT systems require a determination of the intend-

ed use of a good on the date of purchase, not as the good is used.
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refunds) are start-up companies, expanding capital-intensive com-
panies, and exporters, ^^ since the taxable purchases of such tax-

payers would generally exceed their taxable sales.

It is often argued that one advantage of the credit-invoice

method of collecting a VAT is that enforcement is enhanced be-

cause invoices are available for audit purposes. ^^ However, this en-

forcement mechanism is useful only if there is a credible threat of

audits. In addition, the credit-invoice method possesses a degree of
self-enforcement since the tendency by sellers to underreport sales

and reduce taxes will be checked by the incentive of purchasers to

tiave such sales reported at their full price in order to receive full

:ax credits. However, at the retail level, there is no similar check
5n the sellers' incentive not to report sales since the final con-
sumer does not receive a VAT credit. ^ *

i. The subtraction method

Under the subtraction method, value added is measured as the
difference between an enterprise's taxable sales and its purchases
jf goods and services from other enterprises. A rate of tax is ap-

plied to the difference in order to determine the tax liability. ^^ In
:his respect, the subtraction method is similar to the credit-invoice

nethod in that both methods measure value added by comparing
outputs (sales) to inputs (purchases). The subtraction method dif-

fers from the credit-invoice method principally in that the tax rate
LS applied to a net amount of value added (sales less purchases)
rather than to gross sales, with credits for tax on purchases (as

mder the credit-invoice method). The determination of the tax li-

ability of an enterprise under the credit-invoice method relies upon
:he enterprise's sales records and purchase invoices, while the sub-
traction method may rely upon records the taxpayer may maintain
for income tax or financial accounting purposes.

If one considers a VAT as appljdng a tax rate to the difference

aetween taxable outputs and taxable inputs, the subtraction
method appears to allow more flexibility in determining the
amount of such factors (and thus, the amount of value added) appli-

cable to a taxable period. In general, the credit-invoice VAT strict-

ly determines tax liability as the difference between the tax appli-

cable to sales and the tax borne on purchases. A subtraction-
method VAT, on the other hand, could provide any of a variety of
rules in defining value added in much the same way that Federal
income tax law and financial accounting principles provide various
rules for determining net income. For example, the cost of a piece
of machinery is generally capitalized and recovered at a prescribed
rate over a period of years for income tax purposes. A subtraction
method VAT could either adopt the same depreciation schedule,
provide an alternative schedule, allow no cost recovery, or expense

'" As discussed in sections II. E. and III. C. of this part, export sales are generally not subject

'^ See, for example, Charles E. McLure, "Tax Restructuring Act of 1979: Time for an Ameri-
;an Value-Added Tax?" Public Policy, Vol. 28, No. 3, p. 306.

'* See, U.S. General Accounting Office, The Value-Added Tax— What Else Should We Know
About It?, PAD-81-60, March 3, 1981, pp. 32-34.

' * Exemiple 1 above demonstrates the mechanics of the subtraction method under a simple set

)f facts. The example is simplistic because each taxpayer has no more than one taxable input
ind all outputs are subject to a single rate of tax.
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the cost of such equipment in the year of purchase. A VAT that
capitaHzes and amortizes the cost of fixed assets uses a variant of
income as a tax base, while a VAT that expenses such assets uses
consumption as a tax base.^^ The credit-invoice method, by allow-
ing a credit for the tax paid with respect to such equipment in the
year of purchase, effectively provides for expensing. Similar issues

arise with respect to inventory valuation methods, installment
sales reporting, long-term contract reporting, the treatment of bad
debts, or any other method that attempts to match the recognition
of revenues or costs with a specific accounting period.

Proponents claim that because the subtraction method may rely

upon records the taxpayer maintains for other purposes, a subtrac-
tion-method VAT could be implemented soon after enactment with-
out creating new administrative and recordkeeping burdens for the
government and taxpayers. This argument may lead one to believe
that value added under the subtraction method can be calculated
by making simple adjustments to amounts declared on income tax
returns or financial statements. In reality, this may not be the
case. For example, the formula for value added under a subtrac-
tion-method VAT is often thought of as sales less cost of goods
sold.^'^ Both "sales" and "cost of goods sold" generally can be found
on an income tax return or financial statement. However, both for

book and income tax purposes, the cost of goods sold account may
represent purchases of goods from other firms that are subject to

the VAT (such as raw materials) as well as internal costs that are
not subject to the VAT (such as labor costs). Likewise, purchases of

taxable goods and services may be represented in accounts other
than cost of goods sold (such as advertising expense). Thus, the sub-

traction method's reliance upon existing records that aggregate dif-

ferent types of inputs will not always result in the proper determi-
nation of value added. Rather, a more accurate measure of value
added would require the examination of more basic accounting in-

formation such as purchase registrars or invoices. In this respect, a
subtraction-method VAT would resemble a credit-invoice method
VAT.
Under the credit-invoice method, the seller could be expected to

state the amount of tax applicable to a particular sale on the sales

invoice in the same manner that sellers in retail sales tax jurisdic-

tions separately state the applicable amount of tax on retail sales.

Indeed, in the case of sales to other taxable businesses, the seller

under the credit-invoice method would be required to separately
state the amount of tax in order for the buyer to claim a VAT
credit.^® It is less clear whether a seller under a subtraction-

method VAT would separately state the amount of tax on a sales

invoice, since the taxpayer's determination of its VAT liability is

not necessarily dependent upon sales records. For this reason, it

has been suggested that a subtraction method VAT is more likely

'® For a more complete discussion of this issue, see section II.A. 4. of this part.
" See, for example, the discussion of the Michigan VAT in the U.S. Supreme Court case of

Trinova Corporation v. Michigan Department of the Treasury, No. 89-1106, decided February 19,

1991.
' ^ Some countries prohibit the separate statement of the VAT on sales to retail consumers.

John Due, "Some Unresolved Issues in Design and Implementation of Value Added Taxes," Na-
tional Tax Journal, Vol. XLIII, No. 4, December 1990, p. 383, 392.
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3 be a "hidden tax" and that consumers may be less likely to be
ognizant of the tax.^^

. The addition method

The addition method, like the subtraction method, attempts to

leasure value added with reference to existing corporate income
IX or book accounting records, rather than with reference to the
ales and purchase invoices upon which the credit-invoice method
elies. Specifically, the addition method adds together the taxpay-
r's inputs that are not purchased from other taxpayers and ap-
lies a tax rate to such sum. In this regard, the addition method is

"mirror image" of the subtraction method in that it uses the
«ms of production that the subtraction method ignores. It is for

lis reason that the subtraction and addition methods are viewed
s alternative, but identical, methods of determining value added.

Example 3.—The addition method

Assume a retailer purchases finished goods from a manufacturer
nd sells such goods to consumers from a store it purchased several
ears ago. The income statement of the retailer for a period is as
)llows:

Item Amount

ales $10,000
ess:

Cost of finished goods sold (5,500)

Salaries and wages (2,000)

Depreciation (1,500)

Profit $1,000

Under the subtraction method, value added would be determined
y comparing output to input acquired from other taxpayers (i.e.,

lies of $10,000 less cost of finished goods sold of $5,500 less depre-
iation of $1,500,2° or $3,000). Under the addition method, value
dded would be determined by summing the internally generated
)reviously untaxed) items of the taxpayer (i.e., salaries and wages
f $2,000 plus profit of $1,000, or $3,000).

. Zero-rated items and exemptions from the VAT
'xclusions from the VAT
As discussed above, most present-day VATs contain exclusions

)r a variety of reasons. Goods, services, or enterprises may be
iken out of a VAT system either by providing a zero rating or an
xemption. There can be significant differences in the two alterna-
ives, particularly under the credit-invoice method. If a sale is zero
ated, the sale is still a taxable transaction, but the rate of tax is

"See, U.S. General Accounting Office, Tax-Credit and Subtraction Methods of Calculating a
alue-Added Tax, GGI>-89-87, June 20, 1989, pp. 24-5.
^° The example assumes the jurisdiction in question would allow deductions for purchased
ipital assets over their useful lives rather than in the year of acquisition.
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zero percent. Thus, sellers of zero-rated goods or services would not
collect or remit any VAT on their sales, but would be required to

register as taxpayers. In this way, sellers of zero-rated goods or
services are able to claim refunds for the VAT they paid with re-

spect to purchased goods and services.

Likewise, sellers that are provided VAT exemptions are not re-

quired to collect any VAT on their sales. However, because such
sellers are not considered to be taxpayers under the VAT system,
they may not claim any refunds of the VAT they may have paid on
their purchases. In addition, purchasers of goods or services from
exempt sellers generally are not allowed a credit for any VAT
borne with respect to such purchases. Thus, a VAT exemption, as

opposed to a zero rating, breaks the chain of checks and balances
between inputs and outputs along the various stages of production
and distribution. 21 For this reason, most VAT commentators, while
recognizing that exemptions may be useful in easing the adminis-
trative and recordkeeping burdens of certain targeted taxpayers
(such as small businesses), prefer zero ratings as the means of pro-

viding VAT relief.

Examples of zero rating and exemption under the credit-invoice

method

Whether a sale is zero rated or is exempted from a credit-invoice

VAT will have different effects upon the seller and the govern-
ment, as shown in Examples 4, 5, and 6 below.

Example 4.—Zero rating versus exemption

Assume a manufacturer purchases cotton from a supplier for

$1,000. The supplier has no purchases that are subject to the VAT.
The manufacturer converts the cotton into clothing which is sold

for $1,200. The jurisdiction in question levies a credit-invoice VAT
at a rate of 10 percent.

If the jurisdiction provides VAT relief for clothing but not cotton,

either through exemption or through zero rating, the results would
be as follows: ^^

Production stage Exemption Zero rating

Supplier:

Gross VAT 100 100

Credit

Net VAT 100 100

2' For a more complete demonstration of the potential distortions caused by exemptions (as

opposed to zero ratings), compare Examples 5 and 6 and the following discussion.
2 2 For the sake of simplicity and comparison, all of the examples demonstrating the mechan-

ics of VAT exclusions assume that the granting of relief at one stage of production or distribu-

tion will not result in a price change from the relief-targeted stage to the next stage (i.e., an
exempt or zero-rated seller will sell a good or service at the same price as a taxable seller).

Whether this is the case in reality will depend on a variety of factors, in particular the degree of

competition in the market for the goods and services in question. For a more complete discus-

sion of the incidence of the VAT, see section II. C. of this part.
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Production stage Exemption Zero rating

Manufacturer:
Gross VAT
Credit (100)

Net VAT (100)

Total VAT collected 100

If no VAT relief were provided, the total VAT collected in this
example would be $120 ($100 from the supplier and $20 from the
manufacturer). In Example 4 above, if cotton rather than clothing
were the item to which relief was granted, either an exemption or
a zero rating would produce the same result, as follows:

Production stage Exemption Zero rating

Supplier:

Gross VAT
Credit

Net VAT

Manufacturer:
Gross VAT 120 120
Credit

Net VAT 120 120

Total VAT collected 120 120

As demonstrated in Examples 5 and 6 below, as the number of
levels of production (and distribution) increase, the type of VAT
relief granted as well as the stage of production at which the relief
is granted may significantly affect the amount of total taxes col-
lected.

Example 5.—Zero rating in a credit-invoice VAT, with multi-
ple levels ofproduction

Assume the same facts as in Example 4 above, except that the
manufacturer sells the clothing to a retailer, who in turn sells the
?oods to consumers for $1,500. The results of providing a zero
rating at various stages of production are as follows:

Zero rating for

—

Production stage

No one Supplier Manufac-
^•^

turer
Retailer

Supplier:

Gross VAT 100 100 100
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Production stage

Zero rating for

—

No one Supplier
Manufac-

turer
Retailer

Credit

Net VAT ..

Manufacturer:
Gross VAT...
Credit

Net VAT ..

Retailer:

Gross VAT...
Credit

Net VAT..

Total VAT
collected
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\"Ar to ivpliOiito tho it\siilt>>^ ot" .'tMv^ iatu\>;s under tho ertHiit it\voi».v

inoth».Hi i,K\au\plo r> alx>ve\ a sollor to whom ivliol is tai>;ottHi

NvouUi Tu>t Iv taxt\i on SiUt^* but wouUi Iv allowtni iit\luk.'tioi\s tor

purchasoti that Umv the tiix. vvtoutiallv k.'ivatii\>; a not dotioit uoon
whioh a ivtund iVuUi Iv bast\V Howovor. as disousstni lvU>w. suon a
systoni pit^onts adnunistrativo liitYioultios that would rt*«ult \n a
Uvi^ ot" son^o of tho vvrvvivinl advanta^^os of tho subtract ion nu'thini.

Fxamplt' 7.—/*;»> nttirtg fijitivaltnt iimitr tht suhtniction
ntt'thiHi

Asi^vuuo tho samo t";iots as in Kxaniplo <">. tliat is. a suppHor soils

tvtton to a inanvitaotuivr tor $1,000. tho luanufaoturor ooiworts tho
Cvttton into olothin^i and soils it to a ivtailor tor $l.'J(HK and tho rt>-

tailtw sells the olothiTig to oot\sinners tor $l.oO(). Theiv aiv no other
inputs in the pixxluotion and distributioi\ ohain and the jurisdiotion

in qut^stion in\jx\ses a subtractionmetlKxi N'AT at a lO-jHMvei\t

rate. The ivsultii of a zero ratitvj; equivalent at various sta>;es of

puKiuotion would Iv as follows:

Zero rtttiitjr tniuivaleut t«i

No one Suui>lu>i
,

Ketailer

Suppher;
Sales l.OOO l.OOO l.(HH)

Puivhases
\'alueaddeti 1.000 l.OOO l.OOO

Tax liability 100 100 100

Manufaoturt>r;
Sales l,-JOO 1,200 l.'JOO

Tuivhasos O.OOO) O.OOO^ 0.000^
\'alue added IW 1.1200 O.000> l!00

Tax liability 20 120 aOO> 20
Ketailer:

Siiles l.oOO l.oOO l,r>00

l\iivhtises a.200) a.200) U.200)
\'alueaddtxi oOO ;U>0 l.oOO O.200)
Tax liability SO ;U) loO O20>

Total VAT
collected 150 150 150

Taxpayers who purchase inputs from such /eiwrattnl sellers

would not bt^ allowtxi to dediiot the c^^t of such putvhases in com-
puting their \'AT liability. KtH^uiring the purchaser to maintain
ivcords that trace the tax status of the seller of acquirtxl inputs

would eliminate the jHMveivtHi advantage of the subtraction metlu>d

Uiamely. the use o( readily available accounting avoids^ and would
result in a svstem that is essentiallv identical to a civdit-invoice

VAT.
However, tracing the status o\' the seller is not rtH|uired if the

relief is granted onl^- upon i-etail siiles smce ultimate consumei-s
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ur.i'j not, r.\:uu\ crofiiiji for VA'J [yjrnh by thair purchaoee. For exam-
;jj<;, ahKurrxr th^jt, t,h/- jurJiyJkjtion in qu/?KtJon d^^rnrxid it d^^JrabU;
fjot, t/> lax c)othJni< in ord';r t/; aWttwiaU', thn [Xirc^jved r<^re«iivjty

of til*; VAT Ofj*; of th/^ wayh t/> do f»^^ would fxi t/j provide; rhWaf at
';;i/;h l»;v<;l in t,h<; iir<Aii(X\<m and diiitribution of cUAh'inif^. iiowtivar,

Huch rfcJiief would involve; cfjrniAttx'ity, an it Ui often imp^/Wsible to
'\\i¥'Mrn how a \jr<An(X, partJcularJy a raw rnaijiirial , rrmy Px; lifted,

/"'or ftxHi!i\A(t, c/AA/ni can U; Uh.<;d for many non-^Jotbin^ iJijrix/htnH

iin'i ('.y(-Ji Hpun cJoth rnii^ht not ntt(Jthhh.n\y b*; ij-h*id for cJotb*^. A
\t<'XU'.r !Uh\.U<A t/y provid<; n-AifA ior a p}xT^.\(:\i\>ir u/yA or h<;rvir>; i>; to
provjd<; tb<; exclusion onJy at th<; r<;tail Jevf;J by biivin^ the 'ntAlnr

ri'A. chnrpi/t lax on ith retajJ naki^; of the tax-lavorrjd iUtrrm, ailow it

t/> deduct aJJ purch;iw^., and allow thje retailer a rtiUind for any
defjcith generaU^J under the hubtraction rnethrjd.^'' Such a rnethf>d

could a,cl t/j r(t<incM r<t;^niir,H'iv'iiy if the retailer ch^rg*^ a price th;^t

rtA'lcjAjA the refund/"''

Still, the rfi(AAi(jfi would involve b^^rne ad rn in iistrative complexity.
S<;llerh of a variety of pr'^xjucth would h;ive l/j diiitin^^uiish Uitv/r-^jn

taxable and tax-ir<nt lUtrnh, h(jw<tvt:r, thih d''>^. not apj:>;ar t/> repre-
wjnt a ;^reat burden an retail htAlhrh rn uht often tmxkft such difetinc-

tioni) for StaU: retail sak^ tax imr^y/htfn, and knowlr^d^^able buyerft

would demand that tax not be iaviad on HxarnpUid iterni-;. More
troubling i>: the r('j\n\r<ii(HirA. that 'ntAlhrh would h/*; r(:y(iuir(A Uj d'lh-

Un^nikYi F><;tween hak>. Uj ofjnHnmhrh ''that would not be rjAjy:^^ Uj

tax; and haleft U> other buairKTHHffn (that would c^jntinue Uj be hub-
ject t/; tax;. Pn^tiant r<Aji'i\ aaUsh tax(^. al^^j rf^^u'im Buch dijitinctioaH.

ifov/ever, in the caheft of retail saU^ taxes, sales Uj biisinesseft are
;^enerally tax-frr^;, and the taxing jurii>diction provider busineftbes

with identification numbers in order Uo claim the exemption. It

would not hx; feanible t/> provide all c^risumers with identification

numFx;r'o in order t/j claim the t^x relief, and it iii questionable
7/hether the syst>;m c<'juld function by placinj^ all taxable business
purch?ir><;rs on an "honor sysUim."

KxclusionK ali^^.» f;^.»uld be (i(^i^n<t<i under a subtraction-meth^xl
VAT that would raiAicaUi the results of exemption/j under the
crf^iit-invoice method (an in f^xample G aly.ive;. This could be accom-
plished by exempting a targeUjd HtAlar from the system, not allow-
inj^ such Wilier V.* deduct the cc/st of any purchas*^:^J inputs and not
allowin;^ purchas^;rs of inputs from exempt s^jllers to d^r^uct the
c^>st of such inputs in computinj^ their VA'i" liability. However, pr'>-

viding such exemptions would result in the fxjtential over- or un-
dercollection of the corrfi^-l amount of tax.^''

Finally, an exclusion sysU^m can be desi^^ned for a subtraction-
meth^xi VAT that d^oes not have an f:;quivalent under the credit-in-

voiwi methfxi. Such a methfxl would provide a "one-level" exemp-
tion for a targeted taxpayer or stage of pr«'xluclion. Purchasers of

*' For t.bijs jyijrf^/s*r, sin (r/fxyrt ual* would f>«! <:/jn*.uit;rhfi t/j fM-. h r^rtail ua)* i)inc<; rr*/>*t VA'Is
fjrijvi/U-. rfAihi for «;x(y>rt uale* Whurt-J-t^jr isuch a >!y*Ur/fi would ^>; adtuiriiMXraiM with r««p<^-t t/> a
»jjz{/ay<;r tfiijt b;>j; hyyt.h <-rx(y/rt, ;jr)d doff»«:r»;»j'. hal'r); wjulfi d';{X:rid 0/1 v/l-»<rlK»;r th<; ^^zfjsayt;r hmt
tht- ';aj/abilit.y of fitf.Uiiii/itiihiiin h>«ft.v/<^»-j )-,ij';h talfrti ffj addition, allov/mj/ for r«ffuf)d>, wouW re-

'<ujr<; a/jfnifii>,trativ<; rri<;a*urfeS! U^ <;n*ur<: t^mt rtrUxiifn do not ovrnitat*; r«;fufid '.Lajrrtt

^* A* fiot>^ alx/vfc, for thfc ttaiu: f/f virnpltcity, th* <;xarnpU:« aiwurru: that th*rr«; will rirA h* wich
fyn';<r adju*trn«rfiU».

*'•'
S<5<r lh«: laJtt. two columrus of KxitrrtfA*! Cj.

a'^i-iHQ n _ Ql
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inputs from such exempted sellers would be allowed to deduct fully

the cost of such purchases. Thus, the one-level exemption method
would reduce government VAT receipts in proportion to the
amount of valued added at the targeted stage of production. This
form of relief would be appropriate if the goal were to relieve a
particular type of taxpayer (for example, small businesses or manu-
facturers), but would not be appropriate if the goal were to relieve

a particular type of product (for example, food). However, even
such relief may present administrative problems (for example, how
to define the class of favored taxpayers).

5. VAT rate differentials

A VAT may be designed with zero ratings or exemptions so that
certain goods or services or certain classes of taxpayers are not sub-

ject to the tax. Alternatively, or in addition, a VAT may be de-

signed so that different rates of tax are imposed on different goods
or services. Rate differentials are generally used to impose a great-

er tax burden on deemed luxury or potentially harmful products ^°

or a lower tax burden on staples.^ ^ Examples of rate differentials

can be found in certain Federal excise taxes. State and local retail

sales taxes, and VATs of foreign countries.

Rate differentials under the credit-invoice method

Rate differentials, like exclusions, complicate any VAT system.
Under the credit-invoice method, sellers of multiple goods subject

to different rates must distinguish among such goods in order to

determine the amount of tax to charge. ^^ Such determination may
be difficult. However, once such determination is made, the appli-

cable amount of tax is charged and stated on the invoice and the
credit-invoice system operates without complication (since purchas-
ers of goods or services subject to the tax may only claim credits

for the amount of tax stated on an invoice). Thus, a VAT with rate

differentials places greater reliance upon primary source docu-
ments such as sales and purchase invoices for administration of the
system. Alternative calculations for determining tax liability, such
as simply multiplying aggregated sales or purchase data by the tax
rate, are not feasible if the taxpayer buys or sells multiple t5T)es of

items.

Rate differentials under the subtraction method

Example 7 above demonstrates that it is theoretically possible for

a subtraction-method VAT to be designed to replicate the results of

zero rating under the credit-invoice method by allowing targeted
taxpayers to not charge tax on the tax-favored sales, deduct the

cost of all their previously taxed purchases, and claim a refund
based upon the amount by which purchases exceed taxable sales.

However, such a system cannot effectively operate if the taxpayer's
various purchases are subject to different rates of tax. Primarily

'° For example, most countries that impose a VAT on food and beverages provide a higher

rate of tax on caviar and alcoholic beverages.
^

' The lower rate of tax on staples is generally used as a way of negating the regressivity of

the VAT. See sections IlI.E. and II.D.3. of this part for a discussion of the treatment of selected

staples and VAT regressivity, respectively.
^^ For example, in Italy whole and skim milk are taxed at different VAT rates.
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for this reason, some commentators state that the subtraction and
addition methods are inadequate VAT systems if multiple VAT
rates are desired. ^^

However, it is possible to design a functional subtraction-method
VAT with rate differentials so long as such differentials are only
provided to retail sales of tax-favored items to ultimate consumers.
All other sales of such items to businesses would bear the normal,
full rate of tax. Taxpayers would determine their tax liability by
determining the amount of tax collected on their sales (in the same
manner as under the credit-invoice method) and subtracting from
that amount the product of all purchases from other taxpayers and
the normal, full rate of tax. Under this system, sellers would be re-

quired to distinguish between fully taxable and tax-favored sales

(as required under many State retail taxes) and between consumer
and business purchasers (which may cause compliance difficulties

and administrative problems as discussed above).

6. Summary of administrative issues associated with VAT design

Zero rating versus exemptions

The form of relief from the VAT (zero rating versus exemption)
raises many administrative issues. For instance, if the intent of the
relief is to ease the administrative burden for a certain class of

sellers, the exemption method may be preferable since it totally

eliminates VAT bookkeeping requirements for those sellers. Under
a zero-rating system, the seller is still considered a VAT taxpayer
and must maintain records in order to determine the amount of

VAT credit for which it is eligible. The VAT credit generally is al-

lowable only with respect to the VAT paid on the purchase of

goods or services that are used for the production of taxable goods
and services. If a purchased good or service has both a personal
and business use, an allocation must be made in order to determine
the amount of VAT credit allowable.
An exemption, on the other hand, may increase the total VAT

paid and cause administrative complications in some instances. If a
taxpayer engages in both taxable and tax-exempt transactions, the
amount of VAT paid on inputs must be allocated or apportioned
between the taxable and tax-exempt activities. Such an issue does
not arise under a zero-rating system. Under that system, if a tax-

payer engages in both fully taxable and zero-rated transactions, all

his activities are considered to be taxable for purposes of the VAT
credit and no allocations need be made.

Finally, with respect to either exempted, zero-rated, or rate-dif-

ferentiated activities, a clear definition of the transactions that

qualify for the relief becomes critical for purposes of reducing the
number of potential disputes between the taxpayer and the taxing
authorities and between the taxpayer and its customers.
For these and other reasons, it generally is agreed among VAT

experts that a VAT system that applies to a broad base of con-

sumption is theoretically preferable to a system that provides a
wide range of exclusions. It is also generally agreed that zero-

^''See, e.g., Charles E. McLure, Jr., The Value-Added Tax, Chapter 6, American Enterprise

Institute for Public Policy, 1987.
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rating is theoretically preferable to exemptions (even with the rec-

ognition that this choice entails some increases in administrative
burdens to taxpayers and the government).

Credit-invoice versus subtraction method

The credit-invoice and subtraction methods operate in much the
same fashion if the VAT does not provide for any exclusions. In
such cases, the subtraction method may be administratively easier

because it can be designed to rely upon records the taxpayer may
otherwise maintain for non-VAT reasons, while the credit-invoice

method relies on purchase and sales invoices to determine tax li-

ability. However, if the VAT contains exclusions or rate differen-

tials that require allocations between taxable and tax-exempt ac-

tivities, much of the administrative ease of the subtraction method
is lost. Finally, there is little practical experience that can be gath-

ered from the operation of VATs in other countries upon which a
subtraction method system may be based.



II. ANALYSIS OF ECONOMIC ISSUES

A. Value-Added Taxes and Other Broad-Based
Consumption Taxes

The previous section discussed how a value-added tax is in theory
equivalent to a retail sales tax. It also demonstrated that value-
added taxes collected under the credit-invoice method and subtrac-
tion method can be equivalent.
There are numerous important practical differences among the

retail sales taxes, subtraction-method VAT, and credit-invoice

VAT. These administrative differences may prove to be significant

in choosing which type of VAT (if any) to implement. Each has a
different collection mechanism, and these administrative differ-

ences have ramifications for other features of the VAT. For exam-
ple, there may be much greater compliance with a credit-invoice

VAT than with a retail sales tax or a subtraction-method VAT. A
subtraction-method VAT may not qualify for approval under the
General Agreement on Trade and Tariffs (GATT) for border tax ad-

justments.^^ Furthermore, it may be difficult to implement multi-
ple rates under a subtraction-method VAT. In fact, it may not be
possible to implement a subtraction-method VAT that incorporates
the special rules, rates, and exceptions that are common in Europe-
an credit-invoice VAT systems.

It is, however, also important to stress the similarities of each of

these tax structures. They are all taxes on consumption, and it is

possible to design a retail sales tax, a credit-invoice VAT, and a
subtraction-method VAT with the same rate and largely the same
base. Because of the differences in methods of collection, some have
incorrectly attributed economic differences to these taxes. In gener-
al, however, the economic effects of these taxes are not affected by
methods of tax collection. Therefore, despite perceptions to the con-
trary, economists consider the impact of these consumption taxes
to be roughly equivalent—no matter how they are administered

—

on saving, on the distribution of income, and on international
trade.

Before discussing the economic effects common to value-added
taxes, it is important to note similarities of VATs to other taxes
besides sales taxes. The common tax b'^'^e of the retail sales tax,

credit-invoice VAT, and subtraction-method VAT is expenditures
on goods and services for personal consumption. Consumption taxes
may also be levied in the form of a personal expenditure tax or a
personal exemption value-added tax (the Hall-Rabushka tax propos-
al, discussed in more detail below). Furthermore, under certain
conditions, a tax on labor income can be equivalent in the long run
to a consumption tax. Most of the economic analysis that follows in

For a discussion of value-added taxes and GATT, see section II.E. 3. of this part, below.

(285)
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this part applies equally to any VAT or any other of these broad-
based consumption taxes.

1. Personal consumption tax

A personal consumption tax (also referred to as a "cash flow
tax" ^^ or an "expenditure tax") is similar in administration
and calculation to the individual income tax, except that saving
net of borrowing is excluded from the tax base. Under the

personal consumption tax, as under the current individual income
tax, taxpayers are required to file annual returns to determine
their tax liability. However, in terms of its economic impact, the
tax is more similar to a broad-based retail sales tax or a broad-
based VAT. This similarity might not be readily apparent since

there are significant differences in its method of collection. Unlike
a retail sales tax and credit-invoice method VAT, a personal con-

sumption tax is not levied on a transaction-by-transaction basis. In
addition, unlike sales taxes and value-added taxes, a personal con-

sumption tax is not collected from a business selling goods but
from households consuming goods.

In the simplest case, to calculate taxable consumption under this

type of tax, a taxpayer is required to report all receipts (income
plus net borrowings) during the taxable year and subtract in-

creases in net wealth over the taxable year (e.g., changes in the
sum of all bank account and money market account balances). ^^

The basic method is illustrated in the following example:
Gross Receipts 850

Income 800
Net New Borrowing 50

Less: Change in Savings 100

Savings balance (end of year) 200
Less: Savings balance (beginning of year) 100

Equals: Consumption 750

There are several problems with implementation of this system.
Most notable are the proper measurement and reporting of

changes in accumulated savings and in net indebtedness. For exam-
ple, one question is what component (if any) of the purchase price

of housing is considered savings.

The major advantage of this method is the potential for appl3dng
different rates of tax to different taxpayers on the basis of income
or some other measure of ability to pay. For example, personal ex-

emptions and graduated rates may be applied. Under a personal
consumption tax system, any degree of progressivity that is desired

may be obtained by adjusting rates. Since taxpayers with higher
levels of income generally consume a smaller fraction of their

income than do taxpayers with lower levels of income, in order for

a personal consumption tax to maintain the same degree of pro-

"^ In 1977, in a major study on basic tax reform, the Treasury Department reported on a
broad-beised income tax and a "cash flow" personal consumption tax. See, Department of the
Treasury, Blueprints for Basic Tax Reform, January 17, 1977.

^® This method of calculating consumption is premised on the accounting convention that con-

sumption is equal to income less net new saving.
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gressivity as a graduated income tax, rates would have to be more
graduated than income tax rates.

^"^

2. Personal exemption value-added tax

A personal exemption value-added tax was first described by
Robert E. Hall and Alvin E. Rabushka.^s The Hall-Rabushka tax
proposal basically has two components. The first component is

similar to a subtraction-method VAT with the important exception
that businesses are allowed to deduct wages and salaries. The
second component is the taxation of those deductible wages at the
individual level. The total tax base is the same as a broad-based
VAT. Both the business component and the individual component
are taxed at the same rate. However, in order to reduce regressi-

vity endemic to a VAT, personal exemptions could be granted to

individual taxpayers. Thus, the personal exemption VAT—like the
personal consumption tax—generally has a broad consumption tax
base but also provides exemptions in order to deal directly with
concerns about the regressivity of consumption taxes. Unlike ex-

ceptions widespread in credit-invoice VATs for certain "necessi-

ties," personal consumption taxes can more efficiently target
regressivity offsets to only those lowest income classes.

3. Differences in the generational distribution of wage taxes and
consumption taxes

Although wage taxes are not consumption taxes per se, they are
often discussed in the context of consumption taxes because under
certain conditions they are the economic equivalent of consumption
taxes. Because economists stress the equivalence of these two taxes,

it is important to understand in what context this assertion can be
made and in general to understand the degree of similarity be-

tween a consumption tax and a wage tax.

Under a consumption tax, all income is subject to tax except
amounts equal to increases in net wealth (i.e., saving). It is also

true that under a wage tax, increases in net saving or amounts
equivalent to increases in net saving are exempt from tax. The key
to the equivalence of the two taxes is the equivalent treatment of

increases in net wealth.
Increases in net wealth (except for gifts and inheritances) can

arise only from either of two sources: savings out of capital income
(sometimes known as "inside build-up") or savings out of labor
income. The first type of increase in net wealth, "inside build-up,"

is exempt both under a consumption tax, because it is not con-
sumed, and under a wage tax, because it is not earned by the per-

formance of labor services. The second type of increase in net
wealth, savings from wages, is taxed under a wage tax when it is

saved but exempt when it is consumed, while under a consumption

^'' However, since consumption generally is a smaller base than income, a consumption tax
would have average rates of tax higher than an income tax which raised the same amount of

revenue.
^* See Robert E. Hall and Alvin E. Rabushka, The Flat Tax, Stanford: Hoover Institution

Press, 1985. This tax is also described in Department of the Treasury, Tax Reform for Fairness,

Simplicity and Economic Growth, Vol. 3: Value-Added Tax, pp. 35-38.
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tax it is not taxed when saved but it is taxed when consumed.^®
With a single rate, the tax treatment of saving from capital income
is exactly the same under consumption and wage taxation, and the
tax treatment of saving from labor income is equal in present
value under consumption and wage taxation. Therefore, from a life-

time perspective, a young person who receives, and will grant, no be-

quests and who has yet to undertake any savings would be subject

to the same economic burden under either a consumption or a
wage tax.

In the long transition period to a consumption tax, however,
there are substantial benefits under wage taxation relative to con-

sumption taxation for those with existing savings. Because of the
eventual t£ixation of these savings under a consumption tax as

compared to their non-taxation under a wage tax, a consumption
tax potentially would be more progressive than a wage tax. Al-

though consumption taxes and labor income taxes are considered

to be economically equivalent in the long-run, differences in their

incidence—especially their inter-generational incidence—can be
substantial. Consumption taxes can impose a burden on existing

wealth, while labor income tsixes do not.

Similarly, the transition from an income tax to a consumption
tax may have a large impact on the tax burden across generations.

In general, replacement of an income tax with a consumption tax
shifts the tax burden toward the elderly whose consumption often

exceeds their current income. Although a consumption tax would
generally be fair to all generations born after the switch from an
income tax to consumption tax, there may be substantial unfair-

ness across generations during the transition from an income tax

to a consumption tax. Individuals subject to an income tax during
their working years and then subject to a consumption tax in their

retirement years would be unfairly burdened from a lifetime per-

spective.

Consideration of tax burdens over taxpayers' entire lifetimes pro-

vides perspective that can modify commonly held policy conclu-

sions. For example, one author has argued that, in the long run, a
consumption tax can be more progressive than an income tax be-

cause an income tax does not tax wealth derived from gifts and be-

quests, while a consumption tax provides an effective means of

(eventually) taxing this accumulated wealth.*°

4. Value-added taxes that are not consumption taxes

Although nearly all VATs currently in effect throughout the

world basically employ a consumption base, not all forms of VATs
are necessarily consumption taxes. A VAT may have income as its

^* The difference between a wage tax and a consumption tax is analogous to the difference

between a "back-loaded" individual retirement account (IRA) and a "front-loaded"-IRA. Under a

wage tax, as under a back-loaded IRA, initial saving is subject to tax, but withdrawals are

exempt. Under a consumption tax, as under a front-loaded IRA, initial saving is exempt from
tax, but withdrawals are taxable.
^oSee Larry Kotlikoff, "The Case for a Value-Added Tax," Tax Notes, April 11, 1988, pp. 239-

244. Nicholas Kaldor had earlier made a similar point, noting that the very wealthiest families

consumed in excess of their income: "Nobody could contend that if the existing charges were
levied on actual expenditure instead of income... the wealthiest sector would come off more
lightly." Nicholas Kaldor, An Expenditure Tax, London; Unwin University Books, 1955, pp. 49-

50.
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base. In general, implementation of an income base under a VAT is

achieved by replacing expensing of purchased assets with deduc-

tions for depreciation, amortization, and depletion. In addition, self-

created assets would be capitalized and amortized, and net addi-

tions to inventories also would not be allowed as deductions. This
capital accounting required under an income-based VAT results in

substantially greater complexity than an otherwise similar value-

added tax with a consumption base. In general, capital accounting
methods similar to that of the current income tax would have to be
applied to an income-based VAT.
Although similar to consumption-based VATs in their method of

collection, income-based VATs have economic effects similar to

those of income taxes. Most notably, while less regressive than con-

sumption taxes, income-based VATs would distort savings behavior
like an income tax. It is interesting to note that although almost
all VATs that have been implemented are consumption-based,
"value-added" is an income concept. Outside the study of taxation,

value-added would not be measured by deducting savings or addi-

tions to capital, as is evident from standard national income ac-

counting where national income equals the sum of all value added.

B. Consumption Taxes and Saving

The most frequently cited benefit of a consumption tax is that,

unlike an income tax, it does not distort saving behavior. It is often

argued that current U.S. saving rates are relatively low compared
to earlier years and compared to other countries, and the current
low rate of saving is related to income taxation.*^ Imposition of a
broad-based consumption tax alone is not perceived as increasing

saving; it is the substitution (or reduction in the rate of growth) of

income taxation with consumption taxation that could promote
savings.'* 2 In light of the low national savings rate, promotion of

national savings is widely held to be an important policy goal. In a
closed economy, increased savings would tend to lower the domestic
cost of capital, which in turn could increase capital investment. A
larger capital stock would promote a faster rate of productivity

growth and increases in real wages. To the extent that competitive-

ness is viewed as the increased ability of U.S. firms to compete in

world markets by lowering the cost of capital and by improving the

quality of goods produced with that capital, increased saving can
promote competitiveness.*^ In an open economy, some increased

"•
' For a discussion of the determinants of rate of saving, see Joint Committee on Taxation,

Present Law, Proposals, and Issues relating to Individual Retirement Arrangements and Other
Savings Incentives (JCS-11-90), March 26, 1990; and Joint Committee on Taxation, Description

and Analysis of S. 612 (Savings and Investment Incentive Act of 1991) (JCS-5-91), May 14, 1991.
*2 To the extent that revenues are dedicated to deficit reduction, and not to new government

spending, any tax increase reduces the Federal deficit and thereby directly increases net U.S.

saving.
*^ Many have expressed this view, including the current Secretary of the Treasury:

"Because we are not saving at a sufficient rate, our cost of capital in the United States

is consistently higher than that of our major trading partners. In some cases, U.S. com-
panies face capital costs fully twice as high as our foreign competitors pay. The conse-

quence is clear: If one of the essential inputs to production is so much more expensive

in the United States, we are at a disadvantage in world trade. We simply cannot pay
more than our comjietitors for a basic component of production and still hope to come
out ahead. Ultimately, the higher cost of capital endangers the competitive position of

Continued
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saving would result in greater overseas investment or a reduction
of investment in the United States by foreigners. However, to the
extent this occurred, there would be a devaluation of the dollar,

which would promote exports and reduce the U.S. merchandise
trade deficit. To the extent that competitiveness is viewed as in-

creasing net exports (i.e., reducing the merchandise trade deficit),

increased savings can also promote competitiveness in this sense. ^"^

1. Theory of the effect of taxes on saving

To help understand the detrimental effects of income taxation on
saving, consider the following example. Suppose Mr. Smith lives

two periods ("working years" and "retirement"), earns $100 of
wages in the first period, and spends all of his savings in the
second period. Also suppose that savings earn a rate of return of 10
percent from the first to second period, and that Mr. Smith applies
a 10-percent discount rate in valuing second-period cash flows. Now
also consider Mr. Smith's tax burden (in terms of present value)
under different patterns of saving and consumption:

Present value of tax burden

Savings ^f. .^^^^-. 35 percent
.„

P"^^"* consumption
income tax ._.*^

tax

25.00 25.91
25.00 25.57 25.91

50.00 26.14 25.91

75.00 26.70 25.91

Under a consumption tax, the present value of Mr. Smith's tax
burden is $25.91 no matter how much he saves (if at all). For exam-
ple, if Mr. Smith saves $25 in the first period, he consumes $55.56
and pays tax at a 35 percent rate of $19.44. In the second period he
has $2.50 of interest plus $25 of savings. He consumes $20.37 and
pays tax of $7.13. The present value of his tax for the two periods is

$25.91. Alternatively, if Mr. Smith saves $75 in the first period, he
consumes $18.52 and pays $6.48 of tax. In the second period he has
interest of $7.50 plus $75 of savings. He consumes $61.12 and pays
tax of $21.38. The present value of these taxes is again $25.91.

Therefore, the consumption tax is neutral with regard to the sav-

ings.

U.S. companies. And if our capital costs are consistently higher than those of our trad-

ing partners over a long period of time, our leadership in the international economy,
and even our standard of living, will be placed in jeopardy."

See NicholEis F. Brady, "U.S. Economic Growth and the National Saving Rate," in Charls E.

Walker, Mark A. Bloomfleld, and Margo Thorning, eds.. The U.S. Savings Challenge, Boulder:
Westview Press, 1990.

''It is important to note, however, that depending on one's definition of "competitiveness,"
different and sometimes contradictory policies may be recommended to promote this goal. For
example, investment incentives can promote long-term productivity growth by increasing the
stock of capital. However, investment incentives will also attract foreign capital, which in turn
causes the dollar to appreciate. Appreciation of currency increases imports, reducing "competi-
tiveness" if it is defined with reference to the size of net exports. For a more detailed discussion,

see Part One of this pamphlet, "Discussion of Issues in the Competitiveness of the United States
Economy."
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Under the income tax, the present value of Mr. Smith's tax

burden increases if he increases his saving. Under an income tax,

with a 25 percent rate, Mr. Smith's tax burden in the first period is

$25.00 regardless of his consumption. However, his income tax in

the second period depends on his interest from his first-period

saving. If he saves $25 in the first period, he earns $2.50 of interest

and pays $0.63 of tax in the second period. In this case, the present

value of his lifetime tax burden is $25.57. Alternatively, if he saves

$75 in the first period, he earns $7.50 of interest and pays $1.88 of

tax. The present value of his lifetime tax burden is now $26.70.

Therefore, the income tax distorts the savings decision.

Calculations such as those presented above are widely used to

show the bias of the income tax against saving. Although empirical

estimates of the effects of income taxation on savings are in dis-

pute (as discussed below), it is important to recognize that despite

calculations such as above, it is not at all clear, even from a theo-

retical perspective, that income taxation reduces saving. An income
tax could actually increase savings if the taxpayer offset the reduc-

tions in retirement income brought about by an income tax by in-

creasing savings. Sometimes economists will refer to this latter situ-

ation as the case of the "target saver," where increases in taxes on
saving only increase the amount of savings required to achieve

fixed savings objectives, such as a child's college education or some
minimal amount of retirement income. Alternatively, a taxpayer
may behave more like a "target consumer" where current con-

sumption is fixed and saving is a residual, and the only effect of

taxation is a reduction in saving.

2. Evidence on the effect of taxes on savings

Like other consumption taxes, a value-added tax neither discour-

ages nor encourages saving. However, a VAT may affect saving to

the extent that the revenue it raises is used to reduce taxes that do
reduce savings, such as the income tax. If VAT revenues replace

income tax revenues, determining the indirect effect of a VAT on
saving depends on determining the effect of income taxes on
saving. Economists disagree as to whether taxpayers will respond
to increases in net returns on savings by increasing or reducing

their savings. Some studies have argued that theoretically one
should expect substantial increases in saving from increases in the

net return.*^ Other studies have argued that, theoretically, large

behavioral responses to changes in the after-tax rate of return need
not occur. "^^ Empirical investigation of the responsiveness of per-

sonal saving to after-tax returns provides no conclusive results.

Some studies find personal saving responds strongly to increases in

the net return,*"^ while others find little or a negative response.*®

*^ See, Lawrence H. Summers, "Capital Taxation and Accumulation in a Life Cycle Growth
Model," American Economic Review, Vol. 71, (September 1981).

'* See, David A. Starret, "Effects of Taxes on Saving," in Henry J. Aaron, Harvey Galper, and
Joseph A. Pechman (eds.). Uneasy Compromise: Problems of a Hybrid Income-Consumption Tax,

(Washington: Brookings Institution), 1988.
*'' See M. Boskin, "Taxation, Saving, and the Rate of Interest," Journal of Political Economy,

April 1978, Vol. 86.
•** See G. von Furstenberg, "Saving," in H. Aaron and J. Pechman (eds.). How Taxes Affect

Economic Behavior, Brookings Institution, 1981.
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C. Equity and Incidence

Value-added taxes generally have a base equal to a significant

portion of consumption, and in general do not include personal ex-

emptions or graduated rates. Since consumption as a percentage of

income is lower for higher income classes than for lower income
classes, valued-added taxes are considered regressive. However, to

more fully assess the degree of regressivity of value-added taxes,

one must take into account factors besides the fraction of consump-
tion to income across income classes. This section discusses three
factors important in determining the degree of regressivity in a
VAT: (1) alternative standards for measuring ability to pay; (2) the
comprehensiveness of the consumption tax base; and (3) the ability

of businesses to pass the tax burden along to consumers in the
form of higher prices (i.e., the economic incidence of the value-

added tax).

1. Alternative measures of ability to pay

Horizontal and vertical equity.—For purposes of determining
equity in taxation, economists commonly focus on individuals' tax-

paying capacity, i.e., their ability to pay. Although evaluations of

the equity of taxation are ultimately value judgements where eco-

nomics as a discipline can offer few policy prescriptions, public fi-

nance economists have developed some guideposts for evaluating
equity. It is generally agreed that two taxpayers with equal ability

to pay should pay the equivalent tax ("horizontal equity"). There
is, however, a wide range of views about how much more those

with greater ability to pay should be taxed than those with less

ability ("vertical equity)". If all taxpayers are taxed on the same
percentage of some measure of ability to pay, the tax system is con-

sidered "proportional." If taxpayers with greater ability to pay are

taxed on a larger percentage of their income than those with less

income, the tax system is considered "progressive." Conversely, if

taxpayers with lesser ability to pay are taxed on a larger percent-

age of their income than those with more income, the tax system is

considered "regressive."

Annual income.—Economists have long advocated a comprehen-
sive measure of income as a measure of ability to pay.'*® Although
income is commonly measured on an annual basis, it is recognized
that there are significant shortcomings with using annual income
as an indicator of ability to pay. First of all, an individual may be
subject to wide swings in income from year to year. In this case, a
"snapshot" of income in any one year would be a misleading indi-

cator of ability to pay. Second, over the course of a lifetime, annual
income will vary according to age, where income is low during
school years, peaking toward the end of one's working years, and
declining in retirement. Low annual income may incorrectly indi-

cate a low ability-to-pay for college students or retirees, and prob-

ably should not be considered equal to the ability-to-pay at the

peak of one's career.

••* See, for example, Henry Simons, Personal Income Taxation, Chicago: University of Chicago
Press, 1938; and Richard Goode, "The Superiority of the Income Tax," in Joseph Pechman (ed.),

What Should Be Taxed: Income or Consumption? Washington, D.C.: Brookings Institution, 1980.
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Lifetime income.—Accordingly, many economists have argued
that lifetime income (or some average of income over several years)

is a better indicator of ability-to-pay. ^° With lifetime income as the

measure of ability-to-pay, the degree of regressivity of consumption
taxation is significantly modified. Over an individual's lifetime,

consumption is roughly equal to income. ^^ Therefore, a broad-based
consumption tax is considered much less regressive and perhaps
even proportional when lifetime income is used as the measure of

ability-to-pay.

It has been widely observed that annual consumption is much
less variable than annual income, and that annual consumption is

more likely to be a function of lifetime income than annual
income. ^^ Based on this observation, some have even advocated
annual consumption itself as a measure of ability to pay since it is

a good proxy for average lifetime income. ^^ Others have advocated
consumption itself not because it is a good proxy for income, but
because it is a better measure than income of economic well-being.

If a tax system is considered "fair" when two individuals with the

same wealth at the beginning of their lives and the same abilities

to earn wage income are taxed equally, then consumption is a
better tax base than income. This is the case because (if an individ-

ual neither receives nor leaves bequests) the present value of life-

time consumption equals the present value of his lifetime earnings,

while a present value of lifetime income will vary with the timing
of savings. The present value of a consumption tax is then propor-

tional to economic well-being but the present value of an income
tax will vary for individuals with equal measures of economic well-

being and, in fact, will increase with the rate of savings.^*

2. Comprehensiveness of the consumption tax base

Although it is widely recognized that a value-added tax is equiva-

lent to a retail sales tax, as a practical matter, even a broad-based
VAT excludes significant components of consumption. For example,
application of the VAT to consumption in the form of owner-occu-
pied housing, to services provided in the home, or to foreign travel

is not considered administratively feasible. Therefore, it may be in-

correct to assume that VAT liability is proportional to consumption
broadly defined. The scope of consumption items not covered by a
VAT can significantly alter the degree of regressivity.

^° If individuals do not have easy access to well developed financial markets, the appropriate-

ness of lifetime income as a measure of ability-to-pay should be qualified. For example, if a indi-

vidual is credit-constrained, lifetime income may overestimate a low-income individual's ability

to pay.
*' Lifetime income may exceed lifetime consumption (in present value) when an individual

receives large bequests or gifts (and these receipts are not considered income). Lifetime income
may be less than lifetime consumption (in present value) when an individual makes bequests or

gifts (and these payments are not considered consumption).
^^ See, for example, Milton Friedman, A Theory of the Consumption Function, Princeton, N.J.:

Princeton University Press, 1957.
*3 See James M. Poterba, "Is the Gasoline Tax Regressive?" in N.B.E.R. (Conference Report

(David Bradford, ed.), October 1990.
^* The Treasury Department discusses the relative merits of a consumption and income tax

base in its 1977 tax reform study. See, Department of the Treasury, Blueprints for Basic Tax
Reform, January 17, 1977, pp. 38-41.
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1984 Treasury study findings on the comprehensiveness and
distribution of a broad-based VAT

As part of its 1984 tax reform study (commonly referred to as
"Treasury I"), the Treasury Department issued a report on value-

added taxation. ^^ In that report, a "realistic" broad-based credit-in-

voice VAT was developed "as a baseline for comparison with other
versions of value-added taxes with exclusions for food and other ne-

cessities. Even this comprehensive VAT was estimated to include
only 77 percent of total personal consumption expenditures. In
these calculations, some components of consumption, such as for-

eign travel, provision of services in the home (e.g., child care,

house-keeping) by individual employees, rental services from
owner-occupied housing, and services provided by financial institu-

tions generally would not be taxed under a comprehensive VAT
base for administrative reasons. Other components of consumption,
such as physician's fees and religious and welfare activities, are ex-

cluded because it w£is anticipated that under any politically realis-

tic VAT they would be relieved of the tax. The relationship be-

tween total consumption and the 1984 Treasury Report's compre-
hensive VAT base is shown in Table 1.

5 5 Department of the Treasury, Tax Reform for Fairness, Simplicity, and Economic Growth,
Volume 3, Value-Added Tax, November 1984.
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Table 1.—Estimate of Value-Added Tax Base

[Dollar amounts in billions]

Category
1988 levels of
expenditures

Percentage
of total

personal
consumption
expenditures

Total personal consumption expenditures.. $3,127
Less:

Rental value of owner- and tenant-
occupied housing (including farms)

Medical care (including health insur-

ance)
Insurance and finance (other than
health insurance)

Education
Religious and welfare
Foreign travel
Local transportation

Other: Food produced and consumed on
farms, military-issued clothing, domes-
tic services

Plus: Sales of new housing

Net comprehensive value-added
tax base $2,408

100.00

460
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only 1.8 percent of their family economic income. This low percent-

age of tax paid as a percentage of family income can be attributed

to the relatively low ratio of consumption to income in the higher-

income brackets. This low tax rate can occur because of temporary
increases in income that do not proportionately increase consump-
tion or because of proportionately greater planned savings for re-

tirement or children's education for higher income classes. Con-

sumption as a percentage of gross income may be lower for upper-

income households because of progressive taxes at the local, State,

and Federal levels. In addition, the 1984 Treasury Department
Report suggested that the relatively low level of VAT on upper-

income households may also be attributable to a larger percentage

of their expenditures on consumption of items, such as foreign

travel and services performed in the home, that would not be in-

cluded in the base of even a broad-based VAT.



Table 2.-Distribution of Value-Added Tax Alternatives as a Fraction of Economic Income by Income Class 

[Tax rate of 10 percent] 

Family economic income class (in thousands of dollars) 1 

VAT base 
0-10 10-15 15-20 20-30 30-50 50-100 100-200 

(Value-added tax paid as a percent of economic income) 

Value-added tax (VAT) 
(broad base) .................... 14.2 9.2 7.5 6.1 5.0 3.9 3.0 

VAT with zero-rating of 
necessities (narrow 
base) 3 ••••••••••••••••••••••••••••••• 8.9 5.9 4.8 4.1 3.3 2.7 2.3 

1 Restricted to families with nonnegative incomes. 

200 and 
over 

1.8 

1.7 

Relative 
cost of 

aIterna­
tives 2 

28.8 

2 The cost of each alternative is expressed as a percentage of the revenue from a value-added tax on the comprehensive base at 1988 
levels. 

3 Narrow base provides for zero rating of home-prepared food, new housing, prescription drugs and medicines, household energy, and 
water and sanitation services. 

Source: Department of the Treasury, Tax Reform for Fairness, Simplicity, and Economic Growth, Vol. 3, Value-Added Tax , 1984, p. 111. 

I:\:) 
~ 
-l 
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3. Economic incidence of the value-added tax

Economic incidence generally.—The preceding discussion as-

sumed that although businesses are legally obligated to pay VAT
liability, the economic burden of the tax is borne by consumers
since business generally will pass along the burden of the tax in

the form of higher prices (to the extent market competition will

allow). If the tax burden is borne by consumers of final goods, as is

often assumed, the burden of the tax is proportional to consump-
tion. Since annual consumption as a percentage of annual income
declines as annual income increases, the VAT is considered regres-

sive.^'^ It is not at all certain, however, that the entire VAT is actu-

ally borne by consumers in the form of higher prices. If all of the
VAT is not reflected in higher retail prices, some of the burden of

the tax may not be shifted to final consumers but will be borne by
business owners (shareholders).

In general, the economic incidence of any tax is determined by
the relative ability of buyers and sellers to change their behavior
in response to the tax burden. The economic agents least able to

respond usually bear the greatest share of the burden. For exam-
ple, if a manufacturing facility can only produce oak chairs, and
consumers like maple chairs just as well as oak, a tax on oak
chairs will be borne by sellers of oak chairs. On the other hand, if

the manufacturing facility can easily convert to producing another
product, and consumers strongly prefer chairs made of oak, the
burden of the tax will be borne by consumers. With a broad-based
consumption tax, such as a comprehensive value-added tax, con-

sumers generally cannot re-arrange their consumption patterns sig-

nificantly to reduce taxation. It is therefore generally assumed that

the burden of value-added taxes are passed along to consumers.
This result would be consistent with consumers being inflexible in

the overall amount of their consumption (although their consump-
tion of any particular product might be greatly affected by con-

sumption tax targeted to a particular product).

Market structure.—If markets are perfectly competitive, produc-

ers' earnings are not extraordinary and their prices are as low as

possible given their costs. In this situation, producers cannot
absorb any cost increases in the form of taxes unless they take
losses, which eventually will drive them out of business. Therefore,

economists routinely assume that in perfectly competitive markets,
because profits cannot be reduced, broad-based taxes on sales must
be passed along to the consumers in the form of higher prices. The
assumption of perfectly competitive markets may not hold, howev-
er. If producers have any degree of market power, they are earning
above-average profits and have the potential to hold prices at their

pre-tax levels and absorb tax increases.

D. Methods of Alleviating VAT Regressivity

Among the issues most frequently included in discussions of

value-added taxation are possible methods of reducing regressivity

^^ If lifetime income is considered the more relevant measure of economic well-being, the ob-

served degree of regressivity will be substantially less since lifetime consumption as a percent-

age of lifetime income does not vary as much among (lifetime) income classes.
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of the VAT. Three often mentioned regressivity offsets are (1) in-

creasing transfer payments to low-income households, (2) rebating
value-added taxes to low-income households, and (3) zero-rating ex-

penditures for certain necessities which account for a larger frac-

tion of income of low-income households than high-income house-
holds.

1. Automatic and mandated increases in transfer payments

It is commonly believed that value-added taxes will be fully re-

flected in higher prices. If this is indeed the case, a value-added tax
of 10 percent would increase the price level by 10 percent if all

goods were subject to the tax.^® Because many transfer payments
are automatically indexed to the rate of inflation, recipients of

transfer payments will have the effects of the tax at least partially

offset. In the limiting case where a household receives all its

income in the form of indexed transfer payments, the household
will be fully insulated from the effects of the tax. However, while
many transfer payments (such as social security) are indexed to the
rate of inflation, many (including unemployment compensation) are
not. Of course, increases in transfer payments may be mandated by
statute in order to offset more completely the effects of a VAT on
low-income households. In the case of either automatic or mandat-
ed increases in transfers, the solution is incomplete since many
low-income families do not receive any transfer payments and in-

creased funding for transfer payments can only be fully effective

by expanding eligibility and increasing public awareness of avail-

able assistance. ^^

2. VAT rebates for low-income households

The regressivity of a VAT could be lessened by rebating VAT li-

ability to low-income families. Since the VAT is not implemented
as a personal tax but as a business tax, it is more difficult to pro-

vide targeted relief for low-income families than is the case with
the personal income tax. Since families with very low income are
unable to set aside income for saving, VAT liability for these fami-
lies could be imputed as a percentage of income. VAT rebates could
be implemented as credits to income tax. Since many low-income
taxpayers do not file income tax returns, the implementation of re-

bates through the income tax would entail substantial new admin-
istrative and compliance costs. As an alternative to implementing
rebates through the tax system, a separate administrative struc-

ture could be constructed solely for the purpose of providing re-

bates.

^* If a value-added tax does not apply to all retail goods, it can be expected that the price level

will not rise by a percentage fully equal to the rate of tax (even if the VAT is fully passed along
to consumers in higher prices). As explained below, even in a value-added tax with as few excep-
tions as possible, not all consumption goods are included in the tax base. Exemptions for necessi-

ties as well as expensing of capital goods used by business can be expected to reduce the in-

crease in the price level below the rate of tax.
^' It is important to note that some "low-income" households which appear in the distribu-

tions by annual income are only so classified because of temporary declines in income (for exam-
ple, due to business losses or leaves of absence for professional training). Relief for such house-
holds may not be as large a concern as is assistance for households with permanently low
income.
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3. Zero-rating of necessities

To alleviate regressivity, most established value-added tax sys-

tems employ zero or low rates of tax on food and other consump-
tion items that account for a relatively large percentage of the
income of lower-income households. Because of the extreme diffi-

culty of implementing a multiple-rate subtraction method VAT,
special rates for necessities make a credit-invoice method of imple-
menting the VAT much more attractive. In any case, however, the
costs of implementing a multiple-rate VAT relative to a single rate

can be expected to be much higher.

The higher costs are not only administrative and compliance
costs but also costs in economic efficiency. Consumers will be pro-

vided incentives to reallocate their consumption toward items
deemed to be necessities. For example, if food eaten on premises is

not zero-rated but carryout food is not, consumers may eat off

premises just to save tax even though they would prefer eating in

the restaurant. More generally, consumption patterns will be dis-

torted and will shift toward items receiving preferential rates. Fur-
thermore, to achieve a given revenue target, a VAT with a narrow
base must have a higher rate of tax than a broad-based VAT, fur-

ther increasing economic distortions of the tax.

Probably the most effective argument against special treatment
of necessities, however, is the inefficiency of this method in achiev-

ing the goal of reducing regressivity. While the transfer payments
and rebates discussed above can be targeted and provided only to

low-income households, much of the benefit of zero-rating necessi-

ties accrues to high-income households. This is because high-income
households spend more (in absolute terms) on necessities than low-

income households.
More important, however, is the fact that although the zero-

rating of necessities reduces the regressivity of a VAT, it does not
eliminate regressivity (at least when the convention of using
annual income is adopted as the measure of ability to pay). This
result is apparent from Table 2, which has been abstracted from
the 1984 Treasury Report on value-added taxes. The table shows
that under a 10-percent VAT, the lowest income class (with in-

comes of less than $10,000 at 1983 levels) would pay VAT equal to

14.2 percent of family economic income, while the highest income
classes (with incomes of more than $200,000 at 1983 levels) would
pay VAT equal to 1.8 percent of family economic income. A 10-per-

cent VAT on a narrow base (zero-rating of home-prepared food,

new housing, prescription drugs and medicines, household energy,
and water and sanitation services) leaves the lowest income class

with a tax equal to 8.9 percent of family economic income and the
highest income class nearly unchanged with a VAT equal to 1.7

percent of family economic income.
Furthermore, if there is a given revenue target, the absolute

burden of the poor will only moderately be alleviated with zero-

rating of necessities. According to the same table, a narrow-based
VAT with zero-rating of necessities will raise 28.8 percent less reve-

nue than a broad-based VAT. Thus, in order for a narrow-based
VAT to be revenue-neutral as compared to a 10-percent broad-

based VAT, the rate of the narrow-based VAT would have to in-
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crease to approximately 14 percent. In this case, the burden of the
VAT for the poorest income classes would be reduced only from
14.2 to 12.5 percent by revenue-neutral substitution of a broad-
based VAT with a narrow-based VAT. Thus, the data presented in
the 1984 Treasury Report show that zero-rating of necessities pro-
vides only modest relief to low-income households. According to

the data, other features, such as a targeted rebate of value-added
taxes to the lowest income classes must be included in addition to

zero-rating of necessities to offset the regressivity of the underl3dng
VAT.
The acceptance among tax administrators and economists of the

superiority of a single-rate VAT is widespread, as indicated in the
following quotations:

Government tax administrators and business representa-
tives agreed that multiple rates for domestically distribut-

ed goods and partial exemptions are the main factors con-
tributing to administrative difficulties. Those countries
which used these to a great extent experienced significant
difficulties with their VAT systems. For example, both
government and business representatives in Italy stated
that the use of seven rates has greatly complicated govern-
ment administration and business compliance. In contrast,
VAT administrators in Denmark indicated that their adop-
tion of a single-rate system has greatly simplified adminis-
tration and tax compliance. ^°

The US is in an enviable position that it can learn from
the mistakes made elsewhere and, like New Zealand, it

can opt for a broad-based, single-rate VAT with regressi-

vity adjustments elsewhere in the tax and transfer system.
.... The arguments against differentiated rates are mani-
fold. Rate graduation is a very blunt and expensive instru-
ment to mitigate regressivity. In absolute amounts, the
rich benefit more than the poor.^^

In general, any attempt to lessen the absolute burden of
a value-added tax on the poor and reduce the regressivity
of the tax by excluding various categories of goods and
services from the tax cannot fully solve the equity prob-
lem, and almost invariably would cause discrimination,
loss of economic efficiency, and unnecessary loss of reve-
nue. . . . Zero rating [of necessities] would reduce the reve-
nue from a comprehensive value-added tax by nearly 30
percent. It would materially complicate the tasks of both
taxpayers and the IRS, and perhaps pave the way for eva-
sion of the tax.®

2

*" U.S. General Accounting Office, The Value Added Tax in the European Economic Commu-
nity (December 5, 1980), p. 9.

*' Cnossen, Dr. Sijbren, "Remarks on Value-Added Taxes," Faculty of Economics, Erasmus
University, Rotterdam, The Netherlands. Washington, D.C., November 1988.

*^ Department of Treasury, Tax Reform for Fairness, Simplicity, and Economic Growth,
Volume I, Overview, 1984, p.
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E. Effects of a VAT on International Trade

1. Possible reduction in the trade deficit from increased savings

Because border tax adjustments provide rebates on exported
goods and impose taxes on imported goods, they may appear to pro-

vide subsidies for exports and disincentives to imports. In fact, how-
ever, border tax adjustments provide neither incentives nor penal-

ties for international trade (as discussed below). The primary po-

tential benefit of a value-added tax on international trade is the
possibility that the imposition of value-added taxes will reduce the
deficit and thereby increase savings or it will curtail the rate of

growth of income taxation and increase savings by reducing the
penalties on saving imposed by the income tax. The possible effects

of consumption taxes on savings are discussed above in II. B. "Con-
sumption Taxes and Savings."

2. Border tax adjustments and international trade

a. In general

A VAT based on the destination principle imposes tax on imports
and provides tax rebates on exports. These import fees and export

rebates are commonly referred to as border tax adjustments and
are a fixture of most value-added tax systems currently in place.

They are also fully consistent with GATT rules, as long as they do
not discriminate against imports or provide over-rebates on ex-

ports. Since the tax on imports has the appearance of a protective

tariff, and the rebate on exports has the appearance of an export

subsidy, it is commonly believed that a VAT (based on the destina-

tion principle) would help the U.S. balance of trade. However,
economists have long held that there is no direct effect of a VAT
on the volume of exports or imports.®^ In fact, the imposition of a
tax on imports—equal to that imposed on goods produced domesti-

cally—and a similar tax rebate on exports is intended to maintain
a level playing field between domestic and foreign producers in

their competition for business in both domestic and foreign mar-
kets.

To help understand why border tax adjustments do not distort or

subsidize international trade, consider the following example. Sup-

pose a certain good produced both overseas and domestically, such
as wheat, sells at $4 (per bushel). With the enactment of a broad-

based U.S. VAT at a rate of 10 percent, the price of wheat in the

U.S. would increase by 10 percent to $4.40 (under the assumption
that the tax is passed forward to consumers) for wheat produced
domestically as well overseas since both are subject to the tax—the

domestically produced wheat being subject to the normal value-

"=' See, for example, Martin Feldstein and Paul Krugman, "International Trade Effects of

Value-Added Taxation," in Assaf Razin and Joel Slemrod (eds.) Taxation in the Global Economy,
Chicago: University of Chicago Press, 1990 ("A VAT is not, contrary to popular belief, a tariff-

cum-export subsidy. In fact, a VAT is no more inherently procompetitive trade policy than a
universal sales tax .... The point that VATs do not inherently affect international trade flows

has been well recognized in the international tax literature." (p. 263)); and Charles E. McLure,
The Value-Added Tax: Key to Deficit Reduction?, Washington, D.C.: American Enterprise Insti-

tute, 1987 ("Although this patently absurd argument is heard less frequently now than in earli-

er episodes of the continuing debate of the pros and cons of the VAT, it is encountered often

enough that it deserves brief discussion." (p. 56)).
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added tax and the wheat produced overseas subject to the import
tax at the same rate as the VAT. Thus, even though imports are
subject to tax, U.S. buyers' choice between imported and domesti-
cally produced wheat is not altered.

Similarly, foreign consumers' choice between goods produced in

the U.S. and goods produced in their own country is not altered
even though U.S.-produced goods are provided VAT rebates when
exported. Wheat produced outside of the U.S. and sold to foreign
consumers remains at its world price of $4.00 and wheat produced
inside the U.S. remains at $4.00 since no U.S. VAT is imposed on
the exported wheat.
From the preceding discussion it might seem that a value-added

tax without border tax adjustments (an origin principle VAT) could
disadvantage domestic producers relative to foreign producers in

overseas markets. However, border tax adjustments may not be the
only mechanism operating to maintain neutrality. Other self-exe-

cuting adjustments by the markets, such as reductions in wage
rates or in the value of the domestic currency, could wholly offset

any potentially detrimental trade effects of origin-based taxation
on exported goods.
Continuing the above example, if the world price of wheat is

$4.00, the burden of the tax cannot be shifted forward to consumers
in the form of higher prices. If the markets are competitive, the
seller cannot both reduce price and remain in business. However,
labor may bear the burden of the tax through reduced wages. This
allows the seller to remain in business with a price of $4.00. There-
fore, there is no effect on foreign trade. Alternatively, the domestic
currency may depreciate so that although the nominal price has in-

creased to $4.40, the price paid for domestic wheat by foreign con-
sumers in their currency is unchanged from its before-tax level.®*

b. Comparison of a VAT with the corporation income tax

It is sometimes argued that a VAT or a retail sales tax might
boost the competitiveness of U.S. firms vis-a-vis imports or foreign-

owned U.S. firms. In the case of imports, it might be argued that
foreign firms enjoy access to U.S. markets but bear no U.S. tax
since under the source principle no U.S. income tax is imposed on
imported goods. In the case of goods produced by foreign-owned
U.S. firms importing near-finished goods from the foreign parent
company, only a small amount of total income properly allocable to

the sale of that product is subject to U.S. corporate income tax.®^
In either case, the foreign firm may pay little U.S. tax, while its

U.S. competitor is fully subject to the corporate income tax. Howev-
er, if the products sold in the U.S. by both foreign- and U.S.-owned
firms were both subject to a VAT instead of a corporate income
tax, both classes of firms would incur the same U.S. tax liability.

Therefore, it is argued that the competitiveness of U.S.-owned

** See Martin Feldstein and Paul Krugman, "International Trade Effects of Value-Added Tax-
ation," in Assaf Razin and Joel Slemrod, eds. Taxation in the Global Economy, Chicago: Univer-
sity of Chicago Press, p. 270.

** In addition, possible problems in the administration of related-party transfer rules may fur-

ther reduce the amount of U.S. tax imposed on foreign-owned U.S. corporations. For a discussion
of these issues, see Joint Committee on Taxation, Present Law and Certain Issues Relating to

Transfer Pricing (Code Section 482) (JCS-22-90), June 28, 1990.
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firms would be enhanced by the imposition of a value-added tax, if

the VAT replaced part or all of the corporate income tax.

Because of economic adjustments, either through changes in the
price of taxed goods or through changes in the exchange rate, the

above line of reasoning is generally incorrect. It is often assumed that
value added taxes are passed along to consumers in the form of higher
prices, and it is assumed that corporate income taxes are borne by
owners of capital. ^^ In this case, the conclusion does not

hold. Under these assumptions, although domestic and foreign pro-

ducers may be subject to different corporate tax burdens, none of

this is reflected in higher prices, and the relative attractiveness of

goods produced by U.S.- and foreign-owned firms is not affected. On
the other hand, value-added taxes would raise prices uniformly for

the goods of both domestic- and foreign-owned firms, but the rela-

tive attractiveness of their goods would be unaffected. Therefore,

under these assumptions, a VAT, as compared to a corporate
income tax, does not directly improve the U.S. balance of trade by
raising the price of goods of foreign-owned firms.

Although many economists assume that corporation taxes are
borne by capital, there is no definitive evidence that this in fact is

the case. However, assumptions about the incidence of corporation

tax do not affect the conclusion about its effect on international

trade. If the corporation tax increases prices instead of reducing
profits, under a system of flexible exchange rates, an offseting ad-

justment in the exchange is likely to occur and eliminate any dis-

advantage to exports from increased prices.

3. GATT rules and border tax adjustments

Under the General Agreement on Tariffs and Trade ("GATT"),
rebates for exports and taxation of imports are generally allowed
in the case of indirect taxes but not for direct taxes. Sales taxes

and credit-invoice value-added taxes are considered indirect taxes,

and income taxes are considered direct taxes. Thus, unlike an
income tax, a credit-invoice VAT may be imposed on imports and
rebated on exports under GATT rules.

Border tax adjustments under a credit-invoice VAT would be
consistent with current GATT rules, as long as they do not dis-

criminate against imports or provide rebates on exports in excess

of the tax. However, there is considerable uncertainty as to wheth-
er a subtraction-method VAT would be legal under GATT. The dis-

tinction may be made that a subtraction-method VAT, unlike a
credit-invoice VAT, is not imposed on particular transactions but
directly on a business, where the tax base is equal to the business's

value added. In this technical respect, a subtraction-method VAT
may more closely resemble a corporate income tax than a sales tax.

*^ As discussed above in section III.C of this part, the burden of consumption taxes such as the

value-added tax is widely assumed to be passed along to consumers. However, this eissumption is

not beyond reasonable dispute. There is much less agreement about the corporation income tax.

A large body of public finance literature has focused on the "Harberger model," which con-

cludes that the corporation income tax is borne by all capital. However, the Harberger model
assumes that savings is not responsible to changes in tax rates and that capital is not mobile
across international borders. To the extent that these assumptions are not correct, the burden of

the tax may be partially or totally borne by consumers.
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Although there are important differences in the administration
of a subtraction-method VAT and a credit-invoice method VAT,
there is no reason to expect that there will be substantial differ-

ence between these two taxes with regard to their incidence or to

their effects on international trade. For the same reasons, there
should be no difference between the two taxes with regard to the
proper role of border tax adjustments. However, the possible ille-

gality of border tax adjustments of a subtraction-method VAT
under GATT rules looms as a substantial practical deterrent to the
implementation of a subtraction-method VAT.

F. Inflationary Impact of a Value-Added Tax

Because value-added taxes are commonly believed to increase

prices by the amount of tax, and because value-added taxes are
broad based, it is generally expected that under certain conditions

a VAT may increase the rate of inflation significantly. The degree
by which it would raise the rate of inflation depends on the rate of
tax and the comprehensiveness of the base. In general, any in-

crease in the rate of inflation will be less than the rate of tax. For
example, if a 10-percent VAT is levied in an economy with output
equal to $1000, but the tax base is only $700 (because, typically, in-

vestment goods are excluded from a consumption-based VAT, and
government as well certain other consumption goods are zero-

rated), the most the rate of inflation may be expected to increase
would be 7 percent. However, the rate by which inflation may in-

crease will ultimately be determined by macroeconomic policy, es-

pecially monetary policy. If the Federal Reserve Board does not ac-

commodate the upward pressure on prices from the tax by increas-

ing (i.e., by 7 percent in the above example) the supply of money
adequately, the overall price level would not be expected to in-

crease (although the price of t£ixed goods relative to zero-rated

goods would still increase). Finally, it is also important to note that
since the VAT only raises the price level when it is imposed, any
increase in the price level would most likely be a one-time event.



III. BASE FOR A VALUE-ADDED TAX—ANALYSIS OF
SPECIFIC ISSUES

Tax commentators generally agree that the simplest and most ef-

ficient VAT would apply to all goods and services and all levels of

production. However, in countries that have imposed VATs, many
goods and services or classes of taxpayers are excluded from the
VAT for economic, social or political reasons. In addition, certain

items are excluded from the VAT because of the administrative dif-

ficulty in measuring the value added related to those items. This
part of the pamphlet provides a discussion of certain specific issues

that arise with respect to the treatment of various items under a
VAT.

A. Sales of Goods (Nonfood Products)

A basic VAT would subject the sale of goods to tax. However,
even such a simple statement raises potential issues regarding
what exchanges constitute taxable sales and what types of property
constitute taxable goods.

Definition of sales

Taxable sales would not necessarily be restricted to the sale of

property for cash in the usual sense, but could include the ex-

change of property for property,®'^ for services (including the trans-

fer of property to an employee as compensation), or in discharge of

a debt. As a general rule, the VAT should apply to as broad a base
as possible, but for administrative reasons it may be appropriate to

exclude casual sales of property or sales by certain small business-

es. Taxable sales could be defined as all exchanges of property (in-

cluding casual sales among consumers), sales pursuant to any activ-

ity that is regularly carried on (including sales pursuant to a
hobby) ^^, sales pursuant to any activity that is regularly carried

on as a business, or all business sales plus casual sales over a cer-

tain threshold amount.

Installment sales

A purchaser may often acquire a good pursuant to an install-

ment plan under which the purchaser takes title to the good on the
date of acquisition and makes a series of deferred payments of the
purchase price (plus interest) in subsequent periods. For Federal
income tax purposes, dealers in goods generally must report

^'' Such an exchange presumably would include a like-kind exchange of property which would
be tax-free under section 1031 of the Code. Administrative and procedural issues arise as to how
the VAT would be collected and reported on such a transaction without affecting its tax-free

status under the income tax.

«*See, New Zealand Stat. 1985 No. 141, sec. 8(1) (New Zealand Goods and Services Tax Act)

which subjects hobby transactions that are regularly carried on to tax.

(306)
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income from the transaction in the year of the sale. Casual sellers

of property, on the other hand, may use the installment method to

defer reporting income under the sale until such time as cash is

received or the installment receivable is pledged in a borrowing. ^^

With respect to goods sold on the installment plan, the issue is

whether the entire amount of VAT should be imposed on the date
of sale, or whether the payment of the VAT should be deferred
until payments are made under the installment plan.^° Those who
argue against deferral claim that the source of financing for the
purchase of goods is irrelevant and that deferral complicates the
administration of the VAT. They point out that if a consumer used
his or her savings, or borrowed from a bank, to buy the good, the
VAT would be imposed on the date of sale. To apply a different
rule for seller-financed sales would discriminate in favor of such
transactions. Those who support the deferral of VAT argue that in-

stallment plans are offered by sellers to ease the cash constraints
of buyers, and imposing the tax upon the acquisition of the good
would increase such constraints (to the extent the tax is not itself

financed under the installment plan).

Regardless of the method chosen for the treatment of installment
sales under the VAT, commentators have stated that the treatment
of purchasers and sellers should be consistent. That is, if the seller

of the good is allowed to remit the VAT on the installment basis,

the purchaser should be treated similarly with respect to the VAT
credit.'^ Other commentators claim that if the VAT is allowed to
be paid on an installment basis, the tax should be imposed on the
principal components of the installment payments and the interest
components should be treated separately. Others would also subject
the interest component to the VAT.'^^

Treatment of used consumer goods

The treatment of used consumer goods also presents certain diffi-

cult issues.'^ Many original consumers of tangible property sell

such property after a time to other consumers. As a practical
matter, it is likely that such sales would not be subject to the VAT.
Alternatively, the original consumer could sell the used good to a
dealer who, in turn, would sell it to a second consumer. If the sub-
sequent sale by the dealer is subject to the VAT, the good would
have been subject to tax twice—once when the good is acquired by
the original purchaser and again when acquired by the subsequent
purchaser—without any related VAT credit between the two tax
events.'* Such duplication could be relieved by providing that the

^^ See, sections 453 and 453A of the Internal Revenue Code.
'^ These issues presumably arise with resjject to State and local taxes imposed on retail sales

made under installment plans.
' • See, "Design Issues in a Credit Method Value-Added Tax for the United States," American

Institute of Certified Public Accountants, May 1990.
'^ Compare, Alan Schenk and Oliver Oldman, "Analysis of Tax Treatment of Financial Serv-

ices Under a Consumption-Style VAT: A Report of the American Bar Association Section of Tax-
ation Committee on Value Added Tax," Tax Lawyer, Vol. 44, No. 1, p. 181, 187 (1991) to the
Treasury Report for Fairness, Simplicity, and Economic Growth, Treasury Department Report to
the President (hereinafter "Treasury Report"), Vol. 3, 1984, p. 51. For the treatment of interest
under a VAT see the discussion below in this part of the pamphlet.

'3 See, the Treasury Report at p. 78.
'* No VAT credit would be available because the original consumer would be considered to be

an exempt person ineligible for the credit.
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tax on the second sale be based only on the value the dealer adds
to the transaction, such amount being measured by the difference
between the dealer's sales and purchase price for the used good. Al-
ternatively, the dealer of used goods could be allowed an imputed
credit on the used goods it purchases from nontaxed consumers. '^^

B. Treatment of Intangibles

Intangible property in general

Taxable goods would generally include any property sold in a
taxable transaction. However, if the VAT is intended to be a tax
upon consumption and not saving or investment, sale of such intan-

gible property as stocks, bonds, securities, and other financial prod-
ucts would not be subject to tax. Other types of intangible property
that would normally be consumed (such as franchise rights, pat-

ents, copyrights, and other intellectual property) would normally
be subject to tax.^^

Any dichotomy in the treatment of tangible versus intangible
property raises certain issues. For instance, certain assets possess-

ing characteristics of both tangibility and intangibility (such as
computer software) would be difficult to classify for purposes of

taxation. Such classification issues often have arisen in the area of
State sales, use and property taxation and in the area of the invest-

ment tax credit as it existed before the Tax Reform Act of 1986.'^'

In addition, other types of property, such as works of art and other
collectibles, have both tangible and intangible features and are ac-

quired for purposes of both consumption and investment.
In addition, if the sale of tangible property by a corporation is

subject to the VAT, while the sale of intangible property by an in-

dividual is not, a shareholder who wishes to dispose of his or her
wholly-owned corporate business may sell his or her stock rather
than have the corporation sell its assets and liquidate in order to

avoid the VAT.^® Alternatively, an individual may wish to dispose
of an asset that would otherwise be subject to the VAT (such as
real property). To avoid the VAT, the taxpayer could contribute
the property to a newly formed corporation and sell the stock
(unless such transaction was subject to the VAT).

The use of intangibles

It is often difficult to characterize an agreement that provides for

the transfer of the use of an intangible asset from one taxpayer to

another as a licensing agreement or as an installment sale. So as to

not favor one form of an similar transaction over another, both

'* This is the approach suggested by the ABA Report, at p. 106.

'^See, however, Alan Schenk, Value Added Tax—A Model Statute and Commentary, A
Report of the Committee on Value Added Tax of the American Bar Association Section of Tax-

ation hereinafter "ABA Report"), 1989, at p. 152, recommending that all intangible property be
exempt from the VAT. The ABA report suggests that the exclusion will not diminish the tax
base since most intangible property is sold to taxable businesses which would be able to claim
credits for the tax related to such purchases.
" See, for example, Robert W. McGee, Software Taxation, National Association of Account-

ants, 1984, chapters 1 and 3.

'* Under the British VAT this is not a problem, as the U.K. Treasury has exercised its au-

thority to rule that the transfer of a business as a going concern is not a transaction subject to

tax. See, the ABA Report at p. 29.
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types of transfer arrangements should either be subject to, or ex-

cluded from, the VAT.^^
Most VAT systems subject the licensing of intangibles to tax,

either by providing a broad definition of taxable services or by spe-

cifically including the licensing of intangibles as a taxable serv-

ice. ^°

C. Performance of Services

In general

The performance of services generally is subject to the VAT. Ac-
tivities treated as taxable services could include (but would not nec-

essarily be limited to) permitting the use of property, the granting
of a right to the performance of services or to reimbursement (in-

cluding the grant of warranties, financial services, insurance,®^
and similar items), and the making of a covenant not to compete
(or a similar agreement to refrain from doing something). Many
VAT jurisdictions provide that all sales of goods are subject to the
VAT unless specifically excluded, but provide that services are sub-

ject to the VAT only if specifically included. ^^ By providing a clear

list of taxable activities, such a designation effectively exempts
those services that are unsuitable for the tax (either because of

social or administrative reasons).®^

Treatment of employees

A person generally is not subject to VAT with respect to services

he or she provides as an employee. These services would be incor-

porated into the value of the goods or services sold by the employer
to customers and would be subject to the VAT upon sale. However,
since services provided by nonemployees generally are subject to

the VAT, the distinction between a nontaxable employee and a tax-

able independent contractor may become significant for such serv-

ice provider. This distinction is also important for purposes may of
the present-law payroll tax.

Mass transit

The performance of mass transportation services in urbanized
areas raises certain issues. Since most urban mass transportation is

subsidized by one or more levels of government in order to relieve

problems caused by traffic congestion and pollution, it may be ap-
propriate to exclude such services from the VAT.®^ If such services

were taxed, fares would rise by the amount of the tax and rider-

ship may fall, thus requiring increased subsidies. In addition, be-

^^ The ABA Report, at p. 152, suggests exempting sales, but taxing licensing, of intangibles.

The report does not discuss why it is appropriate to accord different treatment to the two trans-

actions.
*° See, James Duignan, "Technical Features of the Value-Added Tax in Europe," prepared for

the International Monetary Fund, Fiscal Affairs Department, 1970, at pp. 19-22.
*' See, the discussion of the special issues relating to insurance and financial services below.
"^ See, John Due, "Some Unresolved Issues in Design and Implementation of Value Added

Taxes," National Tax Journal, Vol. XLIII, No. 4, p. 383, 386, December 1990.
^^ The Treasury Report, at p. 48, provides a list of activities that are "clearly suitable for tax-

ation," including (1) public utility services, (2) services rendered by commercial establishments,
(3) amusement and entertainment services, (4) transient accommodations and restaurant meals,
(5) rental of taixable durable commodities, and (6) certain professional services.

*'' See the discussion below on the treatment of government-provided services.
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cause of the relatively small dollar value of each purchase, there

may be administrative gains from excluding these services. Howev-
er, the exclusion of mass transportation could be viewed as an addi-

tional competitive disadvantage to other forms of taxable transpor-

tation (such as automobile sales) and may discriminate in favor of

those consumers that live in areas that are easily accessible to

public transportation.

Further, it may be difficult to define the types of transportation

that qualify for the relief. For example, while bus or subway serv-

ice within one city would likely qualify for the exclusion, it is un-

clear whether rail or air service between two cities in a densely

populated area (e.g., within the Northeast corridor) should also

qualify.

D. Imports and Exports ^^

A VAT may be designed on the origination principle, whereby
goods and services are taxed where produced, regardless of where
they are consumed, or on the destination principle, whereby goods

and services are subject to tax where they are consumed, regard-

less of where they are produced. Virtually all present-day VATs
are based on the destination principle. In order to implement the

destination principle, exports must be relieved of the domestic VAT
and the domestic VAT must be imposed on imports. This treatment

of exports and imports is referred to as the border tax adjustment.

The border tax adjustment of a destination principle VAT serves

two purposes. By taxing imports and not exports, the border tax

adjustment generally ensures that the tax base for the VAT is do-

mestic consumption and that all similar goods consumed in the ju-

risdiction (no matter where produced) bear the same amount of

VAT. In coordination with VAT systems in other countries, border

tax adjustments also ensure that value added taxes do not distort

international trade and lead to neither taxation in multiple juris-

dictions nor exemption from VAT in any jurisdiction. For purposes

of performing the border tax adjustment, it is thus necessary to de-

termine the location of potentially taxable transactions. The rules

for determining the location of a transaction for tax purposes are

known as source rules.

Under the destination principle, goods generally become subject

to the VAT when they enter the taxing jurisdiction from abroad

and the importer is liable for the tax. Previously imposed VAT gen-

erally is relieved when goods leave the taxing jurisdiction and such

relief inures to the exporter. Thus, a taxpayer that exports all its

goods under a credit-invoice VAT would be expected to receive a

refund since the taxpayer would have no taxable sales but would
be able to claim a credit for the tax borne by its purchases.

Services are tjT)ically more difficult to source than tangible

goods. A VAT could source services according to where the services

are performed. This rule, while administratively simpler than some
other alternatives, violates the purest form of the destination prin-

ciple. For example, a U.S. firm may contract for services performed

«5 See section II. E. of this part for a more detailed discussion of the treatment of exports and

imports, including a discussion of the application of GATT.
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abroad but for use in the United States; such a transaction presum-
ably would not be subject to tax under such a rule. However, the
destination principle argues that this transaction should be a tax-

able transaction. Since the seller of the services may have no other
connection with the United States, it may be administratively in-

feasible either to collect the tax from the seller or to identify the
purchase of the service as an import and levy the tax on the im-
porter. Likewise, services performed in the United States for use
abroad ought to be exempt from tax under a strict interpretation of

the destination principle, but would be taxable under the rule de-

scribed above.
The problem of some services provided abroad being exempted

from domestic VAT may not be a serious problem. As long as the
sales of the purchaser of the service is subject to VAT, no tax reve-

nue will be foregone. ^^ Since the cost of services provided would be
reflected in the final sales of the purchaser, and thereby subject to

tax, the full amount of VAT would be collected regardless of
whether the seller of the service paid the VAT. The full amount of

VAT would be collected because there would be no offsetting credit

for previous VAT paid on the services purchased. Only in the case
of exempt purchasers would the tax on foreign-provided services be
avoided.

Value added taxes in other countries vary somewhat in their

sourcing of services. The Sixth Directive of the European Commu-
nities generally provides for sourcing the service in the country
where the supplier is established.^'^ Under the directive, however,
certain services, such as patent licenses, advertising, financial oper-

ations and certain others are sourced in the country of the estab-

lishment of the purchaser. It is necessary, therefore, under the di-

rective, to determine the location of the seller's or purchaser's es-

tablishment. To the extent that sourcing rules can be harmonized
among taxing jurisdictions, the number of transactions subject to

tax by multiple jurisdictions or no jurisdictions can be reduced or
eliminated.

Services performed both inside and outside the United States,

such as international transportation and communications services,

present additional issues. Such services could be sourced entirely
within or without the United States, depending on where the bulk
of the services are performed or enjoyed. Alternatively, services

could be apportioned both within and without the United States
based on the relative performance or enjoyment of the services or
based on an arbitrary allocation ratio.®® An all-or-nothing rule

*^ However, to the extent ultimate consumers purchase foreign services, exempting such
transactions would result in tax revenue being foregone. For example, a U.S. person may hire a
foreign architect to design a U.S. residence.

*^ Sixth Council Directive of May 17, 1977, "On the Harmonization of the Laws of the
Member States Relating to Turnover Taxes-Common System of Value Added Tax: Uniform
Basis of Assessment," Official Journal No. L145, reprinted in 2 CCH Common Mkt. Rep., par.

3165(1977).
** The Internal Revenue Code, for purposes of determining whether income is within or with-

out the United States, generally allocates and apportions income and expense between U.S. and
foreign source income, including gross income earned partly within and without the United
States (sec. 863). Special rules apply for international transportation and communications
income so that one-half of the income is sourced within the United States and one-half without.
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would place significant pressure on determining where the bulk of
the services occurred; a specific tracing rule may be subjective and
administratively difficult.

E. Food, Farmers, and Fishermen

Food

Most VAT systems in other countries provide some sort of relief

for purchases of food, generally on the grounds of the perceived
regressivity of the VAT. Those who favor a tax on all consumption
argue that an exclusion for food (as well as other items normally
considered to be necessities of life) favors those with higher in-

comes who are better able to afford more expensive foodstuffs.

They would propose other ways to combat any regressivity imposed
by a broad-based VAT, including income tax relief or increased
means-tested government assistance. In addition, those who favor a
broad-based VAT argue that providing exclusions from the VAT
may create artificial consumer demands for the excluded products
or services.

VAT systems in other countries have addressed the regressivity

issue with respect to food by providing different VAT rates for dif-

ferent types of food, with "luxury" items bearing a greater tax
rate.^^ Such systems, however, impose administrative burdens of
identifying goods that are similar but are differently taxed. For in-

stance, some VATs distinguish between food prepared and con-

sumed on the premises, and food prepared on the premises but con-

sumed at home.^° Such distinctions may result in the different tax
treatment of identical items purchased at a facility that offers the
purchaser the option of either eating on the premises or carrying
food out (e.g., a fast food restaurant).

Farmers and fishermen

The treatment of farmers and fishermen under a VAT may be
somewhat related to the treatment of food. For example, if the
retail sale of foodstuffs is excluded from the VAT, it may be appro-
priate also to provide exclusions for food producers, on the theory
that any tax related to their production will be relieved in any
event. On the other hand, certain agricultural produce may or may
not become a food for human consumption. For example, corn may
be eaten by humans, fed to livestock, distilled into a gasoline addi-

tive or alcohol, or popped and used as a packaging material. A
farmer may or may not know how the corn produced will be used.

In such cases, it may be more appropriate to provide VAT relief

when the use of the agricultural product is clear (usually at the
retail stage). ^^

The treatment of farmers and fisherman raises other concerns.
The 1984 Treasury Report ^^ states that it is not feasible to treat

8' For example, Italy imposes an 18-percent VAT on the purchase of pate and fancy choco-

lates, but only a 2-percent VAT on bread and pasta.
*° It is reported that the VAT in the Netherlands makes such distinctions. See, Citizens for

Tax Justice, No Sale: Lessons for America from Sales Taxes in Europe, December 1988, p. 7.

^' As demonstrated in Examples 5 and 7 in Section I of this part, certain VAT exclusions,

when provided at the retail stage, result in relieving all the VAT collected throughout the pro-

duction and distribution process of a good or service.
*^ Treasury Report, at p. 61.
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farmers and their products the same as other segments of the econ-

omy. The report suggests that it may be appropriate to exempt
farmers from the VAT since including the large number of small

farmers in the VAT system would tend to increase administrative

costs and burdens for both the government and taxpayers. In addi-

tion, some sort of exclusion may be appropriate since a relatively

large percentage of U.S. agricultural produce is shipped overseas

and a VAT sj'stem designed consistently with the destination prin-

ciple would zero rate exports.

Exemptions are generally used to exclude a targeted class from
the VAT system. However, exempting (rather than zero rating)

farmers would not allow farmers to claim a credit for the VAT in-

curred on farm inputs. Several solutions have been offered with re-

spect to this issue. Farmers could be zero-rated despite the in-

creased administrative and compliance costs. Alternatively, farm-

ers could be allowed to elect to be either zero-rated or exempt.

Such an election may discriminate in favor of large farmers who
could bear the related compliance costs. Farmers could be exempt-

ed from the VAT but allowed an income tax credit for the VAT on
their purchases. Such a solution would only be feasible if all farm-

ers filed income tax returns and may merely shift the underlying

complexities to the income t£ix system. One solution that is widely

used in Europe would be to exempt farmers and allow the purchas-

ers of farm products to presume that a certain percentage, speci-

fied by the government, of the purchase price of farm products is

related to the VAT. The purchasers would be allowed a VAT credit

with respect to the presumed VAT, thus attempting to compensate
for the lack of VAT credit at the farm level. Another option would
be to exempt farmers and zero rate sales to farmers. Under such a

proposal, farmers would not bear any compliance or purchase costs

but would, however, be required to prove their status at the time of

purchase of inputs for farm production.

F. Medical Care

Medical care is often excluded from the VAT to alleviate per-

ceived regressivity. The analysis of whether or not to exclude medi-

cal care from the VAT is no different than the analysis required

for any other good or service. If medical care is tax favored, the

benefits of such a designation would likely inure to those who are

more likely to use medical services and could act as an incentive

for some to seek out unnecessary treatment. In addition, many
types of expensive medical care can only be afforded by the rela-

tively wealthy; exempting such medical care from the VAT would
not offset regressivity. Further, it can be argued that the regressi-

vity of imposing a VAT on medical care can be better alleviated by
increasing other means-tested health programs rather than by pro-

viding VAT relief.

In addition, in other countries, medical care is often dispensed

from the government. Thus, the decision to exempt medical care

may stem from the decision not to tax government-provided serv-

ices, rather than because of concerns of regressivity.

Certain issues arise if VAT relief is given to medical care. For
instance, relief could be granted for all medical care, or just those

/n_Aiq n _ qi - 11
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procedures that are deemed necessary.®^ In addition, it may be ap-

propriate to limit relief to publicly supported care, on the theory

that those who can afford private care are not in need of VAT
relief. Further, the treatment of health care insurance premiums
must be coordinated with the treatment of medical care so as to

not unduly encourage or discourage the use of such coverage.

The type of VAT relief would also be important. For example,
hospitals normally purchase a large quantity of goods and services

from third parties. Providing an exemption for hospitals would not

relieve the tax burden on such purchases, while granting a zero

rating or allowing hospitals to purchase items on a tax-free basis

would provide additional relief. In addition, the treatment of hospi-

tals should be coordinated with the treatment of governmental and
tax-exempt entities.^*

G. Housing

The treatment of housing under a VAT encompasses many
issues, including regressivity, administrability, and the proper
measurement and taxation of value added and consumption.
As with all attempts to address regressivity, VAT relief for hous-

ing would favor those who choose to spend a relatively large pro-

portion of their income on housing and may provide an incentive to

increase housing consumption relative to other goods. The prefer-

ential treatment of principal residences may also reduce economic
efficiency. An additional tax incentive for residential housing could

encourage the purchase of residential housing beyond economically

efficient levels.

However, the taxation of housing is a troublesome area even for

those who favor a tax on all consumption.^^ First, if housing were
to be subject to the VAT, purchasers and tenants should be treated

equally. The taxation of tenants is relatively easy—a VAT would
be imposed on periodic rents. The VAT treatment of purchasers

may be more difficult. The tax point for purchases of goods gener-

ally would be the date of acquisition. In the case of home sales, im-

posing a large VAT liability at the point of purchase, however, may
be viewed as burdensome and may discriminate between existing

home owners and new purchasers. One solution to the differing

treatment of owners and renters would be to base the VAT on the

imputed fair rental value of owner-occupied housing. Such imputa-

tions historically have been difficult to implement and administer.

Under any VAT, the preferential treatment of certain items in-

creases the costs of administration and compliance. It is likely that

preferential housing treatment would be limited to those structures

used as the taxpayer's principal residence. Requiring this distinc-

tion adds complexity to the administration of the VAT. Unlike the

preferential treatment of food, it would be necessary for sellers and
lessors of housing to determine how the housing will be used (i.e.,

whether the buyer or lessee will use the property as a principal

^^ For example, for Federal income tax purposes, individual taxpayers now cannot deduct, as

an itemized deduction, certain medical expenses related to cosmetic surgery (sec. 213(d)(9)). In

addition, Canada imposes a VAT on cosmetic surgery, but not on other medical procedures.
"' See the discussion of the treatment of governmental and tax-exempt entities below.

9 5 See, the Treasury Report at p. 72.
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residence.) ^^ In addition, difficult administrative issues may arise

if a portion of the purchase price is attributable to nonhousing
components (for example, appliances and other amenities), or if a
portion of the rent is attributable to nonhousing services (for exam-
ple, parking or other facilities). In such cases, the preferential

treatment of principal residences may be available for consumer
goods other than housing.

Finally, payments for housing may include payments for the un-

derlying land. Some commentators believe that land is not consu-

mable and therefore should not be subject to the VAT.^^ Allowing
land to be excluded from the tax base may create administrative

problems in trying to allocate the portion of rental payments that

relate to land and the portion that relates to real estate improve-
ments.

H. Insurance and Other Financial Services

In general

One of the most difficult issues that must be addressed in devel-

oping a VAT is the treatment of insurance and other financial

services. It is generally believed that based on considerations of

economic efficiency and equity, all services (including financial

services) should be included in the base of any VAT and should be
taxed at the rate that generally applies to ordinary goods and serv-

ices. A VAT that exempts or zero rates insurance and other finan-

cial services generally would create an artificial incentive for indi-

viduals to purchase these services rather than other taxable goods
or services, and, consequently, would distort consumer preferences

and the efficient allocation of resources.^® In addition, because
higher-income individuals generally purchase greater amounts of

insurance and other financial services than lower-income individ-

uals, the exemption or zero rating of these services may make a
VAT more regressive. Notwithstanding these considerations, nearly
all countries that currently impose a VAT provide an exemption
for insurance and for the lending activities of financial institu-

tions. ^^

'* Likewise, the subs<»quent conversion of a residence to business use by a individual presents

an administrative issue. If personal residences are excluded from tax, the conversion to business

use should be treated as a taxable sale. In addition, some structures can be used for both person-

al smd commercial purposes, raising potentially difficult allocation issues.
*' See, note 213 of the ABA Report at page 77. Similarly, because land is generally considered

not to have a limited useful life, it is not depreciable or amortizable for Federal income tax or

financial accounting purposes.
** As explained in section I. C. 4. above, an exemption or zero-rating of a good or service re-

duces the total amount of VAT that would otherwise be psdd if the purchaser of the good or

service is not engaged in the provision of goods or services that are subject to the VAT. If the
purchaser is engaged in the provision of goods or services that are subject to the VAT, an ex-

emption or zero-rating of the good or service that is purchased does not reduce (and, in fact, in

the case of an exemption under a credit system, may increase) the total amount of VAT that
would otherwise be paid.

'^ In accordance with the Sixth Council Directive of the European Communities, all countries

that are members of the Eurof)ean Community provide a VAT exemption for the lending activi-

ties of banks and similar financial institutions and for insurance, reinsurance, and related serv-

ices performed by insurance brokers and agents. See Sixth Council Directive of May 17, 1977,

"On the Harmonization of the Laws of the Member States Relating to Turnover Taxes

—

Common System of Value Added Tax: Uniform Basis of Assessment," Official Journal No. L145,

art. 13B(a) and (d), reprinted in 2 CCH Common Mkt. Rep., par. 3165 (1977). Some countries that
exclude insurance from the VAT impose a separate retail tax on insurance.
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One argument for providing an exemption or zero rate under a
consumption-based VAT for the activity of making consumer loans

is that such loans are not an item of consumption. ^°° It is believed

by some, however, that loans to consumers are essentially a con-

sumption expenditure, and, consequently, the interest charged pur-

suant to such loans should be subject to the VAT.^o^
Another argument for providing an exemption or zero rate for

insurance and the lending activities of financial institutions is that

it is difficult as a practical matter to determine what portion of the
premiums received by insurers and what portion of the interest re-

ceived by banks and other similar financial institutions should be
subject to tax. The principal service provided by insurers to policy-

holders is the pooling of risks of loss. Insurers are compensated for

such services by premiums from the insured and the investment
earnings on such premiums. The principal service provided by
banks and other similar entities to depositors is intermediation

{i.e., the pooling of money for the purpose of investing). Banks are
compensated for such services by the "spread" on the interest rate

charged on loans and the interest rate provided to depositors;

banks also charge fees for certain financial services they provide.

The imposition of a VAT on the gross amount of premiums or in-

terest received would result in a tax that bears no relation to the

value added by insurers and other financial institutions.

Determination of taxable amount in the case of insurance

In the simplest case, the value added by insurers may be meas-
ured by the excess of the premiums received over the claims paid.

The premiums paid for most life insurance contracts, however, in-

cludes a savings element that does not represent value added by
the insurer for insurance services. Under a consumption-type VAT,
the savings element of insurance contracts should not be included

in the VAT base.

This concern could be addressed by including in the insurer's

VAT base only the excess of (1) the portion of the premium attrib-

utable to insurance coverage over (2) the actuarial cost to the in-

surer of providing the insurance coverage. It would be difficult as a
practical matter, however, to determine the portion of the premi-

um attributable to insurance coverage or the actuarial cost to the

insurer of providing the insurance coverage. For example, in the

case of single premium whole life insurance, it is unclear what por-

tion of the premium is attributable to insurance coverage because
the single premium funds the cost of insurance for the life of the

insured. With respect to the actuarial cost of providing insurance
coverage, it is uncertain whether the cost is to be based on indus-

try-wide actuarial data or the insurer's own experience, and, if the

latter, how to determine the insurer's own experience.

To avoid these difficult questions, it has been suggested that an
alternative system apply to insurance. ^^^ Under this system, insur-

'•"" See, Alan Schenk and Oliver Oldmein, "Analysis of Tax Treatment of Financial Services

Under a Consumption-Style VAT: A Report of the American Bar Association Section of Tax-

ation Ck)mmittee on Value Added Tax," Tax Lawyer, Vol. 44, No. 1, p. 181, 187 (1991).
'°' See, the Treasury Report at page 51.
•"2 See Barham, Poddar, and Whalley, "The Teix Treatment of Insurance Under a Consump-

tion Type, Destination Basis VAT," 40 National Tax Journal 171 (1987).



317

ers would be subject to VAT on the gross amount of premiums re-

ceived. Upon the occurrence of a claim, the insurer would gross-up

the amount of the claim by the VAT rate in effect at that time.

The insurer would be permitted to claim an input credit for the

amount of the gross-up. ^°^

Under this system, an insurer would be taxed solely on the value

of the risk-pooling service that it provides without resorting to esti-

mates or industry averages to determine the portion of the premi-

um attributable to insurance coverage or the actuarial cost of in-

surance. Nevertheless, such an approach may be criticized for not

taxing the value of the financial intermediation services provided

by insurers that issue life insurance with a savings element.

In order to address this criticism, it has been suggested by some
that insurers should be subject to a subtraction-method VAT or an
addition method VAT in lieu of the credit-invoice method VAT.^^*
If a subtraction- or addition-method of computing VAT liability

was adopted with respect to insurance while the rest of the econo-

my was subject to a credit method, an adjustment would be neces-

sary to insure that business purchasers of insurance obtain a credit

for the VAT paid by insurers.

Determination of taxable amount in the case of lending activities of
financial institutions

In the case of lending activities, ^<^^ the value added by banks and
other similar financial institutions may be measured by the excess

of interest received from borrowers over the interest payable to de-

positors, reduced by the cost of purchased inputs. In order to tax

this value added, it has been suggested that financial institutions

be taxed on interest received from borrowers and that depositors be

taxed on the interest paid by the financial institutions. In the case

of nonbusiness depositors who cannot claim an input credit for

such tax, however, this approach would result in the imposition of

tax on the interest income on savings, which may be contrary to

the purpose of a consumption-type VAT.
In order to avoid the imposition of VAT on interest paid to non-

business depositors, it has also been suggested that banks and
other similar financial institutions be taxed under an addition- or

'°3 The treatment of the policyholder under this system would vary depending on whether or

not the policyholder was a business. In the case of a business policyholder, an input credit would
be available for the VAT imposed on the premium payments. At the time of a claim, the

amount of the gross-up would be considered VAT payable by the business. In the case of a non-

business policyholder, no input credit would be available as premiums are paid and no VAT
would be payable with respect to the amount of the gross-up.

^°* Under a subtraction-method VAT, the base to which the rate of tax applies would be de-

termined for any taxable period by subtracting the total cost of inputs from total sales. Under
an addition-method VAT, the base to which the rate of tax applies for any taxable period would
be determined by adding together all the elements of value added including wages, rents, inter-

est, and net profit. Under either a subtraction- or addition-method VAT, the entire value added
by insurers, including the value of financial intermediation services, should theoretically be in-

cluded in the VAT base.

'°^The discussion contained in this section addresses lending activities of banks and other

similar financial institutions because such activities pose the most difficult VAT issues. In the

case of other goods or services provided by financial institutions, such as the rental of safe de-

posit boxes or the issuance of checks, a separate charge is generally imposed with respect to

these goods or services. A VAT should apply to these goods and services under the general rules

applicable to goods or services. Difficulties would arise, however, if a separate charge is not im-

posed or the charge does not reflect the full value of the good or service.
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subtraction-method VAT.^°^ The principal criticism of an addition
system is that it requires a determination of the profits of banks
and other financial institutions, and, historically, it has been diffi-

cult under an income tax system to accurately determine such
profits. It may also be difficult under an addition-method VAT to

make accurate border adjustments that would be in compliance
with GATT. A subtraction-method VAT for banks and other finan-

cial institutions would pose similar problems.

Additional issues

If it is determined that the provision of insurance and the lend-

ing activities of financial institutions should be included in a VAT,
at least two additional issues must be addressed. First, because a
destination-based VAT only taxes services provided in the United
States, rules are necessary to determine where insurance and lend-

ing activities are provided. Most countries that impose a VAT on
insurance treat insurance services as occurring where the risk is

located. Consequently, if a U.S. person insures a foreign risk, no
U.S. VAT would be imposed on the transaction. Conversely, if a
foreign person insures a U.S. risk, the transaction would be subject

to a U.S. VAT. This approach may create collection problems in

the case of foreign insurers that have no other connection with the
United States (especially if the subtraction or addition methods
were imposed on insurance providers). Second, it must be deter-

mined how the VAT is to apply to insurance and lending transac-

tions where premiums or deposits are made before the effective

date of the VAT and claims are paid or withdrawals occur after the
effective date. A similar issue arises if the tax rate changes after

the effective date.

I. Government Activities

The treatment of governmental entities involves issues of admin-
istration, competition, and intergovernmental relations. Specifical-

ly, questions arise as to whether the tax base can be accurately
measured and how the tax would be collected, whether the govern-
ment entity is in competition with a private enterprise, and wheth-
er it is appropriate for the Federsd Government to include a State
or local government in its tax system.

Federal, State and local governments generally provide services

to the public at no charge or at a reduced charge. If governmental
entities were required to collect VAT on such services, valuation
and collection issues would arise. On the other hand, certain gov-

ernment services are provided at a cost commensurate with their

fair market value (e.g., some city-owned parking garages). In such
cases, the governmental entity may be viewed as if in competition
with a private enterprise that offers the same service and it may
be appropriate to subject such a sale to the VAT. Further, intergov-

ernmental relationship issues arise if a State or local government
is subject to a Federal VAT on its purchases of goods and services.

Even if the relationship issues could be resolved, there may be ad-

'"^ It is reported that the Israeli VAT employs, at least in part, the addition method in apply-
ing its VAT to banks. See, Schenk and Oldman, supra note 34, at p. 191.
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ministrative problems in having all governmental entities register

for the VAT and file the appropriate returns.

A VAT could attempt to resolve these issues by providing that a
governmental entity would not be required to pay VAT on the

goods and services it purchases or collect VAT for the performance
of its services (with the exception of services for which a separate

fee is charged). In this way, governmental entities would not be
burdened by the VAT on their purchases and most governmental
entities would not be required to collect VAT pursuant to the per-

formance of their services. In essence, such entities would have
benefits similar to exemption without the related cost of having to

pay VAT on their purchases. Those governmental entities that

charge a separate fee for their services would be required to collect

VAT, as would private enterprises that perform similar services.
^°'^

However, the governmental entities would not be required to pay
VAT on their purchases. Issues arise as to whether it is appropri-

ate to subject to VAT the performance of traditional government
services where a nominal fee is charged (e.g., automobile licenses).

J. Exempt Organizations

The analysis of the issues relating to the taxation of tax-exempt
entities is similar to that of governmental entities. Specifically, the
issue arises as to whether it is appropriate to subject to the VAT
either the purchases or activities of entities that have been granted
income tax exemption ^°^ and, if warranted, how VAT relief

should be structured. ^°^

If services of charitable entities are not excluded from the VAT,
it may not only be difficult to value the services provided by such
entities, it may also be difficult for such some entities to charge
their indigent beneficiaries for the tax. Thus, it may not be appro-

priate to subject most charitable entities to the VAT. However, ac-

tivities through which such entities compete with taxable entities

may appropriately be subject to the VAT (for example, tax-exempt
hospitals compete with taxable hospitals). In addition, tax-exempt
institutions often compete with government institutions (for exam-
ple, private universities compete with State universities) and it

would seem appropriate, in such cases, to treat such institutions

the same.

K. Small Business

An exception from the VAT for small businesses could substan-

tially reduce compliance and administrative costs. An exception for

small business could also, however, distort economic behavior as

well as reduce the t£ix base. The existence and extent of the distor-

'"' However, split treatment may bias against efficient pricing of some governmental services.

For example, to avoid the imposition of a VAT on its local residents, a government that normal-
ly provides a separate charge for its services (such as trash collection) may stop providing for

separate charges and instead recover the cost of such programs through fees not subject to the

VAT (for example, by increasing property tax bills).

'°* Entities that have been granted Federal income tax exemptions may or may not be

exempt from the various Federal excise taxes.
'''* For example, all or some of the services of a tax-exempt entity could be zero rated, a tax-

exempt entity could be exempt from the VAT, or a tax-exempt entity could be exempt from the
VAT and its purchases could be zero rated. See, the Treasury Report at p. 70.
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tion would depend in part on the identities of the parties to a
transaction. In certain transactions, exempt small businesses would
be favored over businesses subject to the VAT. For example, if an
individual needs to have $1,000 of plumbing work performed on a
personal residence, the individual would prefer that the plumbing
be performed by an exempt plumber (who would charge $1,000)

rather than by a taxable plumber (who would charge $1,000 plus a
$50 VAT). 110

On the other hand, in other transactions businesses subject to

the VAT would be favored over exempt small businesses. For ex-

ample, assume that under the previous example a grocery store is

in need of the plumbing and the work involves $800 of materials

and $200 of labor. The exempt plumber would be required to pay
$40 VAT on its purchase of materials, and, because it is exempt,
would neither be permitted to claim a credit for the VAT it has
paid nor issue a VAT invoice so that the grocery store could claim
a credit for the VAT paid with respect to the materials. Thus, the

exempt plumber would charge $1,040 for his work, and the grocery
store would not be permitted to claim a credit for the $40 VAT. In

addition, when the grocery store raises its prices to offset the

$1,040 plumbing expense, it will charge VAT a second time on the

$40 VAT the plumber previously paid.

The treatment of a plumber who is subject to the VAT would
differ. A taxable plumber would also pay a $40 VAT with respect

to the materials, but would charge $50 VAT on the entire transac-

tion and claim a credit for the $40 VAT previously paid on the ma-
terials. The grocery store similarly would be allowed to claim a
credit for the $50 VAT that it pays the plumber. The grocery store

would pay the plumber $1,050 ($1,000 for the plumbing plus a $50
VAT), but, because the grocery store can claim the VAT it paid as

a credit, the cost to the grocery store is in effect $1,000. The gro-

cery store would charge its customers the theoretically correct

VAT on the overhead attributable to these plumbing costs, and
would not have to rziise its prices by an additional increment to

compensate for the "double VAT" that would be paid if the work
were done by a VAT-exempt plumber. If the size of the small busi-

ness exemption were increased, these distortive effects would be
more pronounced. ^ ^ ^

'
' ° This example assumes a VAT rate of 5 percent and that both plumbers provide work of

the same quality at the same price and that all of the economic burden of the VAT is borne by

consumers.
' '

' The distortions caused by VAT exemptions being granted at an intermediate step of pro-

duction are demonstrated in greater detail in Example 6 in section I of this part.



IV. EXPERIENCE OF FOREIGN COUNTRIES WITH THE
VALUE-ADDED TAX

A. Foreign Reliance on the VAT and Otlier Consumption Taxes

During the past 25 years, approximately 50 countries, including
Canada, Japan, Mexico, the United Kingdom, and nearly all other
major trading partners of the United States, have enacted some
form of a value-added, consumption-based tax. For example, of the
24 countries that are members of the Organization for Economic
Cooperation and Development (OECD), 20 have adopted a VAT as

their principal consumption tax.^^^ In addition, several Latin
American countries, including Argentina, Brazil, Chile, Columbia,
and Venezuela, have adopted a VAT, albeit often in a simplified

form.
The relative reliance of foreign countries on consumption

taxes, ^ ^ ^ such as the VAT, is much greater than the reliance of the
United States on such taxes. As illustrated in Table 3, for 1988 (the

most recent year for which comparative data are available), the
member countries of the OECD derived an average of 29.2 percent
of their total tax revenue from consumption taxes. ^^^ Further, an
average of 17.2 percent of their total tax revenue for 1988 was de-

rived from general consumption taxes, such as value-added taxes
and general sales taxes, while the remaining 12 percent was de-

rived from specific consumption taxes, such as excise taxes and cus-

toms and import duties.

In contrast, for 1988, the United States (including State and local

governments) derived only 14.7 percent of its total tax revenue
from consumption taxes. Of the total tax revenue of the United
States for 1988, 7.5 percent was derived from general consumption
taxes, such as the retail sales taxes imposed by State and local gov-

ernments, while the remaining 7.2 percent was derived from specif-

ic consumption taxes, such as the excise taxes imposed on alcohol,

tobacco, and motor fuels. Considering only taxes imposed by the
Federal government, for 1988, the United States derived no tax rev-

"2 The members of the OECD are Australia, Austria, Belgium, Canada, Denmark, Finland,
France, Germany, Greece, Iceland, Ireland, Italy, Japan, Luxembourg, the Netherlands, New
Zealand, Norway, Portugal, Spain, Sweden, Switzerland, Turkey, the United Kingdom, and the
United States.

The four members of the OECD that have not adopted a VAT are (1) Australia, which imposes
a wholesale sales tax; (2) Finland, which imposes a multi-stage sales tax that is partially cumu-
lative and that exempts most services; (3) Switzerland, which imposes a single-stage sales tax
that generally is collected on retail sales; and (4) the United States, which does not impose a
general consumption tax at the Federal level, although nearly all States and a number of local

jurisdictions impose general retail sales taxes. The U.S. Federal Government does impose a vari-

ety of excise taxes at the manufacturing or retail level.
"^ "Consumption taxes" include general sales or value-added taxes and sjjecific consumption

(excise) taxes imposed on selected products or services.
'

'
* The averages described in this section are simple averages that are not weighted for total

tax revenue, gross domestic product or any other measure.

(321)
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enue from general consumption taxes and only 5.2 percent of its

total tax revenue from specific consumption taxes.

Japan was the only member of the OECD that derived a smaller
percentage of its total tax revenue for 1988 from consumption
taxes, and this result is likely to change for 1989 and thereafter

based on the enactment of the Japanese VAT, which became effec-

tive on April 1, 1989.115

'

'
'' See below for a discussion of the Japanese VAT.



Table 3.-Percentage Distribution of Tax Revenue in Selected Countries by Source for 1988 1 

Income taxes 2 Social security taxes 3 Consumption taxes 4 Other Country taxes 7 Individual Corporate Employer Employee Generals Other 6 

Australia .................................................... 45.9 10.6 9.1 14.9 19.5 
Austria ........................................................ 22.5 3.2 16.1 13.7 20.6 10.2 13.7 
Belgium ...................................................... 32.0 6.9 20.6 10.7 16.2 6.9 6.7 
Canada ........................................................ 36.7 8.6 8.4 4.6 15.5 10.8 15.4 
Denmark .................................................... 51.0 4.4 0.2 2.0 19.4 12.3 10.7 

: Finland ....................................................... 46.2 4.2 8.2 23.9 13.4 4.1 
. : ! 

France ......................................................... 12.1 5.2 27.2 12.5 19.7 8.9 14.4 
West Germany .......................................... 28.9 5.3 19.1 16.2 15.6 8.6 6.3 
Greece ......................................................... 13.7 3.9 14.9 13.6 25.3 18.3 10.3 ~ 

Ireland ........................................................ 34.8 3.8 8.4 5.1 20.7 19.7 7.5 t\:) 
~ 

Italy ............................................................. 26.8 9.4 23.4 6.6 15.2 10.5 8.1 
Japan .......................................................... 22.9 24.4 14.4 11.1 10.8 16.4 
Luxembourg ............................................ : .. 24.4 17.3 13.6 10.4 14.2 10.4 9.7 
Netherlands ............................................... 20.5 7.3 16.9 19.0 16.5 7.2 12.6 
New Zealand .............................................. 51.0 7.9 17.9 12.9 10.3 
Norway ....................................................... 27.9 5.6 17.3 7.3 20.2 15.7 6.0 
PortugaIS ................................................... 16.6 9.4 20.4 26.6 27.0 
Spain ........................................................... 21.5 6.5 27.2 5.9 17.1 12.3 9.5 
Sweden ........................................................ 38.8 5.2 24.3 13.3 10.0 8.4 
Switzerland ................................................ 34.2 6.6 10.1 10.3 9.8 7.7 21.3 
Turkey ........................................................ 23.8 10.5 8.7 5.5 22.9 8.2 20.4 
United Kingdom ....................................... 26.6 10.8 9.5 8.5 16.5 13.1 15.0 



Table 3.-Percentage Distribution of Tax revenue in Selected Countries by Source for 1988 I-Continued 

Income taxes 2 Social security taxes 3 Consumption taxes 4 Other Country taxes 7 Individual Corporate Employer Employee Generals Other 6 

United States (including State and 
local taxes) ............................................. 34.7 8.4 17.0 11.4 7.5 7.2 13.8 

United States (excluding State and 
local taxes) ............................................. 41.2 9.7 24.6 16.6 5.2 2.7 

Average 9 .................................... " .. 30.8 8.0 15.3 9.7 17.2 12.0 12.5 

1 The classification of tax revenues by source is based on the criteria used by the OECD in its annual bulletin on comparative tax data of 
OECD member countries. For OECD purposes, taxes are defined to include all compulsory, unrequited payments to the general government. 
The general government consists of the central government as well as State, provincial, regional, and local govern!llents (except as specified 
above for the United States). 

2 Income taxes include taxes levied on net income or profits and capital gains (OECD heading 1000). 
3 Social security taxes generally include all compulsory contributions paid to the general government which are earmarked to provide 

social security benefits and which are paid by insured persons or their employers (OECD heading 2000). 
4 Consumption taxes include all taxes levied on transactions in goods and services on the basis of their intrinsic characteristics, (e.g. 

value or weight) as opposed to taxes imposed on the permission to use goods or perform activities (OECD heading 5100). 
S General consumption taxes generally include value-added taxes and general sales taxes (OECD heading 5110). 
6 Other consumption taxes include excise taxes and taxes imposed on imports and exports (OECD heading 5120). 
7 Other taxes generally include property taxes, estate, gift, and inheritance taxes, payroll taxes that are not earmarked for social 

security purposes, license fees, and other taxes imposed with respect to the permission to use goods or perform activities. 
8 For Portugal, income taxes equaled 22.2 percent of total tax revenue for 1988. There is no breakdown between individual and corporate 

income taxes, and, consequently, the income taxes collected by Portugal are listed under the "other taxes" heading. 
9 Unweighted average of percentages for those countries listed above that derived tax revenue from specified source. 

Source: Organization for Economic Cooperation and Development, Revenue Statistics of OECD Member Countries 1965-1989 (1990). 

~ 
~ 
~ 
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As illustrated in Table 4, the unweighted average of consumption 
tax revenue as a percent of total tax revenue for the 23 OEeD 
countries listed has remained relatively unchanged since 1975. For 
the U.S. as a whole, the percentage of total tax revenue derived 
from consumption taxes has declined from 16.2 percent in 1975 to 
14.7 percent in 1988. For the U.S. Federal Government, the percent­
age of total tax revenue derived from consumption taxes has de­
clined from 6.9 percent in 1975 to 5.2 percent in 1988. This decline is 
partially attributable to inflation eroding the real, inflation-adjusted 
value, of specific excise taxes at the Federal, State, and local level. 
This decline may also be reversed for 1991 and thereafter based on 
the Federal excise tax rate increases (e.g., alcohol, tobacco, motor 
fuels and aviation excise taxes) that were enacted as part of the 
Omnibus Budget Reconciliation Act of 1990. - -



Table 4.-Consumption Tax Revenue l as Percent of Total Tax Revenue 2 in Selected Countries, 1965-1988 

Country 1965 1970 1975 1980 1985 1988 

Australia ................................................................................... . 30.0 27.8 25.8 27.8 28.5 24.0 
Austria ....................................................................................... . 36.6 36.6 33.9 30.6 31.5 30.8 
Belgium ..................................................................................... . 34.1 32.7 24.6 24.6 22.7 23.1 
Canada ....................................................................................... . 35.3 27.6 26.0 24.5 26.1 26.3 
Denmark .................................................................................. .. 38.3 36.6 31.6 35.6 32.9 31.7 
Finland ...................................................................................... . 42.5 40.0 33.5 38.5 35.7 37.3 
France ........................................................................................ . 37.5 37.1 32.4 29.5 28.7 28.6 
West Germany ......................................................................... . 31.1 30.0 25.6 25.9 24.6 24.2 
Greece ........................................................................................ . 47.1 46.1 43.6 38.2 40.0 43.6 
Ireland ...................................................................................... .. 49.1 49.5 44.4 43.0 42.6 40.4 

37.0 36.3 28.3 25.2 23.6 25.7 C!:I 
~ Italy ............................................................................................ . 

Japan ......................................................................................... . 25.0 20.9 15.1 14.1 12.1 10.8 OJ 

Luxembourg .............................................................................. . 23.5 19.4 20.0 20.5 23.3 24.6 
Netherlands ............................................................................. .. 27.1 26.2 22.5 23.1 23.4 23.7 
New Zealand ............................................................................. . 26.2 25.2 22.8 21.4 22.0 30.8 
Norway ..................................................................................... .. 39.9 41.6 36.6 34.4 36.3 35.9 
Portugal ..................................................................................... . 41.5 42.2 38.1 43.4 41.3 47.0 
Spain ......................................................................................... .. 40.6 35.8 24.0 20.7 27.7 29.4 
Sweden ....................................................................................... . 29.5 26.5 22.7 22.6 25.4 23.3 
Switzerland ............................................................................... . 28.4 24.9 18.3 18.8 17.5 17.5 
Turkey ....................................................................................... . 53.5 48.8 40.9 25.2 35.7 31.1 
United Kingdom ..................................................................... .. 30.8 26.5 23.5 27.6 29.4 29.6 



Table 4.-Consumption Tax Revenue l as Percent of Total Tax Revenue 2 in Selected Countries, 1965-1988 
Continued 

Country 1965 1970 1975 1980 1985 

United States (including State and local taxes) .................. 19.2 16.9 16.2 14.4 15.4 
United States (excluding State and local taxes) .......... .. ...... * * 6.9 5.7 5.5 

Average3 ••••••••••••••• • •• • ••••••••••••••••••••.••••••••••••••••••••••••••••••••• 34.9 32.8 28.3 27.4 28.1 

1988 

14.7 
5.2 

28.4 

1 For this purpose, consumption taxes generally include , value-added taxes, sales taxes, excise taxes, import and export taxes, and all 
other taxes levied on transactions in goods or services (OECD heading 5100). 

2 For this purpose, total tax revenue includes all compulsory, unrequited payments to the general government. The general government 
consists of the central government as well as State, provincial, regional and local governments. 

3 Unweighted average of percentages for all countries listed above. 

Source: Organization for Economic Cooperation and Development, Revenue Statistics of OECD Member Countries 1965-1989 (1990). CI.:) 
t-:l 
-=1 
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B. Reasons Certain Foreign Countries Have Adopted a VAT
European Community

France is generally credited with introducing the first European
VAT in 1954, although the VAT employed by France generally did
not apply to retail sales or services until 1969. Denmark adopted
the first general VAT in 1967, and in the succeeding 6 years,
France, Germany, the Netherlands, Sweden, Norway, Luxembourg,
Belgium, Ireland, Italy, the United Kingdom, and Austria adopted
value-added taxes that applied to most goods and services at each
stage of the production and distribution process. Turkey imple-
mented a VAT in 1985, followed by Portugal and Spain in 1986,
and Greece in 1987.

There were two principal reasons why so many European coun-
tries adopted value-added taxes during the late 1960s and early
1970s. First, the adoption of a VAT was required as a condition of
joining the European Community (EC).^^® Second, prior to the
adoption of the VAT, most of the European countries had been im-
posing gross receipts or turnover taxes that applied to each taxpay-
er in a multi-stage production or distribution process with no credit
or other allowance for tax paid by another taxpayer earlier in the
process. Virtually all economists agreed that these "cascade taxes"
were distortionary and highly inefficient and should be replaced.
Under these "cascade taxes," a low-profit product that passed
through many hands prior to final consumption was often taxed
more than a high-profit product that passed through few hands. In
addition, the "cascade taxes" created an incentive for businesses to

merge with other businesses or vertically integrate their operations
in order to avoid paying tax at each stage of the production and
distribution process.

Japan

The Japanese VAT was enacted in December of 1988 as a means
to address the budget deficits incurred by the Japanese government
since 1975. At the time of enactment, the Japanese VAT was esti-

mated to raise nearly $40 billion int revenue, which represented ap-
proximately 10 percent of the Japanese budget. ^^"^ Although the
Japanese VAT was accompanied by sizable reductions in the taxes
imposed on individuals, the Japanese VAT has been strongly criti-

cized for making the Japanese tax system more regressive.

Canada

The Canadian VAT, which is commonly referred to as the Goods
and Services Tax (GST), was enacted in 1990 as part of a revenue
neutral tax reform package that repealed a 13.5-percent sales tax
that was imposed on Canadian manufacturers. The manufacturers'
sales tax was widely criticized as discriminating against goods pro-
duced in Canada because (1) imports generally were subject to a
lower tax burden, and (2) the tax could not be rebated on exports

"®See First Council Directive of 11 April 1967 on the Harmonization of Legislation of
Member States Concerning Turnover Taxes, Article 1.

The 12 current members of the EC are Belgium, Denmark, France, Germany, Greece, Ireland,

Italy, Luxembourg, the Netherlands, Portugal, Spain, and the United Kingdom.
''-• The New York Times, August 21, 1989, p. Dl.
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under the General Agreement on Tariffs and Trade (GATT). ^ ^ ^ In
addition, the manufacturers' sales tax did not apply to services
and, like the repealed European gross receipts and turnover taxes,

there was a cascade effect where tax was imposed on each taxpayer
in a multi-stage production or distribution process with no credit or
other allowance for tax paid by another taxpayer earlier in the
process. Notwithstanding these economic benefits, the Canadian
VAT has also been criticized for making the Canadian tax system
more regressive and for increasing the rate of inflation in Canada.

C. Description of the Value-Added Taxes of Certain Foreign
Countries

European Community

Each of the countries that are members of the EC utilizes the
credit-invoice method to determine the amount of VAT that is due.
As explained more fully in section I.C.I, of this part, above, under
a credit-invoice method VAT, the VAT liability for any period gen-
erally equals (1) the amount of taxable sales multiplied by the ap-
plicable VAT rate, reduced by (2) a credit for the amount of VAT
paid with respect to taxable purchases as shown on required in-

voices. If the credit for the amount of VAT paid with respect to

taxable purchases exceeds the amount of taxable sales multiplied
by the applicable VAT rate, the excess is refundable to the taxpay-
er.

Each of the value-added taxes in effect in the EC member coun-
tries is based on the destination principle. Thus, imports are sub-
ject to the applicable VAT rate, while exports are zero-rated, which
means that businesses are not subject to VAT on exports but are
allowed a credit for the amount of VAT paid on taxable purchases
that are attributable to the exports.
Most of the EXI) member countries provide exemptions from the

VAT for certain goods and services, such as educational services,

rental housing, insurance and other financial services. In addition,
many of the EC member countries provide a VAT exemption or
other special rules for small businesses in order to reduce the com-
pliance burden. Each EC member country uses a different defini-

tion of small business. As of 1987, the exemption levels ranged
from approximately $1,600 of annual taxable sales in Denmark to

approximately $48,000 of annual taxable sales for those businesses
engaged in the provision of goods in Ireland.^ ^^

As explained more fully in section LC.4. of this part, above, a
credit for VAT paid with respect to the purchase of taxable sup-
plies generally is not allowed if the business is exempt from the
VAT or the good or service to which the taxable supply relates is

exempt from the VAT. For this reason, most EC member countries
allow exempt small businesses to elect to be subject to the VAT in
order to obtain a refund where the credit on purchased supplies ex-

ceeds the tax due on sales.

"'See section n.E.3. of this part above, for a discussion of the GATT rules pertaining to the
tax treatment of Imports and exports.
"9 Alan Tait, Value Added Tax—International Practice and Problems (1988) p. 130.
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Most of the EC member countries also provide for different VAT
rates (other than zero) which vary based on the type of good or

service that is provided. (See Table 5 for a listing of VAT rates for

EC member countries as well as certain other countries.) As of July
31, 1989, the standard VAT rates, which apply to most goods and
services, of EC member countries ranged from 10 percent in

Turkey to 25 percent in Ireland. All of the EC member countries

other than Denmark impose a lower rate of tax on essentials, such
as food, medical care, electricity, and public transportation. ^^o

jj^

addition, one-half of the EC member countries impose a higher rate

of tax on luxuries, such as automobiles, televisions, jewelry, per-

fume, and furs.

Table 5.—Value-Added Tax Rates in Selected Countries^

[In percent]

p, . Standard Reduced^ Increased
L^ouniry

^^^^ ^^^^^ ^^^^^

Austria 20 10 32
Belgium 19 6; 17 25; 33
Canada 7 — —
Denmark 22 — —
France 18.6 5.5 28
Germany 14 7 —
Greece 16 6 36
Ireland 25 5; 10 —
Italy 19 4; 9 38
Japan 3 — —
Luxembourg 12 3; 6 —
Mexico 15 6 20
Netherlands 18.5 6 —
New Zealand 12.5 — —
Norway 20 — —
Portugal 17 15 20; 25
Spain 12 6 33

Sweden 23.46 — —
Turkey 10 — —
United Kingdom 15 — ^

Average^ 16 — —
1 The rates specified above are those in effect as of July 31, 1989, except that the

rates specified for Canada are those in effect as of January 1, 1991, when the

Canadian value-added tax went into effect.
2 In addition to reduced rates, most countries exempt or zero-rate certain goods

and services certain countries provide multiple reduced and increased rates.

3 Unweighted average of standard rates.

Source: Coopers & Lybrand International Tax Network, 1990 International Tax
Summaries (1990).

The differential VAT rates imposed by the EC member countries

are at least partially attributable to the circumstances of each

'^^ The United Kingdom has only one positive rate but zero-rates a number of essentials.
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country at the time that the VAT was enacted. In enacting the
VAT, the original members of the EC generally adopted a rate
structure that was designed to produce substantially the same eco-
nomic impact as the gross receipts or turnover tax that was in
effect prior to the VAT. It was believed that taxpayers would focus
on the economic benefits of replacing the gross receipts or turnover
taxes with a VAT if the distribution of the consumption tax burden
remained unchanged.
More recently, however, the use of multiple VAT rates has been

widely criticized as causing major compliance and administrative
problems. 121 i^ addition, the use of multiple VAT rates has been
criticized as creating economic distortions by providing an incen-
tive to purchase goods and services that are subject to the lower
VAT rate and by providing a disincentive to purchase goods and
services that are subject to the higher VAT rate.

In 1987, representatives of the EC recognized the advantages of a
VAT that applies as few rates as possible to as broad a base as pos-
sible. In attempting to harmonize the value-added taxes of EC
member coimtries by 1992, the Commission of the European Com-
munities recommended a two-tier VAT system with (1) a standard
rate of not less than 14 percent and not greater than 20 percent for
most goods and services and (2) a reduced rate of not less than 4
percent and not greater than 9 percent for certain defined goods
and services, such as energy, food, pharmaceutical products, and
passenger transportation services. ^ 22 -j^g Commission did not rec-
ommend a three-rate structure (with an increased rate for certain
luxuries) on the grounds that (1) the two-rate system would be sim-
pler and more efficient and (2) the types of goods and services that
are subject to increased rates differ significantly among the EC
member countries. ^ ^ 3

'2' A 1980 GAO study concluded:

"Government tax administrators and business representatives agreed that multiple
rates for domestically distributed goods and partial exemptions are the main factors
contributing to administrative difficulties. Those countries which used these to a great
extent experienced significant difficulties with their VAT systems. For example, both
government and business representatives in Italy stated that the use of seven rates has
greatly complicated government administration and business compliance. In contrast,
VAT administrators in Denmark indicated that their adoption of a single-rate system
has greatly simplified administration and compliance."

U.S. General Accounting Office, The Value Added Tax in the European Economic Community
(December 5, 1980) p. 9.

'22 Ck)mmission of the European Communities, Taxation in the Single Market (June 1990) p.

'23 The member countries of the EC generally opposed the two-rate structure that was recom-
mended by the Commission in 1987. Due to their high standard rates, Denmark and Ireland
would hkely suffer a significant revenue shortfall if the standard rate were limited to 20 per-
cent. In addition, some EC member countries believed that each country should be allowed to
establish its own VAT rates without restriction, while others believed that the proposed five or
31X percentage point rate differentials were too large. As an alternative, in June of 1989, the
Commission recommended that a minimum standard rate be established with member countries
free to adopt a higher standard rate. Commission of the European Communities, Taxation in the
Single Market (June 1990) p. 16.

The EC member countries are currently attempting to establish a minimum standard rate.
Luxembourg and Spain favor a 14-percent minimum standard rate, the United Kingdom opposes
any EC interference in the VAT policies of member countries, and the remaining nine member
countries favor a 16-percent minimum standard rate. "Financial Times, May 13, 1991, p. 3.
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Japan

The Japanese VAT has been described as an "accounts-based,
credit-subtractive VAT" ^^^ which is imposed at a uniform rate of

3 percent on most goods and services that are provided by business-

es in Japan.
Under the Japanese VAT, the VAT liability for a taxable busi-

ness generally equals (1) the amount determined by multiplying
taxable sales by the 3-percent VAT rate, reduced by (2) a credit for

the amount of VAT paid (or deemed paid) ^^s ^q suppliers on pur-
chases and the amount of VAT paid on imports. Unlike the tj^ical

European value-added taxes, there is no requirement that taxable
businesses maintain invoices to establish the amount of VAT re-

ceived on sales and the amount of VAT paid to suppliers on pur-
chases. Instead, the amount of VAT received on sales and the
amount of VAT paid to suppliers on purchases is determined from
the accounting records of each business.

Like the European value-added taxes, the Japanese VAT taxes
international transactions on a destination basis. Consequently, the
3-percent VAT applies to all imports, while exports are zero-rated.

Certain trsinsactions are exempt under the Japanese VAT, which
means that no VAT is due on the provision of the good or service

and no credit is allowed for the amount of VAT paid on taxable
purchases that are attributable to the good or service. Among the
most significant transactions that are exempt under the Japanese
VAT are: (1) sales and leases of land; (2) sales of most stocks, bonds,
and partnership interests; (3) lending and insurance transactions;

(4) government-sponsored lotteries; (5) certain government services

such as the sale of postage stamps and the granting of passports;

(6) medical services provided under certain health insurance laws;

(7) tuition for most schools; and (8) certain social welfare services.

A complete exemption from the VAT is also provided for busi-

nesses with annual taxable sales of less than 30 million yen (ap-

proximately $220,000, based on recent exchange rates), ^^® while a
partial exemption from the VAT is provided for businesses with
annual taxable sales of less than 60 million yen (approximately
$430,000, based on recent exchange rates). A business that qualifies

for the exemption may elect, however, to be subject to the VAT in

which case a credit would be allowed for the amount of VAT paid
on taxable purchases.

In addition, under the Japanese VAT, a business with annual
taxable sales of less than 500 million yen (approximately $3.6 mil-

lion based on recent exchange rates) ^^"^ may elect to determine the
credit for VAT paid (or deemed paid) on taxable purchases under a
simplified method. Under the simplified method, the credit for

wholesalers generally would equal 90 percent of total sales and the

'^* Alan Schenk, "Policy Issues in the Design of a Value-Added Tax: Some Recent Develo{>-

ments in OECD Countries," Tax Notes International, July 1, 1989, p. 32.
'2^ Under the Japanese VAT, a taxable business generally is allowed a credit for purchases

made from an exempt small business even though no VAT was paid with respect to such pur-

chases. A VAT credit generally is not allowed for purchases of exempt goods or services.
'26 Approximately two-thirds of all businesses in Japan have annual sales of less than 30 mil-

lion yen. The Nihon Keizai Shimbun Japan Economic Journal, January 28, 1989, p. 4.

127 Approximately 96 percent of all businesses in Japan have annual sales of less than 500
million yen. Id.
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credit for all other taxable businesses generally would equal 80 per-

cent of total sales.

Finally, under the Japanese VAT, taxable businesses are allowed

a credit for supplies purchased from exempt businesses, even
though no VAT was paid with respect to such purchases. By pro-

viding a credit for supplies purchased from exempt businesses, the

Japanese VAT favors exports and discriminates against imports. It

is unclear whether this feature of the Japanese VAT violates the

General Agreement on Tariffs and Trade ("GATT").

Canada

Like the typical European value-added taxes, the Canadian VAT
is a credit-invoice method VAT. Unlike the typical European value-

added taxes, the Canadian VAT applies to a somewhat broader
range of goods and services at a uniform rate of 7 percent.

As a credit-invoice method VAT, the VAT liability for any period

generally equals (1) the amount of taxable sales multiplied by the

applicable VAT rate, reduced by (2) a credit for the amount of VAT
paid with respect to taxable purchases. In addition, invoices are re-

quired to be maintained by businesses to establish that the proper
amount of VAT has been paid with respect to sales and that the

proper amount of VAT has been claimed as a credit with respect to

taxable purchases.
The Canadian VAT generally is imposed at a rate of 7 percent on

the value of the consideration paid for goods and services provided

in Canada in the course of a commercial activity. Under the desti-

nation principle that has been adopted by virtusdly every country
that employs a VAT, imports are subject to the VAT, while exports

are zero-rated.

The Canadian VAT provides a zero-rate for basic groceries (gen-

erally food sold for preparation and consumption at home), pre-

scription drugs, and medical . devices. In addition, the Canadian
VAT exempts financial services, health and dental services, child

care services, residential rents, legal aid services, and most educa-

tional services.

The Canadian VAT also provides special rules that are designed

to reduce the compliance burden for small businesses. Businesses

with annual sales of less than $30,000 (Canadian) generally are

exempt from the VAT. In addition, businesses with annual sales of

less than $500,000 (Canadian) are allowed to make payments of the

tax annually in lieu of the quarterly or monthly payments that are

required of larger businesses.

In order to address regressivity concerns, an annual refundable
VAT credit of $190 (Canadian) per adult and $100 (Canadian) per

child generally is provided to families with net income of less than
$24,800 (Canadian). This credit, which is designed to exceed the ad-

ditional costs that such individuals may incur by reason of the

VAT, is provided through the Canadian income tax system. Conse-
quently, individuals who are not otherwise required to file an
income tax return must file a return in order to claim the VAT
credit. In addition, as a regressivity offset, a portion of the VAT is

rebated for new home sales with a sales price of less than $450,000
(Canadian).



V. VALUE-ADDED TAX ADMINISTRATION ISSUES

A. Who Should Administer a VAT

In most major industrialized nations that have enacted a VAT,
the VAT is administered by the same governmental agency that
administers the income tax. In those countries, however, the degree
of integration of the administration of the VAT with the adminis-
tration of the income tax varies. For example, in some countries,
such as Germany, France, and Sweden, one office is responsible for

auditing both income tax returns and VAT returns. Other coun-
tries, such as the Netherlands, Denmark, and New Zealand, have
separated the auditing responsibilities.

A few countries have separated the administration of the VAT
from the administration of the income tax. For example, in the
United Kingdom, responsibility for administering the VAT is

lodged in Customs and Excise, while Inland Revenue is responsible
for the income tax. This arrangement appears to have occurred for

historical reasons: to equalize workload burdens as compared with
Inland Revenue, Customs and Excise was made responsible for the
wholesale taxes that were the predecessors of the VAT, and utiliz-

ing the administrative expertise they so acquired was considered to

be important.
Another factor influencing the choice of agency to administer the

VAT is the degree to which VAT revenues are projected to be de-

rived from imports. The greater the percentage of VAT receipts

projected to be derived from imports, the more consideration that
should be given to the role of the Customs Service in administering
this tax.

It appears that the role of the U.S. Customs Service in adminis-
tering a VAT on imports into the United States may be able to be
less significant than the role played by the customs agencies of our
major trading partners. In recent years, imports have represented
approximately 11 percent of gross domestic product in the United
States. In the United Kingdom, imports represent approximately
28 percent of gross domestic product; in France, imports represent
approximately 23 percent of gross domestic product. The average
for all European OECD countries is that imports represent approxi-
mately 28 percent of gross domestic product. This average is ap-

proximately two and one half times as great as the comparable
figure for imports into the United States. Thus, imports play a less

significant role as a percentage of U.S. gross domestic product than
they do for many of the major trading partners of the United States.

Another factor influencing the choice of agency to administer the
VAT domestically is the type of VAT chosen. If a subtraction-

method VAT is to be implemented, it would relate closely to the
income tax; consequently, no agency other than the Internal Reve-
nue Service should be considered in the selection of the agency

(334)
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principally responsible for domestic administration of a VAT. If, on
the other hand, a credit-invoice method VAT is chosen, it would be
possible to consider other agencies, such as the Customs Service. A
credit-invoice method VAT would, however, be similar to the Fed-
eral excise taxes currently administered by the Internal Revenue
Service. Consequently, it would appear that the Internal Revenue
Service should still be the leading candidate for domestic adminis-
tration of a credit-invoice method VAT. Similarly, it would appear
that the Customs Service should be the leading candidate for ad-

ministration of a VAT with respect to imports, regardless of wheth-
er a credit-invoice or a subtraction-method VAT is chosen.

B. Personnel Required to Administer a VAT

The 1984 Treasury Report estimated that it would require ap-

proximately 20,000 additional IRS employees to administer a
credit-invoice method VAT in the United States. (Although the
Treasury Report recommended that the Customs Service adminis-
ter a VAT with respect to imports, the Report contained no esti-

mate of the required number of employees or costs attributable to

administration of a VAT by the Customs Service with respect to

imports.) The economy has, of course, grown substantially since

then, and the size of the IRS has also grown. In 1984, the IRS had
87,635 full-time equivalent employees. For 1991, that figure is ex-

pected to be 115,622. One rough way to estimate the number of IRS
employees that would be required in 1991 to administer a VAT
would be to assume that the 1984 estimate was correct, that the
growth in the number of overall IRS employees from 1984 through
1991 was attributable to increases in the size and complexity of the
economy, and that a parallel expansion in the number of VAT em-
ployees would also have been required had a VAT been enacted in

1984. Thus, if the 20,000 employees figure from 1984 were expanded
by the same percentage that the total number of IRS employees
grew from 1984 through 1991, the number of IRS employees re-

quired to administer a credit-invoice VAT in 1991 would be 26,400.

Although this is at best a method that might only roughly approxi-

mate the number of IRS employees required to administer a credit-

invoice VAT in the United States, there can be little doubt that
significantly more employees would be necessary in 1991 to admin-
ister a credit-invoice VAT than would have been necessary in 1984
had a VAT been enacted then. The 1984 Treasury Report also esti-

mated that it would cost the Internal Revenue Service $700 million

per year to administer a credit-invoice VAT, once it was fully effec-

tive (this estimate did not consider the costs of the Customs Service
in administering a VAT). Adjusting that estimate for inflation, it

would cost approximately $980 million in 1992 dollars for the IRS
to administer a credit-invoice VAT in the United States.

The foregoing discussion assumes that the 1984 estimate that
20,000 employees would be needed to administer a credit-invoice

VAT is roughly correct. It is, however, possible that, considering
the experience of other countries that have a credit-invoice VAT,
the 1984 estimate may have significantly understated the number
of employees required to administer a credit-invoice VAT in the
United States.
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One way to assess whether the 1984 estimate of 20,000 employees
was realistic is to compare the ratio of Government employees who
work on the VAT to the number of VAT taxpayers (i.e., the
number that will file VAT returns rather than the number that
will pay the VAT). The 1984 Treasury Report estimated that there
would be approximately 20 million VAT taxpayers in the United
States. Consequently, the Treasury Report estimated that there
would be one IRS employee for each 1,000 VAT taxpayers.
That ratio is significantly lower than the ratio for other major

industrialized nations, as shown in the following table:

Table 6.—Ratio of VAT Administration Staff to VAT Taxpayers in

Selected Countries

Ratio of VAT
Country Year staff to VAT

taxpayers

France
Ireland
Italy

Netherlands
Portugal
Sweden
United Kingdom

1982
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There are several other factors that influence these ratios of

/AT employees to VAT taxpayers. One is the general size of the
/AT taxpayers. The larger the size of the VAT taxpayer, the more
ikely that the taxpayer will employ specialized experts to assist in

he preparation and filing of the VAT return. These specialized

>utside experts can help assure compliance with the law, at least

nsofar as the law is clear. With respect to the U.S. income tax, IRS
lata generally indicates that large firms make fewer errors in

)asic computations than small firms. This is also likely to be true
vith respect to a VAT. Thus, if two countries have equivalent gross

lational products but in one country large firms represent a larger

)ercentage of the VAT taxpayer universe than in the other coun-
ry, the country with the larger percentage of large firms may be
ible to utilize a lower ratio of VAT employees to VAT taxpayers.

It appears that, in general, the United States has a larger per-

lentage of large firms than several of our major trading partners,

''or example, in France, six percent of firms in all sectors of the
iconomy have 10 or more employees, and one-fifth of firms in the
nanufacturing sector have 10 or more employees. In Italy, both
vith respect to the manufacturing sector and with respect to all

ectors, six percent of the firms have 20 or more employees. In the
Jnited States, by contrast, over a third of the firms in the manu-
acturing sector have 20 or more employees. This may imply that
he United States would be able to utilize a lower ratio of VAT em-
)loyees to VAT taxpayers than these other countries.

Another factor influencing the number of staff required to ad-

ninister a VAT is the percentage of VAT revenues projected to be
lerived from imported goods. In general, it is easier to administer a
/AT on imported goods than on domestically produced goods, in

hat imported goods must pass through customs in order to enter a
lountry. Consequently, the higher the percentage of revenue that is

)rojected to be derived from imported goods (instead of from do-

nestic goods), the lower the ratio of VAT employees to VAT tax-

)ayers may be. On the other hand, it is much more difficult to ad-

ninister a VAT on imported services than on domestic services,

rhus, the character of the imports (i.e., whether they are goods or
lervices) may have a significant influence on staffing levels. It is,

;onsequently, unclear what overall impact imports may have on
he number of staff" required to administer a VAT.
An additional factor influencing the number of staff needed to

idminister a VAT relates to the general familiarity with the prin-

;iples underl3dng a VAT. If, as in a number of European countries,

;he VAT replaced an extensive system of wholesale and manufac-
;uring sales taxes, there would be a general understanding of the
)rinciples underlying a VAT and the transition to a VAT would be
iasier. Thus, fewer employees would be necessary to explain the
/AT and to conduct audits to assure compliance. On the other
land, if there was no general predecessor wholesale or manufactur-
ng sales taxes, there will be little familiarity with the principles

mderlying a VAT, which implies the need for more staff, especial-

y during the initial stages of the VAT.
Considering both the Federal and State tax systems, many VAT

taxpayers in the United States would be largely unfamiliar with
:he principles underljdng a VAT. Although most States impose
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retail sales taxes, there are three limitations on the utility of that
experience in dealing with a VAT. First, State sales taxes are gen-
erally imposed at the retail level. Thus, manufacturers and whole-
salers have limited exposure to these taxes (although some have
some exposure through the Federal excise taxes affecting certain
industries). Second, many State sales taxes apply to goods, but not
to services. To the extent these taxes apply to services, the number
of services to which they apply are generally quite limited and are
specifically enumerated. Two states (Florida and Massachusetts)
have recently moved toward extending their sales taxes to a broad
range of services, but have ultimately backed away from broad tax-

ation of services. By contrast, a VAT generally applies to most
services, except for a relatively small number with respect to which
the computation of the VAT is particularly difficult (such as finan-

cial services, insurance, and housing). Because the issues arising

from the application of a VAT to services are generally more com-
plicated than those arising with respect to goods, the utility of the
State experience may be limited. Third, because retail sales taxes
generally apply only to the ultimate consumer, the issue of input
credits has not generally been encountered in administering State
sales taxes. This also may limit the utility of the State experience.
Two additional factors that would influence the number of em-

ployees needed to administer a VAT are the relative efficiency of

the employees and the relative honesty of VAT taxpayers. It is dif-

ficult to £issess the impact of these factors on the appropriate size

of the staff necessary to implement a U.S. VAT.
In summary, some of the factors discussed above argue for a

higher ratio of staff to VAT taxpayers in the United States than in

other industrialized nations, while other factors argue for a lower
ratio. None of the factors is likely to account for a four-fold or five-

fold difference in the ratio of staff to VAT taxpayers that is implic-

it in the 1984 Treasury Report and the ratio actually utilized by
many industrialized nations.

If, for example, a ratio of one employee for every 250 VAT tax-

payers is considered appropriate (this level is at the upper end of
the range employed by most other industrialized nations), then a
four-fold increase of staff beyond the 1984 projection would be re-

quired. This would mean that 80,000 employees would be required
to administer a U.S. VAT (or slightly more than 100,000, if the
number is adjusted to reflect increases in the size of the IRS from
1984 through 1991).

Similarly, if a ratio of one employee for every 200 VAT taxpayers
is considered appropriate (which is closer to the middle range of

what other industrialized countries have experienced), then a five-

fold increase of staff beyond the 1984 projection would be required.

This would mean that 100,000 employees would be required to ad-

minister a U.S. VAT (or slightly more than 130,000, if the number
is adjusted to reflect increases in the size of the IRS from 1984
through 1991).

This analysis may mean that providing a realistic number of em-
ployees to administer a U.S. VAT could mean a near-doubling of

the size of the IRS. If this is the case, it could also mean a near-

doubling of the size of the IRS budget. The total IRS budget for

fiscal year 1991 is $6.1 billion.
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This in turn may mean that, if the United States were to choose

to adopt a VAT, consideration would have to be given as to wheth-
er a relatively low-level VAT is worth imposing, given these size-

able potential administrative costs.

The foregoing discussion is not intended to provide a definitive

analysis of the costs of implementing a VAT in the United States,

but rather is intended to indicate that there exists a wide range of

estimates of possible administrative costs.

If the United States were to enact a VAT and use it to replace

one or several existing taxes, it is possible that there would be a
net administrative saving to both the Government and the private

sector. If, however, the enactment of a VAT were coupled with rate

reductions in (rather than the elimination of) existing taxes, ad-

ministrative savings are more likely to be either minor or nonexist-

ent. This is also likely to be true if the revenues from a VAT are

devoted to deficit reduction or new spending programs.

C. Time Period Necessary to Implement a VAT

The 1984 Treasury Report stated that the IRS would need a min-
imum of 18 months after enactment before it could begin to admin-
ister a credit-invoice VAT. It is possible that slightly less time
could be required to implement a subtraction-method VAT.

Several factors would influence the selection of the appropriate

time period for implementation of a VAT. First, should the IRS be
designated as the agency to implement a VAT, the effect that rede-

ploying current employees to new jobs will have upon existing pro-

grams and functions must be considered. Training examination em-
ployees in the techniques of examining a VAT return necessitates

taking them away from other assigiiments, which could have nega-

tive revenue consequences. In addition, experience since 1984 has
shown that it takes more time than was earlier thought to be the

case to train a new IRS employee to the point at which he or she

can function effectively.

The ability of the IRS (or whatever other agency is chosen to ad-

minister a VAT) to absorb, train, and supervise effectively large

numbers of new employees must be considered. In recent years, for

example, the number of new employees provided to the IRS to ful-

fill revenue-raising functions (such as auditing and collection) has
been limited by the inability of the IRS to absorb effectively larger

increases. This same difficulty would arise if a totally new agency
were established to administer a VAT. For example, the Resolution

Trust Corporation, which was established in 1989 to supervise the

liquidation of former thrift assets now owned by the Government
(among other responsibilities), hired slightly more than 6,000 new
employees (including transfers from predecessor agencies) from
August 1989 through April 1991. Some observers believe that this

agency has experienced some difficulties in managing so many new
employees in such a short period of time, despite the fact that a
number of these employees had relevant experience in either the

Government or the private sector. Similar difficulties could arise

with respect to the VAT; indeed, they might be worse, in that the

initial number of employees hired would likely be higher and the

amount of relevant experience of those employees would be less.
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Although current Federal tax administration experience would
provide only a limited base of knowledge upon which to build the
administration of a VAT, the very substantial experience of other
industrialized countries could provide significant assistance. The
experience of two of our major trading partners, Japan and
Canada, both of which have recently instituted a VAT, could be es-

pecially useful in providing guidance as to how best to implement a
VAT.

D. Administrative Costs to Private Sector

The private sector would incur substantial additional costs in

complying with a VAT. Perhaps the most significant of these would
be personnel costs. Existing personnel would need to be trained in

the operation of the VAT; many companies would need to hire ad-
ditional personnel. In addition, most companies would incur equip-
ment costs. Significant personnel and equipment costs would be in-

curred whether a credit-invoice or a subtraction-method VAT were
chosen.

If a credit-invoice VAT were chosen, the private sector would
have to acquire new equipment (or modify existing equipment) that
would produce invoices that would show the amount of VAT paid
on the invoice (this is an essential feature of the credit-invoice

system VAT that is employed by most industrialized nations that
have enacted a VAT). In order to assist companies with the acquisi-

tion of this equipment, Canada provided a start-up credit of $300
(Canadian) to $1,000 (Canadian) for companies with quarterly reve-

nues below $500,000 (Canadian). Canada also exempted electronic

cash registers and related inventory control equipment from the
Canadian Federal sales tax and permitted the immediate deduction
(instead of capitalization) of the costs of this equipment for income
tax purposes for the first two years the VAT was effective. Shifting
a portion of the private sector costs to the Government in a
manner similar to this could be a useful way to ameliorate the bur-
dens on the private sector.

E. Interaction with State Sales Taxes

It would be possible to enact a Federal VAT in the United States
and simultaneously maintain the existing system of State sales

taxes. Because these dual systems might, however, cause some con-

fusion (particularly with respect to retail transactions), some ob-

servers have suggested that State sales taxes be repealed and that
a portion of the Federal revenue received from the VAT be re-

turned to the States as compensation for the repeal of State sales

taxes.

While this proposal would be relatively easy to administer, it

might be perceived as an undesirable ceding of State control over a
significant source of revenue to the Federal Government. It is also

possible that the recent history of revenue sharing, in which a por-

tion of Federal revenues was provided to the States, but which was
later repealed, could cause the States to be reluctant to participate

in such a system. In addition, a dual system of a Federal VAT com-
bined with State sales taxes could be perceived as eroding the base
for the State sales tax and therefore could bring political pressure
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)n the States to reduce their sales taxes, which could cause them to

)ppose a Federal VAT.
Although other countries have encountered the issue of harmo-

lizing a new Federal tax with existing State or Provincial taxes,

he unique nature of the Federal-State relationship in the United
states may make this issue more difficult to resolve than in other

;ountries. Perhaps a more analogous situation is the ongoing VAT
larmonization efforts that the European Community is undertaki-

ng as part of EC 1992. It now appears that the process will be
nore complex and will take more time to complete than was ini-

ially anticipated.
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INTERNATIONAL ECONOMIC COMPETTITVENESS, TRADE
PERFORMANCE AND U.S. LIVING STANDARDS

SUMMARY*

Even a casual review ofthe voluminous literature on international economic
competitiveness suggests that people have many different concepts in mind when
they use the term. Commentaries on competitiveness frequently focus on trade

performance, especially the recurrent U.S. trade deficits; U.S. living standards,

especially as compared with those in other industrial countries; and the performance

ofindividual U.S. firms or industries, especiallyhi^i-technology producers. Analysts

ofthe competitiveness "problem" draw different conclusions about trends in U.S.

competitiveness and about the kinds oftrade, tax, education, macroeconomic, and
other policies that are needed to deal with those trends. A dominant, though
by no means unanimous, view, in the literature is that U.S. international

competitiveness is somehow declining.

The contributors to this report make few generalizations about national

competitiveness. They suggest, instead, that the concept of competitiveness is

best applied to a single producer or a group of producers within the economy.

• From the perspective ofa single company the concept ofcompetitiveness
is straightforward: it is the ability under fair trading conditions to compete
successfully for orders; in general, to produce at low enough costs relative

to competitors, domestic and foreign, to generate profits adequate to

justify its investments. Against domestic competitors this depends on
low unit costs of producing, selling and delivering products. (Cox, p.

7)

A partial indicator of competitiveness— unit labor costs in manufacturing
— is compiled by the Department of Labor. When converted to a common currency,

U.S. unit labor costs have had a mixed record since 1980. Between 1980 and 1985,

when the dollar rose rapidly relative to other currencies, U.S. labor costs rose

relative to other major trading partners. With the depreciation of the dollar in

the second half of the 1980s, however, the outlook for U.S. manufacturing
competitiveness looks more promising. (Cox, p. 11; BoUe, p. 20-22)

Because the ability ofU.S. manufacturers to compete against foreign producers

is heavily influenced by macroeconomic conditions, the concept of national

competitiveness is a complex one.

*Prepared by George D. HoUiday, Specialist in International Trade and Finance,

Economics Division.
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• Against foreign competitors, however, the ability to compete successfiilly
is affected very heavily by macroeconomic influences on price levels and
exchange rates in various countries that are beyond the control of
producers...Hence, the concept of "competitiveness" among nations is
anjrthing but straightforward. (Cox, p. 7)

U.S. trade deficits, cited by many as evidence of a loss of competitiveness,
are products of such macroeconomic influences.

• ...U.S. trade deficits in the 1980s were the consequences ofmacroeconomic
forces given movement by the spending and savings decisions ofAmerican
households and government. In the 1980s the United States consistently
spent more than it produced, the difference coming, as it must, from
abroad as imports in excess of exports. (Elwell, p. 15)

Thus, if the trade deficit is a major concern of policymakers, their focus should
be on the macroeconomic conditions that drive the deficit.

U.S. LIVING STANDARDS

Several contributors suggest, however, that the ultimate concern ofeconomic
policy IS not removing the U.S. trade deficit, but improving U.S. living standards.
Indeed, from an economic viewpoint, trade deficits may improve living standards
by allowing consumption in excess of domestic production (as in the 1980s) or
by allowing investment in excess of domestic savings.

• ...the net inflow and output of foreign funds can be used to support
domestic investment. Such capital accumulation will tend to accelerate
the rate of growth of output and raise future living standards. Debt
that is incurred can likely be paid back with some portion of this new
output, leaving the remainder to augment domestic consumption. (Elwell,
p. 16)

Whether a country borrows to increase domestic consumption or investment,
however, it must eventually pay back the accumulated debt. In the long run, it
IS productivity growth that largely determines U.S. living standards, and U.S.
productivity growth has slowed.

• Statisticians who had projected standard ofliving and productivity growth
rates on the basis of experience from 1947 to 1973 fueled expectations
that the standard of living in the United States would continue to double
every generation (roughly every 25 years).

However, at the rate that productivity and standard of living have been
growing in the United States since 1973, it will take about twice as long
for the standard of living to double again (until about 2020) and three
times as long for productivity to double (until about 2060). (Bolle, p.
19)
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While the causes of the slowdown in productivity growth are not precisely

understood, many believe that increased investment in education and training,

research and development, and infrastructure vnll provide a stimulus to future

productivity growth. Such policies would presumably influence positively the

competitiveness of U.S. producers in the future.

Trade policy, which is sometimes ineffectively aimed at correcting the trade

deficit, can be used to improve U.S. living standards. Most economists, believe

that free trade, based on comparative advantage, maximizes the welfare of all

trading countries.

• Basic international trade theory holds that nations export those

goods and services that they can produce more cheaply relative to the

rest of the world and import the other goods and services they need.

Uninhibited international trade promotes the general economic welfare

of each nation and therefore the world as a whole because it permits

countries to achieve the hi^est level ofproduction and, therefore, income

with a given endowment of land, labor, and capital.

...In general, [trade] negotiations will improve the efficiency of

international trade, and therefore, living standards, if they encourage

production by efTicient producers rather than divert trade towards less

efficient producers. (Cooper, p. 23,25)

There have been many challenges to the notion that free trade maximizes
a country's welfare. Advocates of a "strategic trade policy" — government
intervention in a market dominated by a few Isu-ge firms— have been particularly

articulate in debates over trade policy in recent years. Although some economists

argue that a government could maximize a country's gains from trade, most are

reluctant to recommend such a policy.

• The main rationale for strategic trade policy is that, when there are

relatively few large firms in an industry, some firms earn excess returns.

With government intervention, such as subsidies or trade protection,

these excess returns might be shifted from foreign to domestic firms.

Foreign firms orgovernments may retaliate, however, makingthe ultimate
outcome uncertain. In practice, strategic trade policy has a number of

limitations, such as the likelihood of retaliation and the practical

difficulties (both economic and political) of deciding which industries

should receive subsidies or trade protection. Most economists who
developed the newtrade theory are wary ofrecommending it in practice,

and argue that free trade remains the best policy in an uncertain world.

(Wilson, p. 27-30)

Thus, trade policy, by promoting open markets or by shifting excess returns

in oligopolistic markets from foreign to domestic firms could, theoretically, raise

a country's standard of living.
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HELPING INDIVroUAL FIRMS TO COMPETE

Governments frequently intervene in the economy through trade policv fora variety of reasons, including technology policy, or regulaton. policy to heb

It aTost^or ^^iT'^"!"-'
--P«^- Such poHdes oftfn hel^some p;odut^^^

Sner«tfnl ^ c
' producers, and protection of strategic industries ma^generate inefficiencies. Such costs are sometimes accepted because some producers

for whthr '''' "'^ ^ ^-hnological spinoffs or national defense advantagesfor which they are not compensated in the market place.

to hP^ WH^'T"!
^^""^ advocated strategic trade policies and other measuresto help high technology industries compete in global markets.

*
3!.^^iT'°^

''7^'°^'"^"* '' recognized as an important part ofeconomicgrowth and international competitiveness. Improvingupon an existing
commercial technology or creating a new technology can result in greatermarket shares and revenues; advances in technology also can providenew methods and processes of production in a global economy...Whilesome argue that we have entered an age of "borderless economies" and
free technology flows, others place a great deal of emphasis on the roleofnational technology policies to protect and nurture advanced or vital
technologies. (McLoughlin, p. 31)

rirms?o3piteT!>ad.^
'°""" "'^ "^'^ '' '^''' °^ ^^^^ ''''^^^'' ^- U.S.

• Government regulation - whether at local, state, national, or
supranational levels- influences market behavior and affects the ability
of firms to compete within a market across international
markets...Increasingly, trade negotiations are likely to focus on regulation
as a source of trade friction, especially where regulatory regimes are
perceived to be diverging. The United States and {he EuropeanCommunity (EC) appear to be taking different paths when it comes tothe question ofregulation...The global orientation ofthe U.S. economy
suggests that barriers arising from diverging regulatory systems poses

m^l^^'lt ""^^"^ ^^^' "^^ ^^' international trade system.

ofUS ^rZ^r^ "''^T''
°^ ^•^- '•^g"l«t°'y Po""es that influence the ability

'

01 u.b. tirms to compete is antitrust policy.

• Concern over U.S. international competitiveness has led to an examination
ot antitrust laws .In examining proposals to revise antitrust laws, U.S
policymakers will need to balance the goal ofpromoting U.S. industries'
international competitiveness with the goal ofmaintaining competition
in the domestic economy in a way which maximizes (to the extent possible)consumer welfare and economic efficiency. Likewise, policies to encourage
greater cooperation among firms to enhance technical innovation should
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not come at the expense of discouraging innovations by smaller firms.

Finding the best balance, however, will be very difficult due to the fact

that market outcomes, especially in a rapidly changing international

market, are extremely hard to predict. (Morrison, p. 44)

IMPROVING LIVING STANDARDS AND COMPETTTIVENESS

Governments sometimes face diltmmas of how to help individual firms or

industries compete, without imposing costs on other parts of the economy.

Protectionist trade policies or industrial policies, for example, often involve such

tradeoffs. While ideal solutions are elusive, several of the contributors to this

study suggest that a clear focus on improving U.S. living standards can provide

guidelines to solving such policy dilemmas. For example, common prescriptions

for improving productivity performance — macroeconomic policies to promote

steady growth with price stability; public investment in education, training and

infrastructure; tax policies to promote savings and investment; and trade policies

to maintain open international markets — are consistent with a strategy of

improving the competitiveness of U.S. producers.
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THE CONCEPT AND MEASUREMENT OF COMPETITIVENESS*

From the perspective of a single company the concept of competitiveness is

straightforward: it is the ability under fair trading conditions to compete successfully

for orders; in general, to produce at low enough costs relative to competitors,

domestic and foreign, to generate profits adequate tojustify its \ avestment. Against

domestic competitors this depends on low unit costs of producing, selling and

delivering products.

Against foreign competitors, however, the ability to compete successfully is

affected very heavily by macroeconomic influences on price levels and exchange

rates in various countries that are beyond the control ofproducers. These influences

include monetary and flscal policies, savingand investment trends, and international

capital flows, which are massive and respond to many stimuli. Hence the concept

of competitiveness among nations is anything but straightforward.

Nobel economist, Lawrence Klein, has laid out a "four-factor analysis" of

international competitiveness, definingthese factors as (1) the a ; -age wage rate,

(2) the amount oflabor per unit ofoutput, (3) profit margin, and (4) the exchange

rate. Factor (2) is the reciprocal of labor productivity. Profit margin refers here

to the mark-up over labor cost and, ifa producer is to remain viable, it must cover

costs of capital, energy and other materials as well as adequate returns to risk.

The product of the first two factors — the average wage times labor input

per unit of output— yields average labor cost per unit of output. According to

Klein, "To be competitive, a country should try to hold down its unit labor cost

and may do so on two fi-onts, either throu^ wage restraint or through productivity

enhancement, or through a combination ofboth." He continues, "The more profit

restraint we find, the lower prices will be; conversely, high profit margins can

contribute to lack of competitiveness."' Data for three of these four factors

(excluding "profit margins") are compiled by the Bureau of Labor Statistics and

are reviewed below (p. 9).

Klein continues, "Behind these factors lie many important social and

institutional forces that have much to do with competitiveness. Dedication to

the buildup of a country's export position, as exemplified by MITI and JETRO
for Japi^n, education of a population toward a strong work ethic, parsimonious

living, and strong technological education are among the background factors that

make an economy competitive. .
."

But things are more complicated than Klein indicates. Sustained productivity

gains yield increases in real income as well as cost reductions, and part of this

income will be spent on imports, offsetting some or all of the trade-balance

* Prepared by William Cox, Senior Specialist in Economic Policy, Office of

Research Coordination.

' Lawrence R. Klein, Components of Competitiveness, Science, v. 241, July

15, 1988. p. 309.
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improvement from more competitive prices. Trade-balance gains stemming from
productivity advances or restraints on wages and other costs may activate

counterbalancingmechanisms (for instance, a rise in the exchange rate) that tend

to reverse those gains. Breakthrou^is by one firm or industrymay spur adjustments

that hamper other trade-affected industries; in a textbook example, oil and gas

discoveries in the North Sea around 1970 caused such heavy demand for the Dutch,

Norwegian and British currencies that they rose to levels at which these nations'

manufacturing industries had trouble competing. Capital inflows responding to

policy shifts can drive exchange rates to levels that tilt the plajang field, as

Americans learned to the joy of consumers but the chagrin of many producers

in the mid-1980s. Moreover, "parsimonious living" (i.e. low wages and profits)

is not an acceptable goal of national policy. An excessively low exchange rate

also reduces living standards.

Hence an analysis of factors affecting a nation's ability to be the low bidder

in world competition does not lead to a program of action that can be relied on
to improve its trade balance.

RELATIONSHIPOFCOMPETmVENESSTO PRODUCTIVITYGROWTH
AND U.S. LIVING STANDARDS

The ultimate concern of economic policy is the living standard of all Americans,

whether or not they work in industries engaged in international competition.

Competing successfully in world trade is best seen as part of the broader issue

of raising living standards generally. While the significance of international

competitiveness is elusive, we know that the principal source ofhigh living standards

is high productivity— high real output per unit of inputs in the production process

— and rising living standards come mainly from rising productivity. High and
rising productivity may or may not increase the Nation's trade balance, but it

certainly would yield high and rising living standards.

Ideally one would wish to examine the productivity of all inputs, including

capital, energy and other materials. Complexities ofmeasurement and statistical

methods, however, limit most analyses to comparisons of labor productivity.

Differences in labor productivity among nations are explained mainly by differences

in capital inputs per worker and the technology they contain— technology embodied

in human beings as well as in infrastructure, machinery, equipment, structures

and the organization of production.

Productivity gains come in various forms. One form is an improvement in

production processes that reduces costs. Another is an advance that yields a

technically superior or wholly new product and sometimes a whole new industry.

When successful, both types of advances initially mean higher real incomes for

producers who implement them. In the longer run, as knowledge spreads and
innovations are copied, competition brings lower prices and/or better products

to customers, raising living standards of buyers both at home and abroad.

The innovating nation's products become more attractive in international

competition, enabling it to sell and probably to earn more abroad and to purchase
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imports on more favorable terms. An improvement in its "terms of trade" may
take the form of a higher exchange rate, making purchases abroad cheaper —
another route to rising livingstandards. But the quantitative importance ofrising
terms oftrade is likely to be small for the United States, a countrywith a relatively

small trading sector and a large home market. Most ofthe benefits ofproductivity

gains are reaped as real income gains at home.

Policy makers would wish to consider some ofthe same alternatives to boost

livingstandards in general as toboost international competitiveness in particular:

(1) accelerating research and technology development; (2) increasing market-oriented

education and training; and (3) boosting infrastructure maintenance and expansion.

If national living standards are the goal, these approaches would be applied broadly

without special consideration for exporting industries or facilities. Private industry

does not invest as much in these areas as the returns to society warrant, because

returns to such investments spread beyond the investing firms; government funding

therefore is warranted. Such policies to enhance productivity work gradually

at best, however, and results even of vigorous initiatives are likely to become
discernible only in a decade or more.

When formulatingpolicies to increase the Nation's trade balance in the short

term, policy makers would wish to focus mainly on macroeconomic factors affecting

national saving and international capital flows. Unless efforts include appropriate

revisions of macroeconomic conditions, such £is reducing consumption spending,

results measured by changes in the trade balance probably will be disappointing.

Here the actions implied are likely to be onerous. The most direct and effective

ways for government to reduce national consumption spending are (1) to cut

government expenditures that contribute to consumption and (2) to raise taxes

on consumption.

Many consumption-generating government programs involve transfer payments

to the elderly, sick and disabled that are made for reasons of compassion. One
could curtail payments, however, to people who are well-offwithout them, outlays

for programs that are not accurately targeted or do not function as intended,

subsidies to inefficiency, and administrative costs. Federal investment spending,

including military investment, also must be put to a rigorous cost-effectiveness

test. The desired effect will be obtained only if spending cuts by the Federal

government spur minimal offsetting reductions in saving by State and local

governments and the private sector.

Tax increases to curtail consumption and boost national saving are likewise

onerous. Personal income and payroll taxes are likely to fall heavily on consumption
spending as are excise taxes. Increases in taxes on corporate inco. . ; and personal

investment income fall more heavily on saving. Special tax preferences to encourage

private saving, however, often have proven ineffective and, by losing government
revenue, have reduced overall national saving.
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MEASURING COMPETITIVENESS

Data on unit labor costs in manufacturing — partial indicators of

competitiveness— have been compiled for the United States and 13 other major
trading nations by the U.S. Bureau of Labor Statistics G)epartment of Labor).

They are provided in home currencies and converted to U.S. dollars using current

market exchange rates. Such data have been compiled also for a number of

individual manufacturing industries in the United States, Japan, Germany and

France.

The BLS discourages comparisons of levels of labor productivity and unit

labor costs because ofdata inconsistencies among nations. But indexes comparing
the changes in these variables over time among countries are widely used. It should

be reemphasized that these data encompass only manufacturing sectors. They
do not include the actual prices of goods or services and hence do not account

for mark-ups over labor cost, for which no consistent information exists.

BLS also has compiled data on real gross domestic product (GDP) per capita

and per employed person in the same set ofcountries. As measures ofreal income,

these figures are converted to dollars using estimated purchasing-power-parity

exchange rates. These series encompass the entire economy, including service

sectors, and constitute indicators of national living standards and productivity.

They relate to competition among nations only to the extent that nations are

engaged in productivity "derby" or a race to the highest livingstandard. According

to BLS, the United States still leads this derby with Canada close behind and
other countries lagging by 15 percent or more.

Because real GDP per employed person is an indicator of both real income

and productivity, it serves to remind us that at the aggregate level the two are

equivalent. Low-income countries have proportionally lower average productivity

than higher-income countries, and average production costs compared using

purchasing-power-parity exchange rates should be the same. If this is so, then

differences in competitiveness stem either from differing cost rankings among
sectors between countries (comparative advantage) or from deviations in exchange

rates from levels that represent purchasing power parity over traded products.

Unit Labor Cost Comparisons

What can be inferred from comparisons ofunit labor costs in manufacturing?

Prior to 1973, when exchange rates were held by governments within narrow

(two-percent) ranges with occasional devaluations or (upward) revaluations,

comparative unit labor costs were driven mainly by changes in productivity and
labor compensation. In fact, exchange-rate changes occasionally were required

to offset the effects on competitiveness of diverging trends in unit costs.

Since 1973, when major countries allowed exchange rates to be set by supply

and demand in currency markets, their fluctuations have played a large role, as

illustrated in figure 1 appearing in a section of this briefing book entitled,
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Productivity and U.S. Living Standards (p. 22 below). Similar data are shown
for the United States and 13 other countries for periods ranging from 1960 to
1989 in Table 1 below (p. 12).

In general since 1973, unit labor costs in U.S. manufacturing have declined
relative to those ofmost of the other countries when each is tabulated in its own
currency. Although productivity growth in the United States lagged that ofmany
other countries, increases in laborcompensation lagged by even more. Exceptions
to this statement were Japan, Germany, the Netherlands and Belgium. This general
trend was broken from 1978 through 1980— years ofhigh inflation and ensuing
recession in this country. The downward trend in relative U.S. unit labor costs
resumed in 1981 and steepened from 1983 to 1987 (see above-mentioned chart).

When converted to a common currency using market exchange rates, the
picture changes, especially in the 1980s. During this period productivity growth
in U.S. manufacturing accelerated from its slow pace of the 19708, and average
boosts in hourly compensation were curtailed substantially. Average annual
increases in unit labor costs from 1979 to 1989, measured in national currencies,
were significantly less in the United States than in every other country shown
in table 1 except Belgium, the Netherlands, and Japan. In Japan unit labor costs
in yen were reduced by nearly 1 percent per year.

Between 1980 and 1985, however, the U.S. dollar soared relative to the
European currencies and rose moderately relative to the Canadian dollar and
Japanese yen. Measured in dollars, therefore, Canadian unit labor costs rose
somewhat less than U.S. costs, and Japanese and European unit labor costs fell

between 2 and 10percentperyear. U.S. industries faced with foreign competition
were priced out of markets at home and abroad, not because their production
costs were rising faster, but because of macroeconomic influences on exchange
rates that were beyond their control.

The dollar retraced its rise however, from 1985 through 1988 and has subsided
more slowly since then to about 10 percent below its 1980 level against these major
currencies. Therefore UJS. manufacturing competitiveness, viewed in the aggregate,
now looks fairly promising again.

Eight of 13 U.S. industry groups had higher rates of productivity growth
in the 1980s than from 1973 to 1979. One industry, however, accounted for much
of the overall difference. The productivity growth rate for nonelectrical machinery
producers rose from only 0.8 percent annually from 1973 to 1979 to 10.6 percent
from 1979 to 1985. All of that increase was due to the rapidly improving
productivity of the computer-manufacturing industry, measured in part by the
quality of its output. Excluding nonelectrical machinery, U.S. manufacturing
productivity growth reversed only half as much as otherwise of the slowdown
experienced in the 1970s.

Nonmanufacturing industries, furthermore, showed very little improvement
in productivity growth in the 1980s. The private business sector excluding
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manufacturing recorded productivity growth of 2.7 percent annually from 1960

to 1973, 0.4 percent from 1973 to 1979, and only 0.6 percent from 1979 to 1989.

Other Measures of "Competitiveness"

Other gauges of"competitiveness" sometimes presented, such as comparative

indicators of research and development effort, education and training, or plant

and equipment investment, have less to do with traders* present ability to compete

internationally than with relative efforts to increase productivity across their

economies. They are measures ofcomparative investments in future income gains

in different societies. As such they may be indicators ofthe willingness to sacrifice

today for higher living standards in the future.
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Table 1. CHANGES IN UNIT LABOR COSTS IN MAMJFACTURING

IN THE UNITED STATES AND 13 OTHER COUNTRIES, 1960-1989

Avaraqa annual rataa of chan^a (1)

Country

' or araa

1960-89 19C0-73 1973-S9 1973-79 1979-«9 1979-17

anltad Stataa

Onlt labor ooata: Vatlenal eurraney baala

3.2 l.( 4.4 1.2 2.2

Canada
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ADVANCDSfG U.S. LIVING STANDARDS:
THE ROLE OF THE TRADE DEFICIT*

In the post- World War U period the United States ran current account trade

deficits but until the 19808 they never exceeded 1/2 percent of GNP. However,
between 1982 and 1987 the U.S. trade imbalance grew to more than 3 1/2 percent

ofGNP. Since then the trade deficit has declined to just below 2 percent ofGNP,
still an historically high level. This sharp deterioration of the U.S. trade balance

was focused largely on merchandise trade. Imports of goods rose sharply— up
66 percent between 1982 to 1987— but not out ofproportion with GNP growth.

The large change was on the export side, rising well behind the growth of U.S.

income and the growth of imports. Also contributing to the growth ofthe current

account deficit in this period was a significant reduction in the U.S. trade surplus

in services. (See table 2.)

TABLE 2. Recent Trends in the U.S. Balance of Payments
(U.S. $ in Billions)
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The reality is that U.S. trade deficits in the 1980s were largely the consequences

of macroeconomic forces given movement by the spending and savings decisions

of American households and government. In the 1980s the United States

consistently spent more than it produced, the difference coming, as it must, from

abroad as imports in excess of exports. From the beginning of the last economic

expansion that began in earnest in 1983 through 1986, domestic demand grew

faster than domestic production (see table 3).

TABLE 3. Recent Trends in Real Spending and Production in the

United States

(percent change)
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The ultimate significance of a trade deficit is that it allows a nation to alter

the temporal pattern of national expenditure. In the 19808 the United States

chose to borrow from abroad to support an increase in current consumption. Of
course the accumulated debts — already near $700 billion and growing— will

need to be paid back or at least debt service pajonents to foreigners met. At that

point our national level of consumption must fall below what it otherwise would
have been. To eryoy a temporary increase in the current living standard the United

States must endure some significant erosion of the growth of the future living

standard. This annual decrement is unlikely to exceed 1 percent of any future

year's GNP but would represent a more sizable chunk ofthe typical 2 to 3 percent

annual increase in U.S. real income. The wisdom of U.S. policies of the 1980s

hinges on how one values the gain in current income against the loss of future

income.

Of course a trade deficit can also be used to sustain or to accelerate the growth

of future living standards. The net inflow and output of foreign funds can be

used to support domestic investment. Such capital accumulation will tend to

accelerate the rate of growth of output and raise future living standards. Debt
that is incurred can likely be paid back with some portion of this new output,

leaving the remainder to augment domestic consumption.

As the United States faces the 1990s, there is a growing understanding of

the importance of investment to the process of technological advance, economic

growth and a rising standard of living. Whether the United States will be able

to generate sufficient funds to support an appropriate level of domestic investment

remains problematic. In the 1980s the U.S. net national savings rate averaged

3.3 percent of GNP, while the rate of net domestic investment averaged 5.1 percent

ofGNP. The shortfall of savings was made up by an inflow of foreign funds that

averaged 1.8 percent ofGNP in this period. Put another way, nearly 40 percent

of U.S. net investment was financed by foreign savings.

If, in the decade ahead, American households and their government do not

curtail their rate of spending and raise domestic savings to a level sufficient to

meet the nation's investment needs, we may have to rely on a continued inflow

of foreign savings (and the associated trade deficit) to sustain U.S. investment.

Some economists predict that, absent a significant rise in U.S. savings rates,

an annual current account deficit of$40 to $60 billion would be needed to support

a relatively normal rate of domestic investment. If the needs of economic growth

in the 1990s argue for a higher rate of investment, then a larger trade deficit might

be required.

The United States' ability to rely on foreign funds is likely to be limited,

however. In the 1980s the American economy accumulated a sizable stock of debt,

and prudent limits imposed by the debtor and creditor alike may limit how much
more rapidly this stock can grow in tlje future. The United States must also

recognize that many of the trade surpluses in the world economy are vanishing.

Many of the high savings countries in the world which ran large trade surpluses

in the 1980s, such as Germany and Japan, have now begun to absorb those funds
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in their domestic economies, in part at the urging of the U.S. Government.

Moreover, given a world ofcapital-starved, poor nations, we should consider how
much of world savings a rich country like the United States should absorb.
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PRODUCTIVITY AND U.S LIVING STANDARDS'

The most important aspect of productivity growth is its effect on domestic

living standards. Over the long run, the growth in a country's standard of living

closely parallels the growth in its productivity level.

Here productivity is defined as the inflation-adjusted value of output that

a worker can produce in an hour. Standard of living is defined as the

inflation-adjusted value of national output in a given year divided by the total

population which that output supports. When changes in these values are adjusted

to exclude changes in price levels, they can be compared over time.

Both productivity and the standard of living have grown at precisely the same
rate (1.8 percent per year) when averaged over the 43-year period between 1947

and 1990.^ Both growth rates are based on measures ofoutput growth. However,

since the productivity ratio shows output in relation to (divided by) the number
of worker hours (or workers) and the standard of living ratio shows output in

relation to (divided by) the total population, changes in the

emplojTnent-to-population ratio or the average work week over time can affect

the synchronized movement of the two ratios.

In fact, this is what has happened. Productivity, between 1947 and 1973,

grew at an average annual rate of 2.5 percent. Between 1973 and 1990 it slowed

to about one-third that rate, growing at only 0.8 percent per year.

In contrast, standard of living, between 1947 and 1973 grew at an average

annual rate of 2.1 percent. Between 1973 and 1990 it slowed to about 70 percent

of that rate, or at about 1.5 percent per year.

The reason that productivity and standard of living growth rates have not

parallelled each other for the entire 43-year period is that in the 19508 and early

1960s the population, swollenby the Tjaby boom", grew faster than the labor force.

(Conversely, in the mid-1970s employment grew faster than the general population,

as "baby-boomers" and larger numbers of women entered the labor force.

Afl^r World War 11 until 1973, U.S. productivity and standard of living growth

rates generally accelerated, partly because wartime technology exploded into

peacetime manufacturing and more and more workers left farming and funnelled

into urban manufacturing jobs.

* by Mary Jane Bolle, Specialist in Labor Economics, Economics Division.

^ Productivity figures, here defined as real gross domestic product per worker

hour, are listed on page 338, Table B-46 of the 1991 Economic Report of the

President. Standard of living figures, defined as real gross domestic product per

capita are derived from gross domestic product figures on page 297 (Table B-9)

and population figures on page 321 (Table B-31) of the 1991 Economic Report

of the President.
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Starting in 1973, output growth was hampered by the oil crises of 1973-74

and 1979-80, and the resulting higher energy prices made production equipment,

which typically relied heavily on energy input, obsolete. At the same time that

more energy-efficient equipment was being developed, a seemingly endless supply
of workers (the denominator of the productivity ratio) became available, as the

babyboom generation and women entered the workforce in unprecedented numbers.

This extra supply of labor motivated business to substitute additional workers

for additional machinery as a means of increasing output. This tended to slow

increases in output per work hour, as increases in workers outpaced increases

in capital as factor inputs into the production process.

AN ERA OF REDUCED EXPECTATIONS

Statisticians, who had projected standard of living and productivity growth

rates on the basis of the experience from 1947 to 1973, fueled expectations that

the standard ofliving in the United States would continue to double every generation

(roughly every 25 years).

However, at the rate that productivity and standard of living have been growing

in the United States since 1973, it will take about twice as long for the standard

of living to double again (until about 2020) and three times as long for productivity

to double (until about 2060).

Implications for a slower growth of standard of living are seen throughout

the economy: it affects household budgets and government budgets and forces

expectations down to reality. While some items become less expensive — i.e.,

(sometimes imported) electronic goods such as video tape recorders and computers
— others become relatively more expensive (or smaller)— i.e., housing and autos.

ujs. PRODUcnvnYand standard of living in a world context

After World War H, the United States had by far the highest standard of

living in the world. Although the United States still has the highest living standard

and productivity levels in the world, other countries have been catching up and,

in terms of both measurements, are gradually converging toward the American

level.

Changes in productivity and living standards abroad can affect productivity

and living standards in the United States in a number of ways, some direct and

some subtle. First, the growth in world trade tends to encourage nations to

specialize in the production of those goods and services in which they are most

efficient. This leads to lower world prices and higher real income everywhere.

Second, national specialization leads to investment in those industries in which

nations are efficient, encouraging the application of new technologies and even

greater efficiency, which lower world prices and raise living standards. Third,

technologies developed abroad can be adopted byAmerican firms, thereby increasing

the efficiency with which American firms use their own resources. The major
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advantage claimed for free trade is that it encourages production to be located

in that place where it is most efficient, and that it raises the real income (and

ultimately the standard of living) of the jvorld.

POUCY CONSTOERATIONS AFFECTING VS. PRODUCnVTIY GROWTH

What can the United States do to raise productivity and living standards?

Possible efforts fall into three main categories. The first category is attention

to fiscal and monetary policy to provide a stable economy and lower real interest

rates to encourage investment in new productivity-increasing plant and equipment.

Fiscal policy could make an important and direct contribution to increasing

productivity through a smaller budget deficit. To accomplish this would require

a rise in taxes or a decline in expenditure growth.

The second category is attention to the quantity and quality of output (the

numerator of the productivity and standard of living ratios) primarily through
influences on the development ofnew technology. Policy options include the review

ofpatent and antitrust laws to promote invention, innovation, and dissemination

ofnew ideas, and review oftax laws to encourage savings to help reduce pressure

on interest rates.

The third category is attention to the quantity, quality, and adaptability of

labor. A well-educated worker with good cognitive and creative thinking skills

has a much better chance of increasing productivity than one who is illiterate

or otherwise without well-developed skills. This suggests legislative examination

ofsuch issues as tax breaks for education and training, expansion and improvement
ofadult education programs, and possibly increased or more effective Federal funding

for student aid programs. Machines can only improve productivity through workers

who design, build, and run the machines. From a policy standpoint, this meems
exploring ways to improve the education and reeducation of the individual, from

pre-school through adult education and retraining.

PRODUCTIVITYAND THE COMPETITIVENESSOF VS.GOODS INTHE
INTERNATIONAL MARKETPLACE

In the international marketplace, two measurable factors heavily affect the

competitiveness of individual products. One factor is labor costs. (Labor costs

are often the most expensive component ofproduction costs. They are also a cost

that can be easily measured.) The other factor is exchange rates, which affect

the prices of U.S. goods in the marketplace.

An index of competitiveness is published by the Bureau of Labor Statistics.

First it uses a measure that combines productivity and labor costs. This is called

unit labor costs. Unit labor costs are defined as compensationper worker per hour
divided by productivity (output per worker per hour). Then this measure of

competitiveness adjusts unit labor costs for exchange rates.
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The solid line in figure 1 charts this measure of competitiveness for U.S.

manufactured goods relative to the goods of 12 major trading partners.^ The
dotted line in figure 1 shows U.S. unit labor costs relative to those of the 12

competitors not adjusted for exchange rate changes.

What these two lines taken together show is that before adjusting for exchange
rates, U.S. unit labor costs, relative to the 12 trading partners, were slightly lower

in 1985 than they were in 1978. However, adjusting for the appreciation of the

dollar in 1985, unit labor costs were about a third higher than they were in 1978.

What figure 1 shows is that for 5 years, 1982 through 1986, on the basis of
unit labor costs adjusted for exchange rates, U.S. manufactured goods were less

competitive in the international market place than they were in 1973. For the

remaining 1 1 years, U.S. manufactured goods were more competitive. And in 1988
U.S. unit labor costs adjusted for exchange rates, relative to the 12 competitors,

were 25 percent less than they were in 1973.

This competitiveness index relates only to the relatively small foreign trade

sector of the U.S. economy. But the foreign trade sector has grown as a fraction

of total output over the past forty years.

^ These competitors are Canada, Japan, Korea, Taiwan, Denmark, France,

Germany, Italy, the Netherlands, Norway, Sweden, and the United Kingdom.
Country weights take into account the volume of trade with the United States.
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TRADE ^fEGOTIATIONS•

Basic international trade theory holds that nations export those goods and

services that they can produce more cheaply relative to the rest of the world and

import the other goods and services they need. Uninhibited international trade

promotes the general economic welfare of each nation and therefore the world

as a whole because it permits countries to achieve the highest level ofproduction

and, therefore, income with a given endowment ofland, labor, and capital. According

to trade theory, barriers to trade impose a cost on society in general by reducing

the level of production and therefore income.

MULTILATERAL NEGOTIATIONS

The multilateral framework for international trade negotiations, theGeneral

Agreement on Tariffs and Trade (GATT), was established in 1948 to promote

uninhibited international trade. The GATT was a postwar response to the regime

ofhigh tariffs that severely crippled trade among the m^jor economic powers and

that is widely believed to have contributed to the deepening ofthe world depression

in the 1930s. The original 23 signatory countries to the GATT established a set

of principles governing trade among them, the most basic principle being

nondiscriminatory treatment, or treatment of the "most-favored nation."

Approximately 100 countries and economic regions are now GATT signatories.

Over time, the GATT signatories have held seven rounds ofnegotiations during

which they have drastically reduced tariffs in trade among themselves and have

moved towards reducing nontariffbarriers. The success ofthe GATT rounds has

been largely credited with the dramatic surge in world trade and for much of the

impressive record of world economic growth since the end of World War U. The
objective of the eighth round, the Uruguay Round, has been to continue where

the seventh round, the Tokyo Round, left off, but also to expand the GATT's
coverage to include important international tr&de sectors not yet covered —
agricultural, services, and textiles. Under the Uruguay Round the signatories

£ilso seek to cover significant nontrade areas— intellectual property rights and

investments. If the Uruguay Round leads to effective agreements, foreign trade,

and with it general economic growth, can be expected to expand even further.

BILATERAL NEGOTIATIONS

U.S. trade policy has been geared towards developing and expanding the GATT
and opening markets multilaterally. At the same time, the United States has

negotiated bilaterally with its major trading partners on issues not covered by

the GATT, such as services trade, trade-related investment barriers, or intellectual

property rights protection, and on issues that are specific to the bilateral

relationship, such as, semiconductor trade with Japan.

* Prepared by William H. Cooper, Specialist in International Trade and Finance,

Economics Division.
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The United States has negotiated bilaterally to open markets for American
exports. Perhaps among the most extensive and arduous negotiations have been
with Japan. Although Japan has removed most of its border barriers to imports
— high tariffs and quotas— many still perceive Japan as a relatively closed economy
because of less visible barriers such as customs procedures, standards and
certification regulations, and government procurement policies.

In many cases, the United States has negotiated to get Japan to open its

markets to products and services that U.S. policjonakers and industries determined

would be competitive in the Japanese market but were kept out because ofJapanese

import barriers. In the mid-1980s, Japan and the United States undertook the

Market-Oriented Sector-Selective (MOSS) talks. These talks covered five product

sectors— telecommunications, medical equipment and pharmaceuticals, forestry

products, electronics, and auto parts— that the United States determined offered

significant export potential in the Japanese market. The two sides have conducted

negotiations in product areas outside MOSS as well, including semiconductors,

satellites, agricultural products, and construction services. In general, these

negotiations are considered to have expanded U.S. export opportunities. However,

it is difficult to measure their impact on trade flows since other factors, such as

exchange rates, also play an important role. Nevertheless, economists would argue

that the degree to which these agreements help eliminate trade distorting practices,

increases the gains from trade and the economic welfare of both countries.

The United States has also reached bilateral agreements with m^jor trading

partners to restrict their exports in the form of "voluntary export restraint

arrangements" (VRAs). Representatives from import-sensitive American industries

have claimed that they need the protection from surges in foreign competition

to permit them to adjust and once again become competitive. Some have also

argued that certain industries are important to the U.S. national security and
must be protected from foreign control. Presently, VRAs, formal and informal,

are in place on imports ofmachine tools and steel with the major exporting countries.

Many economists argue that controls on imports reduce supplies and raise the

cost of imports and comparable domestically produced products. The costs are

passed on to consumers and reduce the gains from trade.

The United States has entered into bilateral free trade arrangements (FTAs)

with Israel and with Canada. Under these arrangements tariffs are eliminated

in bilateral trade. The arrangements also cover other trade-related areas. In

the U.S.-Canada FTA, which went into effect on January 1, 1989, both sides provide

each other "national treatment" in investment and services, and have established

a "dispute settlement" mechanism for antidumpingand countervailing duty cases.

The Bush Administration is pursuing an FTA with Mexico that could lead to a

U.S.-Canada-Mexico trilateral arrangementpossiblyencompassingissuesbeyond

trade, such as labor rights and standards.

Economists argue that FTAs create trade by eliminating trade barriers and
pushing inefficient producers out of business. FTAs can also divert trade from

efficient producers outside the FTA that still face import barriers to less efficient

producers inside the arrangement. Whether the FTA is economically beneficial
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to the trading partners and the world as a whole, depends on whether more trade

is created than diverted under the arrangement.

UNILATERAL MEASURES

The United States is the largest export market for many of its trading partners.

It has used this leverage as a tool to pry open foreign markets for American exports

and to control the impact of foreign competition on domestic industries.

Section 301 ofthe Trade Act of 1974, as amended, has been the primary trade

authority that administrations have used in dealing with trade partners on market

access issues. It authorizes the executive branch to apply trade restrictions against

products and services of foreign countries that impede U.S. commerce. Congress

has revised section 301 to prod the executive branch to actively go after foreign

trade barriers.

The most recent and sweeping revisions were part of the Omnibus Trade

and Competitiveness Act of1988 (P.L. 100-418) especially the "Super 301" provisions.

Super 301 required the United States Trade Representative (USTR) to identify

the most egregious practitioners of"priority" unfair trade practices, that is, unfair

trade practices that have cost the United States the most in lost export opportunities.

In May 1989, USTR Carla Hills named Japan, Brazil, and India under super 301.

As required by the statute. Ambassador Hills pursued and reached agreements

with the three countries. Only India was named in April 1990, the second and

final year of super 301, but was dropped soon thereafter. During the 102nd

Congress, some Members have called for reauthorization ofsuper 301 or the passage

of a similar but stronger measure. The Bush Administration has argued it does

not need this authority in order to get foreign countries to open their markets.

Some U.S. trading partner countries, including the European Community
and Japan, have asserted that section 301 and its variants, are unilateral because

the United States becomes both judge and jury of their trade practices. In addition,

they claim that threats of closure of U.S. markets are protectionist and violate

the spirit and letter of GATT. The United States has argued that the section

301 authority helps to bring foreign trade barriers down and thereby improve

the efficiency of world trade.

CONCLUSIONS

In sum, the United States has pursued trade negotiations along several avenues

— multilateral, bilateral, and unilateral. In general, the negotiations will improve

the efficiency of international trade, and therefore, living standards, if they

encourage production by efficient producers rather than divert trade towards less

efficient producers. In the long run, trade negotiations are more likely to affect

trade patterns rather than trade balances. Trade patterns, that is the commodity

mix of a country's trade, are determined, in large part, by endowments of labor,

capital, natural resources, and technology. They are also affected by trade policies
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and practices, such as trade barriers, that are the targets ofmost trade negotiations.

Trade balances, however, are largely determined by a country's macroeconomic
balances, that is, whether, a country maintains a savings-investment balance.
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STRATEGIC TRADE POUCY*

Strategic trade policy refers to government intervention in a trading sector

characterized by relatively few large firms and by governments, whose actions

are interdependent. One definition of strategic trade policy is that "government

policy can tilt the terms of oligopolistic competition to shift excess returns from

foreign to domestic firms.* Strategic trade theory suggests that, under certain

limited conditions, a government can intervene in trade to improve a country's

economic welfare. Most economists believe, however, that as a general rule, free

trade maximizes the welfare of all countries.

Economic analysis of the costs and benefits of strategic trade policy is still

in the early stages. Nevertheless, the economic analysis summarized in this paper

can contribute some insights into the feasibility of such intervention.

The following questions are addressed in this paper. What is the classical

case for free trade, based on the principle of comparative advantage? Is there

an economic rationale for government intervention? What are the limitations

ofstrategic trade policy? Based on the evidence to date, what policy prescriptions

might be offered?

FREE TRADE AND COMPARATIVE ADVANTAGE

Most economists agree that free trade, based on the principle ofcomparative

advantage, provides the greatest benefits to all countries. Each country's

comparative advantage arises from its particular combination of land, labor, capital,

tastes, and technology. In effect, countries trade to take advantage of their

differences. Everyone gains as international trade expands the size of the pie;

it is not a zero sum game.

The principle ofcomparative advantage is based on an environment in which

there are many buyers and sellers, none of which are large enough to affect the

price of goods and services (perfect competition, in the jargon of economists).

If one firm were to earn excess profits, other firms would be attracted to the

industry, and the excess profits would disappear. Also, it is sissumed that, under

perfect competition, economies of scale (where average costs decline as output

increases) do not exist.

Most international trade still reflects comparative advantage. But many sirgue

that large multinational firms, which may earn excess returns and can take

adv£intage of economies of scale, now account for a growing proportion of

international trade.

' Prepared by Arlene Wilson, Specialist in International Trade and Finance,

Economics Division.

• Krugman, Paul R., Is Free Trade Passe? Economic Perspectives, Vol. 1, No.

2, Fall 1987. p. 134.
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RATIONALE FOR STRATEGIC TRADE POUCY

The main rationale for strategic trade policy is that, in an environment of

imperfect competition (relatively few large firms in an industry), some firms earn

excess returns. It is assumed that other firms cannot enter the industry because

ofhi^ startHup costs or other factors; therefore the excess returns are not "competed

away." But, it is argued, the excess returns can be shifted from a foreign firm

to a domestic firm by government intervention.

For example, assume a market is large enough to support only one or two
firms, and the development costs are high. The classic case is that of wide-bodied

jet aircraft. One country could, by subsidizing the domestic firm, give it a head

start and deter entry by foreign firms. Thus, the subsidy shifts the potential excess

returns from a foreign firm to a domestic firm. Or, if foreign firms are earning

excess returns, a tariff could shift some of those returns to domestic firms.

The presence of economies of scale, likely in large oligapolistic firms, strengthens

the case for government intervention. For example, if a domestic firm's costs

are declining as its output increases, a government subsidy could increase the

domestic company's returns at the expense of the foreign firm.

The gains to the domestic firm from shifting excess returns are losses to the

foreign firm. Unlike the free trade case, strategic trade policy is a zero sum game.

Will the foreign government retaliate, and, if so, how? Here the analysis becomes

more complicated since many possibilities exist. For example, in response to a

subsidy, a foreign government can do nothing, or can provide temporary or

permanent subsidies. If the foreign country does subsidize, the domestic country

may increase its subsidy, or withdraw it. The ultimate outcome ofa subsidy, then,

is not clear cut, and may vary widely in different circumstances.

According to one author, the possibility of retaliation leads to the following

general conclusions:

"The general conclusions to be drawn fixim consideration of retaliation

in policymaking are, first, that policymakers should at least consider

likely retaliation when considering policy, and second, that there is

something to be said for an explicit policy of limited retaliation to the

policies of other countries."*

Another rationale for government intervention is that a firm or industry

may generate positive externalities when its product produces special benefits

to society over and above those than can be captured by the firm or industry.

A clear example occurs when a technological breakthrough is developed and paid

for by one firm, but is used by other firms. Knowledge spreads fairly rapidly,

* Brander, James A. Shaping Comparative Advantage: Trade Policy, Industrial

Policy and Economic Performance. In Lipsey, Richard G., and Wendy Dobson,

eds. Shaping Comparative Advantage. Policy Study No. 2, C. D. Howe Institute,

Toronto, Canada, 1987. p. 27.
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especially since one firm can easily disassemble a product to see how it works.
Individual firms, since they cannot appropriate all the benefits of technological
innovation, may engage in less research than is optimal for society as a whole.

In the case of positive externalities, government subsidies might result in
production of a good that would otherwise be undersupplied. This argument has
often been used to justify government assistance to high tech industries.

Unlike the excess returns rationale, government subsidization to adjust for
market externalities is not new. But some analysts include it in the rubric of
strategic trade policy. One important difference, however, is that domestic gains
in the externalities rationale are not necessarily at the expense of foreign industries
as in the excess returns case.

LIMITATIONS OF STRATEGIC TRADE POUCY

While, in theory, capturing excess returns appears feasible, in practice, the
size of excess returns is questionable. To the extent that new firms can enter
an industry, excess returns will disappear. Some suggest that excess returns,
where they exist, are present for only a relatively short time.

Obtaining information on excess returns, or measuring externalities, is a
formidable task under the best ofcircumstances. It is possible that the gains from
intervention are quite small. And models ofhow oligopolists behave are not clear
cut, as in the case in perfect competition, making it difficult to analyze the effect
of government intervention in particular cases.

Government policies designed to help a particular sector take resources away
from other sectors. Benefits to one sector are costs to another. Weighing the
benefits and costs to the economy as a whole might reduce or eliminate the net
gains from strategic trade policy.

The effect of possible foreign retaliation is difficult to anticipate, given the
wide variety of responses that can occur. But it is an important consideration,
since foreign retaliation can, under some circumstances, reduce or eliminate the
gains from intervention, or make each country worse off than before the
intervention.

Domestic interest groups might exercise undue influence on the decision
regarding which industries receive subsidies or trade protection. If so, policies
based on an analysis of the costs and benefits might be difficult to achieve.

POUCY IMPUCATIONS

The theoretical arguments no longer indicate that free trade is the optimal
solution in all cases. Allowing for an economy characterized at least partly by
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imperfect competition and economies ofscale means that, in some cases, government

intervention could theoretically improve a country's welfare.

But, as discussed above, there are many concerns about government intervention

in practice. Even most of the economists who developed the theory do not advocate

its use. According to Paul Krugman:

"The intellectual structure on which economists have traditionally

based their arguments for free trade has been partially torn down and
replaced with a more complex structure that leaves more room for dispute

and less certainty. ... Is the new trade theory about to break the

traditional commitment of economists to free trade? The answer appears

to be no; the cautions about the applicability of the new trade theory

have been taken to heart, and none ofthe prominent new trade theorists

has chosen to become a guru of protectionism.

The new free trade position, however, is not the same as the old.

Instead of advocating free trade as part of a blanket endorsement of

free markets, today's international economists advocate it as a reasonable

rule of thumb in an imperfect world."®

* Krugman, Paul. RethinkingInternational Trade. BusinessEconomics, April

1988, p. 12.
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TECHNOLOGY AND COMPETITIVENESS*

Technology development is recognized as an important part ofeconomic growth

and international competitiveness. Improving upon an existing commercial

technology or creating a new technology can result in greater market shares and
revenues; advances in technology also can provide new methods and processes

of production in a global economy. In trying to understand the importance of

technology, some have tried to quantify or measure the connection of technology

and economic growth. Landau and Jorgenson, in Technology and Economic Policy,

state that in the modern industrial world "one third to one half of all our growth
has come from technological progress" and that "it is the principal driving force

for long-term economic growth and the increased standards of living of modern
industrial societies."'

However, technology development and issues ofglobal competition are more
difficult to assess. Who develops a technology, who is able to best take advantage

of it, when is a technology available for commercialization, and how is a technology

used are just some of the questions which may determine its effectiveness and
importance in a global economy. While some argue that we have entered an age

of "borderless economies" and free technology flows, others place a great deal of

emphasis on the role ofnational technology policies to protect and nurture advanced

or vital technologies.

Defining "science," "technology," "research," and "development" also are important

for an understanding of how technology and competitiveness relate. Science (throu^
scientific research) helps expand one's knowledge ofthe world in either a theoretical

or practical sense, while technologies (through technology development) often

includes the application of this knowledge through a specific use.* Some view
science and technology as ifthey are one activity, and they see excellence in science

directly related to national competitiveness in commercial technologies. While
excellence in national scientific research can be an important factor in advancing
knowledge in certain fields which may (or may not) have applications in technologies,

the relationship is not necessarily linear.* Some nations, such as Japan, have

* Prepared by Glenn J. McLoughlin, Specialist in Science and Technology,
Science Policy Research Division.

' Landau, Ralph and Dale Jorgenson. Technology and Economic Policy.

Cambridge, Massachusetts, Ballinger Publishing Company, 1986. p. 2.

* U.S. Library of Congress. Congressional Research Service. The Research
and Experimentation Tax Credit- Standard Definitions ofR&D. Report No. 89-1019
SPR, by Glenn McLoughlin. Washington, 1985. p. 6-10.

' The concept that the amount of support for basic research will have a direct

and linear effect on technology development is called the "Pipeline Model." It has
been one of the major policy directives behind Government and private-sector

R&D funding in the United States since World n, although many now are

(continued...)
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proven over the short term that their ability to develop innovative new technologies

is not related to the number of Nobel Prize awards they receive in science.

In the United States, while Federal support for scientific research is still

relatively strong, it is still not clear whether there should be a more direct role

for the Federal Government in providing a policy framework for U.S. industries

to develop, innovate, and commercialize technologies.'" Recently there have
been several "critical technologies" reports published in the United States describing

those technologies which will be the keys to "economic competitiveness" into the

2l8t century." Yet Federal support of these technologies, to date, has been
selective and, some would state, inconsistent.'^

For example, in FY 1988, Congress authorized funding so that the Defense

Advanced Research Projects Agency QDARPA) of the Department of Defense would

provide half of the funding to support a U.S. semiconductor manufacturing
consortium. The Semiconductor Manufacturing Technology, or SEMATECH,
initiative is intended to provide its fourteen U.S. semiconductor manufacturing

members (and ancillary association of U.S. equipment suppliers) with better

information and knowledge in semiconductor chip manufacturing. Since FY 1988,

C!ongress has authorized $100 million per year to support this initiative. Yet similar

attempts to provide Federal support for other technologies — particularly for

technologies where there are no established or mature U.S. industries making

®(...continued)

questioning its validity in a global economy. See: Webre, Philip. Using R&D
Consortia for Commercial Innovation: SEMATECH, X-Ray Lithography, and
High-Resolution Systems, Washington, Congressional Budget Office. July 1990.

p. 5-10; and, Dickson, David. The New Politics ofScience. New York, Pantheon
Books, 1984. p. 3-55, 115-162.

"* There have been a variety of bills passed over the last twenty years that

address certain aspects of the Federal role in supporting industrial R&D. U.S.

Library of Congress. Congressional Research Service. Technological Advancement
and U.S. Industrial Competitiveness. Report No. 8&-689 SPR, byWendy H. Schacht.

Washington, 1988. 33 p.

" Some of these critical technologies reports include: U.S. Department of

Commerce. Emerging Technologies: A Survey of Technical and Economic
Opportunities. Technology Administration, U.S. Department of Commerce.
Washington, Govt. Print. Off. 1990. 55 p; U.S. Department of Defense. DOD
Critical Technologies Report. Washington, U.S. Dept. of Defense. 1990. 236 p;

and, Council on Competitiveness. Gaining New Ground: Technology Priorities

for America's Future. Washington, Council on Competitiveness. 1991. 77 p.

See also: U.S. Library of Congress. Congressional Research Service. Critical

Technologies Lists: A Comparison. Report No. 91-367, by Genevieve J. Knezo.

Washington, 1991. 2 p.

'^ Davis, Bob. White House, Reversing Policy Under Pressure, Begins to Pick

High-Tech Winners and Losers. Wall Street Journal. May 13, 1991. p. A16.
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a strong case for support — have been received less enthusiastically by

policymakers.'^ Efforts to provide large-scale Federal support for HU^i-Definition

Television (HDTV) have received some support from Federal policymakers— again,

efforts in Japan and their possible domination of this new technology have in

part fueled concern in the United States— but Government funding levels have

not matched the expectations of those in industry seeking a larger national

commitment. In other areas, ranging from high temperature superconductivity

to biotechnology, Federal policymakers have funded basic research programs but

most believe that commercialization of technologies should be left to industry.

A final consideration is the role of innovation in technology development.

While innovation cannot provide the sole impetus for long-term technology

development and competitiveness, it is still important and not always fully

appreciated by some U.S. industry leaders or policymakers. The invention ofnew
products is what usually stirs the public's imagination in areas such as medicine,

consumer goods, or transportation. But innovation oftechnologies— the building

upon an existing technology base of knowledge to make better products or improve

upon processes of production — also is vital. Successful innovation in key

technologies can increase world market shares, and at the industrial level, revenues

from these goods can support technology development and innovation in other

fields.

The story of the development of the Video Cassette Recorder, or VCR,
demonstrates the importance of innovation. The VCR had its antecedents in a

technology called Video Tape Recorders, or VTRs. The VTR was invented in the

United States at Bing Crosby Laboratories in 1951. It was further developed by

Ampex, a U.S. company, in 1956. After modest successes selling VTRs — which

were encased in large consoles and had no record or playback mechanisms —
in the U.S., Ampex turned to the Japanese market. During the early 1960s, the

Japanese Government secured from Ampex agreements to enter into joint ventures

with Japanese companies in return for access to the Japanese market. As Japanese

companies developed their ownVTR technology, leadingJapanese companies (Sony,

Toshiba and others) listened to consumers' comments about what they liked and
did not like about the VTR and made continual innovations on the VTR to improve

it. They replaced reei-to-reel tapes with cassettes, introduced playback and record

mechanisms, and reduced the size of the console. Even Sony's gamble that Beta

would be the industry standard over VHS was a costly but not an irreparable

mistake; Sony rapidly converted to the latter as it became apparent it would become

the global standard."

All ofthese issues are ofimportance to the 102d Congress: how is technology

different from science; who should fund technology development; what is the role

'^U.S. Library of Congress. Congressional Research Service. Semiconductor

Manufacturing Technology Proposal: SEMATECH. Issue BriefNo. IB87212, by
Glenn J. McLoughlin. [Updated regularly]. Washington, 1987.

" Lardner, James. FastForward: Hollywood, theJapanese and the VCR Wars.

New York, Norton. 1987. 344 p.
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of innovation in competitiveness; and how do we identify and develop key or critical

technologies. Experts take different views on how technology best can be fostered

in amodem competitive world. Michael Porter argues in The CompetitiveAdvantage

ofNations that it is the "clustering' of certain industries that promotes technological

innovation and competitiveness. For Porter, national policies to encourage R&D
do not address the "right question" — that technological innovation and
competitiveness are critical in a global economy, not necessarily "wealth" in resources,

labor, or production.'^ In Toward a National Technology Strategy: Enhancing
Manufacturing Competitiveness, Eric Bloch, former Director ofthe National Science

Foundation, views technology as part of a continuum, in which a true definition

oftechnology development encompasses a wide range ofactivities from basic research

to marketing. Too often in the United States, states Bloch, there are "artificial

boundaries" between research and design and production and marketing. He
advocates a wide range of Federal policies to encourage industrial technology

development in the United States, fi-om changing tax policies to better use ofFederal

laboratories.'® Another viewpoint is that ofRobert Reich, in The Work ofNations:

Preparing Ourselves for 21st-century Capitalism. In this work, Reich describes

R&D, production and innovation as factors in a paradigm in which national

boundaries play £in increasingly less significant role than the training and knowledge
that workers will need to compete in that environment. For Reich, it is not

important where innovation takes place, but instead who will be best prepared

to take advantage of innovation. In Reich's view. Government policies should

address social and cultural issues important to a nation's identity. National efforts

to restrict or otherwise protect technology development and innovation are inefficient

and not productive to global industries in the long term."

It is clear from these works and others that many view technology development

and innovation as part of a changing and dynamic world economy. For Federal

policymakers, the question may be: how does the United States construct policies

that allow for competitive technology development and innovation and ensure

technology advances in the goods we produce and in the processes used to produce

them?

'* While these are some ofthe critical issues discussed in Porter's study, many
issues are addressed in his examination of competitiveness of industries. Porter,

Michael. The Competitive Advantage of Nations. New York, The Free Press.

1990. p. 69-139.

'® Bloch, Erich. Toward a U.S. Technology Strategy: Enhancing Manufacturing
Competitiveness. The Manufacturing Forum, National Academy of Sciences. 1991.

24 p.

" Reich, Robert. The Work ofNations: Preparing Ourselves for 21st-century

Capitalism. New York, Alfred A. Knopf. 1991. 331 p.
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REGULATORY POUCIES AND INTERNATIONAL COMPETITIVENESS*

Government regulation— whether at local, state, national, or supranational

levels — influences market behavior and affects the ability of firms to compete

within a market or across international markets. Government regulation is an

inherent aspect of the laws that, among other things, protect the health, welfare,

and safety of citizens; provide for the prudential operation ofbusinesses; or protect

the environment and consumer interests. Most businesses operate within one

ormore overlappingregulatoryregimes. Changes in regulation frequently require

some form of adaptive response by firms. Increasingly, trade negotiations are

likely to focus on regulation as a source oftrade friction, especially where regulatory

regimes are perceived to be diverging. The United States and the European
Community (EC) appear to be taking different paths when it comes to the question

of regulation. The Commission of the European Communities (EC Commission)

contends "that divergence in regulation between the United States and the European

Community causes problems to firms engaged in transatlantic trade and

investment."'* The global orientation of the U.S. economy suggests that barriers

arising from diverging regulatory systems poses certain dangers for the United

States and the international trade system.

THE EUROPEAN COMMUNITY

In 1985, the EC Commission published a White Paper*® on economic

integration by 1992 (EC!-92) that proposed a massive reworking of the rules that

most clearly affect the way economic behavior is structured and regulated in the

European Community. Two of the main goals proposed in the White Paper were

the elimination ofbarriers to economic activity at the national level (deregulation)

and the creation of new rules governing economic behavior at the Community
level (re-regulation). In agreeing to the EC-92 program, the twelve EC member
states agreed to surrender some of the sovereignty they had previously exercised

in favor of a new framework for regulating business and economic activity.

Many observers have noted that ECJ-92 appears to be a massive exercise in

deregulation. There is a widespread perception that the member states will no

longer impose intrusive rules and regulations within their own borders. This

* Prepared byGlennon J. Harrison, Specialist in International Trade and Finance,

Economics Division.

'* Avery, Graham. Business Regulatory Concerns: How Can the United States

and the European Community Deal With Them More Effectively? Paper for the

America-European Community Association's U.S./EC Business Advisory Group.

December 1, 1990. Avery is a Director in the Commission's Directorate-General

for External Affairs.

'* Commission of the European Communities. Completing the Internal Market-

White Paper from the Commission to the European Council. COM(85) 310 final.

June 14, 1985.
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view is only partly correct. EC-92 will not eliminate all regulation by member

states, but will mitigate anticompetitive effects or market inefficiencies where

local regulation continues (at the level ofmember states, including all regulatory

sub-units within amember state) by requiring mutual recognition ofthe regulations

ofother members and, when necessary, bolstering mutual recognition with common

Community rules. This approach will lead to the creation of a unified EC-wide

market in which firms will continue to be regulated by their home country (the

country in which the company is based or headquartered). The EC wants to foster

a "competition among rules." Two areas that are subject to regulation— financial

services and technical standards— provide excellent illustrations of the changes

that are occurring in EC regulatory practices.

EC-92 and Banking

The area of financial services provides one of the most important examples

ofthe new European Community approach to regulation. This approach is based

on two principles: mutual recognition and home country control. The Second

Banking Directive, which takes effect on January 1, 1993, establishes an EC-wide

fi-amework (based on the mutual recognition principle) for regulation ofthe banking

sector. The most important element of mutual recognition is the right of

establishment and freedom to provide services in other member states for all legal

banking institutions. Other elements ofthe common EC-wide framework include

a single banking license, a list of permissible activities, and harmonization of

essential supervisory standards. The directive also requires each member state

to establish its own regulations (home country control) for supervision of credit

institutions.^"

The basic principle of the EC approach to banking and other financial services

(insurance and securities) is that "any credit institution duly authorized in its

country oforigin should be allowed to take up establishment and offer its services

anywhere in the Community without requiring further authorization in the other

Member State(s) concerned."^' A broad range ofactivities will be permitted under

the single banking license, although any country may restrict the range of activities

in which its own banks may engage. Those states that have more restrictive rules

may be forced to liberalize to ensure the competitiveness of their banks. The EC

approach recognizes that the rules ofmember states may confiict and thus interfere

with the efficient functioning ofmarkets. TheEC approach to regulation encourages

"competition among rules" — an approach that should guarantee liberalization

ofregulations bymember governments, ifonly to ensure thathome country financial

^OGrilli, Vitorio. Financial Markets and 1992. Brookings Papers on Economic

Activity. 1989:2. pp. 312-13.

2> European Community. The European Financial Common Market. European

Documentation Series. April 1989. p. 29. For more information on the EC plwi

for financial services, see: General AccountingOffice. European Community: U.S.

Financial Services' Competitiveness Under the Single Market Program.

GAO/NSIAD-90-99. May 1990.
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institutions are competitive across the European Community. Because some member
states (Germany, the Netherlands) have "universal banking" systems, the dynamic

ofreform in EC financial services is heavily weighted toward this liberal outcome.

EC-92 and Technical Standards

The European Community approach to technical standards is also based on
the concept of mutual recognition.^ Where necessary, however, legislative

harmonization— through EC directives—maybe required to establish "essential

requirements," which include human health or safety and environmental and
consumer protection. Where national standards go beyond these essential

requirements, the principle ofmutusd recognition obtains. Products that comply
with a common European standard or that meet a recognized national standard

(i.e., one set by an EC member state) must be allowed to circulate freely throughout

the Community.^ EC officials have made four major points about their approach

to technical standards: (1) the aim is to foster deregulation and offer manufacturers

more choice as to how they comply with standards; (2) harmonization is designed

to eliminate conflicts in national legislation that is aimed at protecting safety

and health in the EC member states; (3) in most cases the EC is no longer

attempting to tell manufacturers how to build a product; and (4) the new approach

will permit no discrimination among products based on their origin.^

As in the case of the financial services sector, the European Community is

attempting to create a broad framework for regulation, while limiting the ability

of, and, more importantly, the incentive for member states to impose a higher

level of regulation than necessary. The use ofmutual recognition as a fundamental

principle should create competitive opportunities within the market place and.

^ For more information, see: Commission of the European Communities.

Completing the SingleMarket: TheRemoval ofTechnical Barriers to Trade Within

the European Community—An Introduction for Foreign Businessmen. January

8, 1990; Commission of the European Communities. Commission Green Paper
on the Development ofEuropean Standardization:Action forFaster Technological

Integration in Europe. COM(90) 456 final. October 8, 1990; Winter, Audrey et

al. Europe withoutFrontiers:ALawyer's Guide. Washington, Bureau ofNational

Affairs, 1989.

^ Differences in technical standards amongmember states wall pose problems
that the application of the "mutual recognition" principle will not resolve. The
main difficulty is consumer acceptance of products that do not meet national

standards but which can be sold because they do meet the standards of another

EC country. The EC Commission has noted that "National standards tend to

shape customer preference for products. Important customers in national markets,

such as government agencies, reinforce this effect by favoring national standards

in public procurement." Commission Green Paper on Standardization, p. 10.

"^ Winter, Audrey et al, p. 72.
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at the same time, lead to the adoption ofmore liberal rules across Europe as each
country seeks to set rules that are at least no less favorable to their own firms.

THE UNITED STATES

Like the European Community, the United States has also altered its approach
to regulation. The Carter and Reagan Administrations, in particular, opposed
what they believed to be excessive regulation by government. Unlike the EC,
deregulation in the United States has not been accompanied by any systematic

attempt to re-regulate by establishing a common framework (such as mutual
recognition) at the federal level. Furthermore, although some significant industries

have been deregulated to a greater (airlines) or lesser extent (telecommunications

and trucking), numerous industries have not been affected significantly by
deregulation because Federal laws have maintained existing regulatory regimes

(e.g., banking) or because States also (perhaps increasingly) exercise regulatory

control over economic activity (e.g., banking, insurance, trucking, and mergers
and takeovers).

In the introductory textbook, Economics, Lipsey et al. note that, while fears

of "catastrophic, destructive competition" have largely faded, "if belief in destructive

competition survives today, it is mostly in the fear of foreign competition with
traditional American industries. Indeed, the view is widespread that the regulation

ofAmerican industries is an important barrier to their competition in what are

increasingly world markets."^* This view that regulation reduces the

competitiveness of American industry in world markets remains prevalent.^*

Within this view, several points about regulation in the United States can be made.

The first is that overlappingand contradictory spheres ofregulation existbetween
the Federal and State levels and from State to State.^' The second is that single

^ Lipsey, Richard G. et al. Economics. Seventh Edition. New York: Harper
& Row, 1984. p. 314.

^ Many observers point to lax regulation elsewhere as a source of potential

competitive advantage; in the debate over the U.S.-Mexico Free TradeAgreement,
lower environmental and worker safety standards have been fi-equently mentioned
by opponents of "fast track" authority. It is argued that higher levels of social

regulation in the United States place U.S. industry at a competitive disadvantage

and will lead to the destruction of affected industries and jobs.

^ Examples are banking and technical standards. For a detailed discussion

of limitations on banks, see: U.S. Library of Congress. Congressional Research
Service. Geographic Expansion ofBanks: Laws Restricting Bank Growth Across

State Lines and Within States. Report No. 91-119, by M. Maureen Murphy.
Washington, 1991. With respect to technical standards, Federal, State, and local

authorities enjoy a considerable degree ofautonomy in developing standards and
account for 57 percent (50,300) of all U.S. standards, while more than 600 private

standards-setting bodies account for the remaining 43 percent (38,700) of U.S.

(continued...)
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industries are frequently regulated by a numerous bodies at both the Federal and

State levels. Many have suggested that this is especially true in the case of the

U.S. financial services industry with its host of regulators. Third, as markets

have become increasingly global, Federal and State laws and regulations have

not necessarily been readjusted. Once again, the U.S. financial services market

is not integrated, and it has been suggested that this is a serious source of future

weakness for a major U.S. industry.

MANAGING CHANGE

Regulatory regimes differ from country to country because ofsocial, cultural,

political, and economic differences. In international trade relations, one way of

dealing with legitimate differences has been to grant third countries "national

treatment," that is, treating third country businesses no less favorably than any

domestic business. In recent years, national treatment has been coupled with

the idea of "effective market access" as a measure of how open an economy is to

competition from abroad. In part, this appears to be a response to widely divergent

systems where normal rules of international trade do not appear to guarantee

competitive opportunity. The increasing use of a restricted form of national

treatment is one possible way of levelling the playing field. However, it may be

a second-best, or even third-best, solution if it lessens the chances for achieving

greater compatibility among regulatory regimes at the international level.

Where regulatory regimes are undergoing rapid change (as in EC-92), the

effects on the msirket and domestic and foreign competitors may be great. The
dangers to the international trading system of such changes arise not only from

new, unintended barriers to trade, but also from the increasing incompatibility

ofregulatory systems among major trading partners. The European Community
has adopted a new approach to regulation that may serve it and the international

trading system well. However, growing differences between the U.S. system of

regulation and the EC system may cause serious trade and investment problems.

Demands for effective market access should not become a substitute for

understanding that legitimate differences may exist among the regulatory regimes.

Similarly, it could be argued that legitimate differences should not necessarily

be allowed to stand in the way of the elimination of systemic conflicts among the

regulatory regimes of major economic partners.

^'(...continued)

standards. The absence ofcoordinated standards-setting activities in the United

States, and the limited role of the federal government in international standards

development activity have raised questions how open the U.S. market may be

and about the international future competitiveness ofU.S. exporters in international

markets. See: U.S. Congress. House. Committee on Science, Space, and Technology.

International Standardization: The Federal Role. Committee Print. Washington,

U.S. Govt. Print. Off., 1989.
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ANTITRUST LAWS AND U.S. COMPETITIVENESS'

Part of the on-going debate on U.S. international competitiveness has focused

on current U.S. antitrust laws. Many argue that current antitrust statutes

undermine U.S. international competitiveness by preventing U.S. firms from
combiningresources for various activities such asjoint production ventures. Because

many high technology projects require a substantial capital investment and often

don't realize returns until many years later, firms are often reluctant (or unable)

to engage in such projects. U.S. antitrust laws (which attempt to prevent firms

from obtaining a monopoly in the domestic market and engaging in other

anti-competitive practices), are seen as impediments to technical innovations because

they prevent U.S. firms from combining resources necessary to obtain develop

and produce new technologies. In addition, it is argued that antitrust laws prevent

U.S. firms from concentrating their resources to obtain the economies of scale

necessary to meet the challenges posed by international competitors (which are

often regarded as nothing more than government-sponsored monopolies).

The purpose of antitrust laws is to control the exercise of private economic
power by preventing monopoly, punishing cartels, and otherwise protecting

competition. The overall goal of antitrust is to increase consumer welfare by
assuring that markets remain open to entry and that output can expand— thus

maximizing national wealth.^ However, in practice, antitrust laws could either

promote or impede competition. By preventing monopolies, price-fixing

arrangements, and other forms ofunfair competition, antitrust laws can promote
lower prices and greater consumer welfare. On the other hand, antitrust laws

could result in higher prices by limiting the ability of firms to combine resources

in order to achieve economies of scale.

An added dimension results from the issue of innovation and international

competitiveness. Many high technology products require substantial capital and
technical expertise which cannot be obtained by any one firm. Not only can high

technology product improve a nation's international competitiveness, it can also

result in other beneficial spin-offs, such as new technical innovations and inventions,

which can ultimately improve productivity and living standards. Here again,

antitrust laws may either promote or impede technical innovations and international

competitiveness of U.S. firms.

ANTITRUST LAW ON JOINT VENTURES

Joint ventures themselves are not considered to be automatic violations of

antitrust law, but are subject to challenges by both the Government and private

parties. In assessing the "legality" of a joint venture under antitrust statutes,

the courts can utilize one of two different criteria — the "per se rule" and the

'PreparedbyWayne M. Morrison, Analyst in International Trade and Finance,
Economics Division.

" Gellhorn, Ernest. Antitrust Law and Economics In a Nutshell, 1986, p. 1.
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"rule of reason." The per se criteria is used to determine whether or not the conduct

examined is an automatic violation of antitrust laws. The rule of reason criteria

attempts to assess the competitive effect of the joint venture's activities on relevant

markets and to weigh the pro-competitive effect versus the anti-competitive

effect.2«

Critics charge that the court's use oftwo different criteria adds uncertainty

to the legality ofpossible joint ventures, and hence often acts as a barrier to their

establishment. While the Justice Department has never challenged a joint venture

as a "per se" (or automatic) violation of antitrust laws, nor have the courts ever

ruled that ajoint venture was a per se offense, it is argued that many businesses

"perceive" that joint venture activities might be challenged under the per se rule

or held by the courts as an automatic violation. An additional concern over antitrust

laws is the awarding oftreble damages to plaintiffs in antitrust suits. Many argue

that this is too harsh, that it encourages trivial private law suits, and that it

significantly increases the financial risks ofajoint venture. Finally, critics charge

that the rule ofreason criteria is too vague, provides little guidance to businesses

in determining what types ofjoint activities are legal, and often results in courts

engaging in a complicated and prolonged investigations into the market effects

before making a ruling.^"

The Bush Administration has indicated its support for changes in antitrust

laws. On March 7, 1990, President Bush announced his support for legislation

"to reduce the antitrust uncertainty that may discourage joint production

ventures."^' The proposal included provisions to exempt certainjoint production

ventures from treble damages and requiring the courts to use the rule of reason

criteria when judging the legality of a joint production venture. Several bills to

reform antitrust laws on joint production ventures were introduced during the

101st Congress, and several have been introduced in the 102nd Congress.^^

ANTITRUST IN A WORLD MARKET

Many economists and policymakers argue that antitrust laws are antiquated

and should be reformed to reflect the fact that competition exists not only in

^* For an discussion on U.S. antitrust law, see: U.S. Library of Congress.

Congressional Research Service. The Impact ofU.S. AntitrustLaw on Joint Activity

by Corporations: Some Background. Report by Janice E. Rubin. Washington, 1989.

^ Piraino, Thomas A. Reconciling the Per Se and Rule ofReason Approaches
to Antitrust Analysis. Southern California Law Review, Vol. 64, March 1991,

p. 690.

^' International Trade Reporter, March 8, 1990, p. A-13.

'^ Many ofthese proposals would extend similar antitrust exemptions tojoint

production ventures which were granted tojoint research and development ventures

under the Co-operative Research Act of 1984.
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domestic markets but throughout the world. The original antitrust laws were
enacted to promote competition at a time when competition was almost totally

national in scope. It was argued that ensuring competition among several firms

would result in the greatest gains for the American consumer and in market
efficiency. Today, however, competition is both national and international in scope.

According to the Commerce Department, nearly 75 percent of all industries face

competition from foreign imports. Hence many argue that antitrust law should

be reformed to reflect that U.S. firms must compete in an international market.

Some have argued that the courts should not look at market concentration of

an industry in the U.S. market, but at the concentration of that industry in the

world market. This world market view holds that even concentrated markets
in the U.S. (such as the U.S. auto industry) are competitive because of the tough
competition posed by foreign firms. If a domestic industry attempted to act as

a monopoly and charged monopoly prices, foreign firms would rush into the market
(to capture part of the monopoly rents) and hence would force prices back down.
U.S. firms, so the theory goes, understand this, and hence price their products

competitively.^

Concern hasbeen raised that antitrust laws have discouraged U.S. firms from
consolidating, coordinating, and combining resources to meet stiff international

competition. As a result, it is alleged that antitrust laws have contributed to the

decline ofbasic U.S. industries, an increase in the trade deficit, and a general loss

of international competitiveness — even for U.S. high-technology firms. This

concern over foreign competition stems largely fi-om the beliefby many that Japan,

Western Europe, and other nations are heavily engaged in promoting an "industrial

policy" by targeting industries (especially high tech) for assistance to enable them
to become internationally competitive. The type of assistance offered by foreign

governments ranges from financial aid and low cost loans, to technical advice and
assistance, to exemptions from domestic antitrust laws. Critics charge these policies

give foreign firms an unfair advantage, and that they threaten U.S. predominance
in several high-tech fields such as supercomputers, robotics, and aerospace

technology, to name a few. Many polic3Tnakers have argued for reform of antitrust

laws to enable U.S. firms to join forces to obtain greater economies of scale in

order to compete internationally.

On the other hand, supporters ofgovernment regulation claim that antitrust

laws are beingused by bigbusiness as a scapegoat for U.S. competitiveness problems.

First, it is argued that the loss of international competitiveness of U.S. firms is

more the result ofpoor performance by U.S. corporations than the result ofantitrust

laws. Low investment in research and development, lack of investment in plant

modernization, and shor1>-sighted policies, are examples of corporate shortcomings.

Second, many argue that the high trade deficits have been the result of Federal

government dissavings (i.e., the budget deficit), rather than from the existence

of antitrust laws. The Federal Trade Commission (FTC) examined the effects

^ In practice, this may not always be the case since foreign firms may face

non-price barriers to entry into the market. For example, the voluntary export

restraint agreements have limited imports offoreign cars, allowing U.S. domestic

firms to increase auto prices.
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of antitrust laws on U.S. competitiveness and found no link between the size of

the trade deficit and U.S. antitrust laws.** In addition, many argue that large

firms do not necessarily achieve large economies of scale or are necessarily more
internationally competitive than smaller firms.

ANTITRUST AND INNOVATION

The traditional view ofantitrust held that competition among several firms

would cause firms to offer goods at the lowest possible price. In this way consumer
welfare and economic efficiency would be increased. However, this static model

fails to take into consideration the extensive effects that innovations can have

on productivity, economic growth, and living standards. Technical change and
innovations often involve large spillover effects for society as a whole. They can

provide consumers with new products, or existing products at lower cost, and can

enable firms using the innovations to become more competitive. Yet, economists

differ over the best market structure in which to obtain the highest level of

innovation at the maximum gain to efficiency and consumer welfare. Some
economists argue that in a highly competitive market, firms are hard pressed

financially, and have very little profits which can be devoted to research and
development and producing new products. Thus, some argue that it may be

preferable to maintain a market structure which is less than perfectly competitive.

Joseph Schumpeter argued that most advances in innovation and technical

change came from large corporations in imperfect competition. Because such firms

operate in an oligopoly environment, it was theorized that they could devote a

much greater amount of their resources to research and development, and would
be more likely to assume the risks. The crux of this argument goes back to the

discussion of market efficiency and how to increase consumer welfare. In some
cases it may be appropriate to allow (perhaps even encourage) concentration within

an industry if the result is to increase the aggregate amount of innovation (than

would exist in a more competitive environment) which will lead to advances in

technology and innovation. A concentrated market may result in some consumer
welfare and efficiency losses (because of less competition within that industry).

However, the gains to consumer welfare and economic efficiency resulting from
new innovations may far exceed those losses. This was belief was advanced by
J.K. Galbraith, who argued that large firms were the "almost perfect instrument

for inducing technical change."** >

While economists concede that a significant amount technical advances have

been achieved by large firms, some cite ample evidence that small firms have come
up with important inventions as well. One study performed by John Jewkes found

that, of the most important inventions of the 20th century, less than half came

** Federal Trade Commission. International Competitiveness and the Trade

Deficit. May 1987. p. XV.

^ Samuelson, Paul, and William Nordhaus. Economics. 12th Ed. p. 541.

Quoted from American Capitalism, p. 51.
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from the laboratories of large corporations. Thus, while a strong case can be made
that bigger is better in terms of developing new technology and innovations, the

evidence to date is inconclusive that this is always the case. Critics warn that

allowing firms (through mergers or joint ventures) to gain a large market share

may lead to anti-competitive practices which, in the long run, may harm the

economy. Thus, while market concentration in the beginning may lead to new
innovations and lower prices (due to economies of scale), smaller firms could be

forced out of the market. Eventually, large firms might gain monopoly power
and raise prices. And without the threat of competition, a monopoly firm might
have less incentive to develop and produce new innovations. Hence, in the long

run, market concentration could result in greater market inefficiency and less

innovation than under a more competitive environment. Finally, while several

small firms may not be able to develop the economier of scale obtainable if such

firms were combined, the incremental value of technical innovation from each

firm should not be overlooked. That is, the sum ofthe contributions to innovation

from each independent firm may be greater than the amount ofinnovation which
could be obtained fi-om combining the resources of all these firms into one company.

CONCLUSION

Concern over U.S. international competitiveness has led to an examination

ofantitrust laws. Many believe that antitrust reforms will help U.S. firms become
more internationally competitive. Others fear that looseningantitrust will lessen

domestic competition and will have little effect on the ability of the United States

to compete internationally. In examining proposals to revise antitrust laws, U.S.

policymakers will need to balance the goal of promoting U.S. international

competitiveness with the goal of maintaining competition in the domestic economy
in a way which maximizes (to the extent possible) consumer welfare and economic

efficiency. Likewise, policies to encourage greater cooperation among firms to

enhance technical innovation should not come at the expense of discouraging

innovations by smaller firms. Finding these happy mediums, however, will be

very difficult due to the fact that market outcomes, especially in a rapidly changing

international market, are extremely h<ird to predict.


