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THE SIMPLE FIX TO THE
PROBLEM OF HOW TO TAX

MULTINATIONAL
CORPORATIONS —
ENDING DEFERRAL

B Y T H O M A S  L .  H U N G E R F O R D

“Tax reform is dead—long live tax reform” appears to be

the message coming out of Washington these days. On

Tuesday, February 25, Sen. Mitch McConnell appeared

to close the book on tax reform in this Congress when he

told reporters, “I think we will not be able to finish the

job.” The next day, Rep. Dave Camp, the chairman of the

House Ways and Means Committee, unveiled his long-

awaited comprehensive tax reform proposal. Later in the

day, House Speaker John Boehner was asked about the

Camp tax reform plan and replied with “blah, blah, blah,

blah.”

However, while comprehensive tax reform may be on

hold for a few years, reform of business taxes—the corpo-

rate income tax—is still being considered by the Obama

administration and many in Congress. The contentious

aspects of reforming the corporate income tax include

even such basic issues as how to tax the profits of multi-

national corporations (MNCs). Some argue that the

United States should adopt a territorial approach to tax-

ing U.S. multinational corporations—that is, not taxing

the profits they earn from overseas operation (or, in the

jargon, their active foreign-source income). Others argue

that the U.S. should move to a pure worldwide system in

which active foreign-source income is taxed at U.S. rates

as it is earned. The current U.S. system is between these

two approaches: Active income of foreign subsidiaries

of U.S. parent multinational corporations is taxed only
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when it is repatriated or paid to the U.S. parent corpo-

ration as a dividend. Not imposing taxes on income held

abroad is known as deferral in that taxes are deferred until

the income is repatriated.

This issue brief examines this contentious issue. The

principal findings are:

Rules to protect the U.S. corporate income tax base

(that is, to ensure that corporate earnings are indeed

subject to taxation), known as subpart F, have been

weakened over the past several years by legislative

and rule changes, shrinking the corporate income

tax base and reducing revenue raised from corporate

taxes.

About 60 percent of multinational corporations’

foreign-source earnings and profits come from coun-

tries in which the firms have little business activity,

evidence that these MNCs are using tax havens to

avoid paying the U.S. corporate income tax.

Fixing the problem of corporate income taxation

does not require deeply complex reform that touches

on every part of the tax code; instead it largely can

be achieved simply by ending deferral. Ending defer-

ral would move the U.S. closer to a pure worldwide

system and could significantly increase corporate tax

revenue, reduce profit shifting, increase investment

in the U.S. by American multinational companies,

and simplify the corporate income tax system.

Ending deferral could increase corporate tax revenue

by over $50 billion per year, or $500 billion over 10

years. The additional revenue could be used for edu-

cation funding, infrastructure improvements, and

other investments in America’s future.

Approaches to taxing
multinational corporations

A multinational corporation (MNC) is a business that

is incorporated and operates in one country (the home

country) but also maintains operations in other coun-

tries. There are two basic approaches to how the home

country taxes the income of a multinational corporation:

the worldwide approach and the territorial approach.

Under the worldwide approach, the home country would

tax the worldwide income of the MNC, regardless of

where the income is earned.1 That is, both domestically

earned and foreign-source income is taxed by the home

country. Under this approach, the home country gener-

ally allows a credit or deduction for foreign taxes paid

on foreign-source income to avoid double taxation. The

worldwide approach results in capital export neutral-

ity—that is, income from capital owned by home-coun-

try citizens faces the same tax burden regardless of where

the capital is invested. Consequently, home-country

multinational corporations would allocate their capital

around the world based on economic considerations and

not tax considerations. If all nations adopted a worldwide

system, it would promote international efficiency in the

allocation of capital.

Under the territorial approach, the home country only

taxes the income earned within its borders; an MNC’s

foreign-source income is not taxed by the home country.

Of course, the foreign-source earnings may be subject to

taxation by foreign countries. The territorial approach

results in capital import neutrality—income from invest-

ments by all firms (domestic and foreign) in the same

country is taxed at the same rate.

It is often argued that U.S. firms are at a competitive dis-

advantage when operating in lower-tax foreign countries

because the U.S. worldwide approach in theory subjects

foreign earnings of U.S. MNCs to the higher U.S. tax.

The argument of competitive disadvantage, however, is,

at best, debatable (Shoup 1974), and, more likely, highly

questionable (Gravelle 2012a and 2012b).2 Furthermore,

Gravelle (1994) notes that capital import neutrality is not

really neutral in that the location of investment could

be affected if different countries have different tax rates

on capital income—in other words, investment decisions
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will continue to be based, at least in part, on tax consid-

erations.

Different countries take different approaches to taxing

MNCs. But none of the major developed countries has

adopted a pure worldwide or a pure territorial system.

Most countries have a hybrid tax system that falls some-

where between the two approaches.

How U.S. multinational
corporations are taxed

Since the enactment of the Revenue Act of 1913, U.S.

multinational corporations have been subject to a tax on

their worldwide income. For U.S. corporations with for-

eign subsidiaries (known as controlled foreign corpora-

tions, or CFCs),3 the foreign-sourced active income of

the subsidiary is not taxed until it is repatriated through

dividend distributions to the U.S. parent company; this

is known as deferral.4 Taxpayers, however, have been

allowed a credit (since 1918 and a deduction before that)

for foreign taxes paid on their foreign-sourced income to

avoid double taxation—the foreign tax credit. Deferral

and the foreign tax credit complicate the tax system and

affect the amount of tax actually collected.

Firms benefit from deferral to the extent that the foreign

tax rate is lower than the U.S. corporate tax rate. In

response to the growing number of incorporations in tax

havens (countries with low or no corporate tax) to obtain

a tax advantage, the Kennedy administration proposed to

eliminate deferral except for income earned in less devel-

oped countries that are not tax havens.5 Congress ulti-

mately adopted the administration’s recommendation to

end tax haven abuses with the addition of subpart F to

the Internal Revenue Code, but did not end deferral in

general.

Subpart F prohibits MNCs from deferring taxes on cer-

tain income known as “subpart F income.” Subpart F

income is generally income from passive investments

rather than income earned from active business opera-

tions. Subpart F income is highly mobile income that

easily can be shifted to low-tax jurisdictions; it is taxed

as it is earned regardless of whether it is repatriated or

not. The general trend, however, has been the weakening

of subpart F with “check the box” and the enactment

of the “look-through rule” (see the text box for more

information).6 Sicular (2007, 349) notes that the look-

through rule “effectively repealed antideferral rules for

much of what subpart F of the Internal Revenue Code

was originally intended to prevent.” The look-through

rule expired at the end of 2013, but is part of the “tax

extenders” package that Congress is considering.7 While

it is likely to be extended, even if it isn’t, most of its

adverse tax effects can be achieved through check-the-box

regulations.

Deferral provides an incentive to multinational corpo-

rations to keep foreign-sourced active income offshore

because corporate taxes are not due until the income is

repatriated. Furthermore, deferral also provides an incen-

tive to shift income to low-tax jurisdictions and to keep

it there. This is referred to as the “lock-out effect.” One

method often used to shift profits from relatively high-

tax countries (such as the United States) to low- or no-

tax countries (tax havens) is transfer pricing—the pricing

of intellectual property rights and other intangible assets

when transferred from the U.S. parent company to an

offshore affiliate. The problem with this is that a multi-

national’s “profits may be artificially inflated in low-tax

countries and depressed in high-taxed countries through

aggressive transfer pricing that does not reflect an arms-

length result from a related-party transaction” (JCT

2010, 5).

The deferral of tax on active foreign-source income

results in lower corporate income tax revenue. As a mat-

ter of fact, it is listed as the largest corporate tax expendi-

ture by the Joint Committee on Taxation (JCT 2013).8

JCT estimates that deferral will reduce corporate income

tax revenue by $265.7 billion between 2013 and

2017—over $50 billion per year on average.
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Check-the-box regulations and the look-through rule

Rather than shift investments to tax havens to take advantage of low taxes, firms find that the tax advantages

can be achieved at lower cost by simply shifting profits to the tax havens. Indeed, over the past 20 years, rules

from both the executive and legislative branches reducing the effectiveness of the antideferral rules of subpart

F have increased offshore profit-shifting. The Treasury Department issued the check-the-box regulations in

1997, and Congress enacted the look-through rule as a temporary measure in 2006.

Income from many transactions between two foreign subsidiaries (CFCs) of the same U.S. parent is con-

sidered subpart F income and taxed by the United States. The check-the-box regulations were intended to

simplify tax rules related to the classification of subsidiaries for tax purposes. The regulations essentially allow

MNCs to transform a foreign subsidiary into a hybrid entity—a CFC that is recognized as a corporation in

one tax jurisdiction (and taxed accordingly) but not in another tax jurisdiction. For example, suppose a U.S.

parent corporation has one subsidiary in a low-tax country (CFC-low) and one in a high-tax country (CFC-

high). If CFC-low extends a loan to CFC-high, then the interest paid by CFC-high to CFC-low would be

considered passive or subpart F income of the U.S. parent and taxed by the U.S. (The interest payment

would be a deductible expense by CFC-high in determining its tax liability in the high-tax country.) Under

the check-the-box regulations, the U.S. parent can elect to have CFC-high considered as a disregarded entity

(DRE) by literally checking a series of boxes on IRS form 8832. In other words, CFC-high is now considered

a branch of CFC-low for U.S. tax purposes—the two CFCs are considered a single entity and, thus, there is

no interest payment subject to tax from the perspective of the IRS.

The look-through rule, enacted in 2006 as part of the Tax Increase Prevention and Reconciliation Act, pro-

vides “look-through” treatment for certain payments between related CFCs; in essence removing certain pas-

sive income from subpart F and permitting much of what the check-the-box regulations allow.

Although the United States does tax the worldwide

income (domestic and foreign-source) of U.S. nationals

(individuals and corporations), it takes into considera-

tion the fact that the country where the income is earned

may also tax that income. To prevent double taxation of

income, the U.S. allows a credit for foreign taxes paid.

But to protect the tax base, the U.S. limits the amount of

the foreign tax credit to what the taxpayer’s tax liability

on the foreign-source income would be under the U.S.

tax code.

Since 2004, businesses have calculated their foreign tax

credit separately for two different “baskets” of

income—passive income and general income (mostly

active income).9 Within each basket, excess credits gen-

erated in high-tax countries (that is, potential credits

that could not be used because the foreign tax liability

is higher than what would be owed under the U.S. tax

code) can be used to offset U.S. taxes due on income

earned in low-tax countries. Excess credits can effectively

offset much or even all of the U.S. tax liability on income

repatriated from tax havens. This is known as cross-cred-

iting and has become more extensive over time as the

foreign tax credit rules have changed in favor of multi-

national corporations. Before 1976, cross-crediting was

limited because the foreign tax credit was calculated sepa-
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rately for each country—known as the per-country limit.

After 1976, the per-country country limit was aban-

doned and separate limits for different categories of

income were adopted. There were nine categories or bas-

kets of income until 2007 and only two baskets after

2007, thus making cross-crediting easier.

U.S. multinational corporations
and their controlled foreign
corporations

In 2008, U.S. corporations reported having 83,642 con-

trolled foreign corporations.10 These CFCs had $14.5

trillion in assets at the end of the tax year and $662.0

billion in before-tax earnings and profits. Information

for CFCs of U.S. corporations in selected countries is

reported in Table 1. The table includes 16 countries that

appear on one or more lists of tax havens and 12 devel-

oped nations that are not tax havens.11

CFCs in the selected tax haven countries account for

about 19 percent of the total number of CFCs (see col-

umn 1), but account for 60 percent of all CFC before-

tax earnings and profits (see column 2). Compare this

to 12 large countries with significant U.S. MNC pres-

ence—this group accounts for one-third of all CFCs but

less than a quarter of total earnings and profits. It is

important to keep in mind that the tax haven countries

are not large economic powerhouses; the combined GDP

of the 16 tax haven countries listed in the table is less

than Italy’s GDP.

The last column of the table reports, for each country,

the CFCs’ earnings and profits as a percentage of the

country’s GDP. For tax havens, profits from CFCs are

often very large compared with the country’s GDP. In

four cases it is many times larger than GDP—from two

times to nearly 20 times as high. It is difficult to imagine

that these profits are due to economic activities actually

undertaken in these specific countries. In the large devel-

oped countries we examine, CFC earnings and profits

tend to be very small compared with the country’s GDP.

Costa and Gravelle (2010) find that U.S. business

income in low-tax countries is high relative to actual

business activity (e.g., employment and physical assets)

in these countries. Grubert (2012) shows that a large gap

between the U.S. tax rate and foreign tax rate leads to an

increase in the share of income in that country but not an

increase in sales in that country. This research combined

with the information in Table 1 provides ample evidence

of rather aggressive profit shifting by multinational cor-

porations.

How much money is
“trapped” overseas?

It has been widely reported that U.S. multinationals

claim an estimated $2 trillion “permanently” reinvested

offshore income—in essence, income locked out of the

United States and hence unlikely to ever be subject to the

U.S. corporate income tax. Yet many CEOs have argued

that these funds could well return if another repatria-

tion “holiday” allows these funds to return to the U.S.

and face a more “reasonable” tax rate of, say, 5.25 per-

cent or even lower (compared with the normal 35 per-

cent tax rate).12 This is not a vain hope on the part of

these CEOs; there was indeed such a repatriation holiday

in 2004. To boost the case for offering a repatriation holi-

day, many CEOs (and some policymakers) argue that the

repatriated funds will lead to increased investment and

create jobs in the United States as well as increase corpo-

rate tax revenue.

There is, however, some disagreement over how much

is actually permanently reinvested overseas. Zion, Varsh-

ney, and Burnap (2011) estimated that S&P 500 com-

panies had almost $1.3 trillion in undistributed foreign

earnings in 2010—double the amount in 2006. A May

2012 study by J.P Morgan analysts found that multi-

national corporations have over $1.7 trillion in undis-

tributed foreign earnings (Chasan 2012). A more recent

study reportedly estimates that $1.95 trillion is indefi-

nitely invested overseas (Murphy 2013). Although it is
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T A B L E  1

Earnings and profits of U.S. multinational corporations’ foreign subsidiaries (CFCs), 2008

Number of
CFCs

Earnings and profits before taxes (millions
$)

Earnings and profits as a percent of
GDP

All geographic regions 83,642 661,993

Selected tax havens

Bahamas 372 16,848 204.30%

Bermuda 1,008 68,587 1122.50%

British Virgin Islands 419 7,876 937.90%

Cayman Islands 1,677 43,044 1913.00%

Costa Rica 450 690 2.30%

Cyprus 138 696 2.80%

Guernsey 67 604 22.00%

Hong Kong 2,368 8,325 3.80%

Ireland 1,202 60,243 22.70%

Jersey 101 605 11.90%

Luxembourg 681 30,706 55.80%

Malta 31 127 1.40%

Netherlands 3,505 94,411 10.80%

Panama (including Canal
Zone) 282 1,832 8.00%

Singapore 1,843 13,767 7.20%

Switzerland 1,411 48,096 9.20%

Percent of total–all regions 18.60% 59.90%

Selected developed countries (excluding tax havens)

Australia 2,802 23,673 2.20%

Austria 527 1,476 0.40%

Belgium 1,222 3,762 0.70%

Canada 6,829 47,696 3.10%

Denmark 693 2,103 0.60%

France 3,522 14,380 0.50%

Germany 4,094 15,714 0.40%

Italy 1,665 5,748 0.20%

Japan 2,730 6,311 0.10%

Korea 860 5,597 0.60%

Spain 1,785 13,948 0.90%

Sweden 1,052 829 0.20%

Percent of total–all regions 33.20% 21.30%

Source: Internal Revenue Service’s Statistics of Income, and GDP data from CIA and IMF

indefinitely invested overseas, a large chunk is report-

edly sitting in U.S. bank accounts or in U.S. Treasury

securities (Linebaugh 2013). In other words, much of

these permanently reinvested overseas earnings are actu-

ally invested in U.S. liquid assets rather than in foreign

physical assets. Furthermore, many observers argue that
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U.S. multinationals are able to tap their overseas earnings

without paying U.S. tax (Drucker 2010).

The term “permanently reinvested earnings,” however, is

an accounting term rather than a description of actual

investment in overseas tangible assets. Multinational cor-

porations have two options regarding the financial

reporting of foreign-source earnings that are not imme-

diately repatriated. First, the MNC can recognize an

expense for expected taxes due when the earnings are

eventually repatriated. This reporting helps the MNC’s

investors understand the potential liabilities of the firm.

Second, the MNC can use an accounting rule known

as the “Indefinite Reversal Exception” to defer recogniz-

ing the tax expense until the earnings are actually repatri-

ated. In essence, the MNC declares that the earnings are

permanently reinvested, which increases reported after-

tax profits. Krull (2004, 765) finds evidence that MNCs

designate earnings as permanently reinvested “to manage

earnings in order to meet analyst forecasts.”

Evidence prior to 2000 suggests that the repatriation rate

(repatriated earnings as a proportion of foreign earnings)

was about 40 percent (Hines 1999; Desai, Foley, and

Hines 2007). After 2000, the repatriation rate appears

to be substantially lower, closer to 20 percent (Gravelle

2012a).13 This could possibly be due to the anticipation

and aftermath of the 2004 repatriation holiday (the repa-

triation rate for 2005 is not included in this estimate).

Brennan (2010) presents evidence that firms increased

the share of foreign earnings that were “permanently rein-

vested” overseas after the repatriation holiday. He sug-

gests that one of the consequences of the holiday was to

lead firms to expect future repatriation holidays and to

hoard foreign earnings overseas.14

Summary of the problem of
taxing multinational corporations

The principal problem with the current corporate tax

system is the erosion of the corporate income tax base.

Multinational corporations have used aggressive tax plan-

ning techniques to shift profits from the U.S. (and other

high-tax countries) to tax havens, which has led to a dra-

matic build-up of earnings in tax havens over the past 10

to 15 years. Consequently, many large corporations pay

low or even no federal income taxes.15 And, despite rising

corporate profits, corporate tax receipts have been falling

as a proportion of total federal revenue.16

But base erosion is not the only problem. A second prob-

lem is the complexity of the current tax code regarding

multinational corporations. The rules for both the for-

eign tax credit and subpart F are complicated for firms to

comply with and for the IRS to administer.17 Multina-

tional corporations’ tax lawyers and accountants spend a

great deal of time and effort to exploit the rules to mini-

mize U.S. tax liability. The IRS must expend resources to

administer and enforce the rules as well as to detect and

prosecute fraudulent claims, which is increasingly diffi-

cult as the IRS budget has steadily fallen since 2010.18

The Camp policy option

Some policy analysts and policymakers, such as House

Ways and Means chairman Dave Camp, have advocated

that the U.S. adopt a mostly territorial tax system. The

Camp plan would allow multinational corporations to

deduct 95 percent of repatriated foreign-source CFC

active income from taxable income.19 With a 25 percent

statutory corporate tax rate, this foreign-source income

would be taxed by the U.S. at a 1.25 percent tax rate

(with no foreign tax credit). Subpart F income would

continue to be taxed at the statutory tax rate as it is

earned.

The $2 trillion in accumulated offshore income would

be taxed under a transition rule. The income would be

included in taxable income, but up to 90 percent of non-

cash earnings and 75 percent of cash earnings would be

deductible—in other words, this income would be taxed

at a 3.5 percent or 8.75 percent tax rate whether or not

it is repatriated. Foreign tax credits would be partially
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available. Additionally, firms would be allowed to pay the

taxes over eight years.20

A territorial system, however, does not address the prob-

lems of the current international business tax system. As

a matter of fact, this system would probably exacerbate

the problems. Not taxing foreign-source active business

income strengthens the incentive for U.S. multinationals

to shift profits overseas and claim that this income is per-

manently reinvested overseas.

Furthermore, passive (and hence readily mobile) income

will continue to be taxed as it is earned under the Camp

plan. To protect the tax base, the Camp proposal

attempts to strengthen subpart F. The foreign tax credit

is also retained to prevent the double taxation of subpart

F income. Consequently, two major rules contributing

to the complexity of the tax system would remain in the

tax code, which all but guarantees continued full employ-

ment for tax lawyers. And if the IRS’s budget continues

to be reduced, then the tax base will be further eroded

as tax lawyers find more and more tax loopholes with no

IRS push back.

The Baucus discussion draft

Sen. Max Baucus, chairman of the Senate Finance Com-

mittee before he was chosen to be the ambassador to

China, released a staff discussion draft for international

business tax reform.21 The discussion draft contains two

options for taxing the foreign-source income of multi-

national corporations—they are dubbed “Option Y” and

“Option Z.” Both options are hybrid systems (that is,

between a territorial system and worldwide system). The

options would expand subpart F to include more income

as subpart F income to prevent profit shifting. Addition-

ally, the options would repeal check-the-box and look-

through rules.

Option Y moves toward a partial territorial system. The

foreign-source income of CFCs is divided into two cate-

gories. One is foreign income earned from selling prod-

ucts and services to U.S. customers; this income would

be taxed as it is earned at the full U.S. corporate tax

rate.22 The other category is foreign income earned from

selling products and services in foreign markets. If this

income is subject to an effective foreign tax rate that is

at least 80 percent of the U.S. corporate tax rate, then

the income is exempt from U.S. taxes when repatriated.

If the effective foreign tax rate is less than 80 percent

of the U.S. rate, then the income is considered subpart

F income and taxed currently with a deduction for 20

percent of the deemed dividend and a foreign tax credit.

Essentially, all foreign income is subject to a tax rate that

is at least 80 percent of the U.S. tax rate (though not nec-

essarily taxed by the U.S.).

Option Z, as with Option Y, would have the same two

categories of foreign-source income, each taxed differ-

ently. Income earned from selling products and services

to U.S. customers would be considered subpart F income

and taxed accordingly (i.e., as it is earned at the full U.S.

tax rate). Other foreign income would be taxed with a 40

percent deduction (essentially at a tax rate that is 60 per-

cent of the U.S. rate) if it is active foreign market income

and with no deduction if it is not active income (taxed at

the full U.S. corporate tax rate). The foreign tax credit is

retained for the foreign income that is included in taxable

income.

Both options add to the complexity of the corporate

income tax by taxing different categories of income at

essentially different tax rates. The plans retain the two

provisions contributing to the complexity of the cor-

porate tax: the foreign tax credit and subpart F. Since

foreign-source income is taxed more lightly than domes-

tic income, the tax incentives to shift profits and invest-

ments overseas is not eliminated.

A better policy option

Wholesale tax reform is unlikely this year or in the next

Congress. But many of the problems with taxing multi-

national corporations could be addressed without sweep-

EPI  ISSUE BRIEF #378 | MARCH 31,  2014 PAGE 8



ing tax reform. The tax system could be shifted closer to a

pure worldwide system simply by eliminating the largest

corporate tax expenditure: deferral. The incentive to shift

profits and invest overseas is eliminated. Firms would no

longer base investment decisions on the tax implications

of those decisions. And corporate income tax revenue

could increase by over $50 billion per year, or $500 bil-

lion over 10 years.

Furthermore, with all foreign-source income taxed as it

is earned, subpart F and all of its associated headaches

could be eliminated, thus somewhat simplifying the tax

code.23 Of course, the foreign tax credit (and associated

headaches) would remain to avoid double taxation of

foreign-source income, but it too could be simplified and

strengthened to reduce cross-crediting issues.

Such a policy was proposed when Senators Ron Wyden

and Dan Coats introduced the Bipartisan Tax Fairness

and Simplification Act of 2011 (S. 727) in the 112th

Congress.24 This was a comprehensive tax reform plan

that would have changed both the individual income

tax and corporate tax systems. The proposal would have

broadened the tax base by eliminating several corporate

tax expenditures and reduced the corporate tax rate to 24

percent (from the current 35 percent). The international

business tax reform would have moved the corporate tax

system much closer to a pure worldwide approach by

eliminating deferral; all CFC income would have been

taxed as it was earned. The foreign tax credit would have

been modified to reduce the problem associated with

cross-crediting by adopting a per-country limit on the

credit.25

Some have argued that foreign-source income should

not be taxed by the U.S. because it is not earned here

and does not benefit from government actions and pro-

tections. However, the Supreme Court got it right in

1924—U.S. citizens and their property benefit from the

U.S. government. Many goods produced and sold by

U.S. subsidiaries were developed in the U.S. with the

help of various tax breaks for R&D (think of the many

Apple Inc. products, such as iPhones and iPads). Many

of the “foreign” assets (tangible and intangible) are pro-

tected by U.S. patent, copyright, and trademark laws.

Concluding remarks

It is often argued that our tax system is broken beyond

repair, especially with regard to multinational corpora-

tions. Some claim that our worldwide approach to taxing

the income of multinational corporations leads to the off-

shoring of profits and jobs, and that we must exchange

the worldwide approach for the territorial approach. This

claim, however, ignores one key fact: The problem is not

the worldwide approach, the problem is deferral. Defer-

ral allows multinational firms to postpone paying U.S.

tax on foreign-source income until it is brought back or

repatriated to the U.S. If this income remains offshore

indefinitely, then the firms indefinitely escape paying

U.S. taxes. Deferral provides multinational corporations

a large incentive to move profits, investment, and jobs

offshore.

Although a variety of very different reforms have been

proposed to change how the United States taxes U.S.

multinational corporations, none of the major proposals

in the 113th Congress gets to the heart of the problem:

deferral. Simply eliminating deferral and taking a pure

worldwide approach could remove the incentives to shift

profits, investment, and jobs overseas. In addition, elim-

inating deferral would broaden the tax base and raise

much needed tax revenue—revenue that could be used

for education funding, infrastructure improvements, and

other investments in America’s future.
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Endnotes
1. In 1924, the Supreme Court found that taxing the

worldwide income of U.S. citizens was constitutional. The

court stated in Cook v. Tait, 265 U.S. 47 (1924), “The

government, by its very nature, benefits the citizen and his

property wherever found and, therefore, has power to make

the benefit complete.”

2. Gravelle (2012b) argues that if competitiveness is the goal,

then why stop at reducing rates—why not actually subsidize

the firms to operate in foreign countries.

3. A controlled foreign corporation (CFC) is incorporated in a

foreign country, but U.S. shareholders own a majority of its

stock. Each U.S. shareholder must own at least 10 percent

of the stock. It is not uncommon, however, for a single U.S.

corporation to own 100 percent of the stock of the CFC.

4. Active income is income generated from the firm’s

management of its business (i.e., active business operations).

5. The Kennedy administration argued that allowing deferral

for subsidiaries in less-developed nations would encourage

U.S. business investment in those nations. In his 1961 tax

message to Congress, President Kennedy recommended

“that tax deferral be continued for income from investment

in developing 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” (President’s 1961 Tax Message, p. 7).

6. “Check the box” is an administrative rule that essentially

allows multinational corporations to determine for

themselves how foreign subsidiaries are taxed. The

look-through rule (section 954(c)(6) of the IRC) excludes

certain dividends, interest, rents, and royalties that are

received by one controlled foreign corporation (i.e.,

subsidiary) from a related subsidiary. See Sicular (2007) and

Levin-McCain memo (2013) for in-depth explanations.

7. The annual extenders package is a bill that extends expired

or expiring tax provisions.

8. Tax expenditures are revenue losses that are due to special

provisions in the tax code that reduce gross income.

9. There are two other baskets of income that receive special

treatment. The first is income from investments in

sanctioned countries (countries in which the U.S. has no

diplomatic relations and countries that support terrorism);

this income is not granted a foreign tax credit. The second is

income that is attributed to a specific foreign country by

treaty; the foreign tax credit is determined separately for this

income.

10. At this time, 2008 is the latest year for which corporate tax

data are available.

11. The tax havens are identified in Gravelle (2013). The

Netherlands does not appear on international lists of tax

havens but has characteristics of a tax haven, an argument

developed by van Dijk, Weyzig, and Murphy (2006). For

example, the Netherlands facilitates the movement of

money to tax havens through provisions called “Dutch

sandwiches.”

12. In an interview with the Washington Post, Apple CEO Tim

Cook said, “To repatriate cash to the U.S., you need to pay

35 percent of that cash. And that is a very high number. We

are not proposing that it be zero…. But I think it has to be

reasonable” (Kang 2013).

13. Sullivan (2004) shows that U.S. multinational

corporations shifted billions of dollars of profits to tax

havens between 1999 and 2002.

14. Sheppard and Sullivan (2009, 295) argue this is the case as

firms appear to be shifting more “profits offshore than usual

in preparation for another repatriation tax holiday.”

Proponents of another repatriation holiday in the Senate

tried to attach an amendment to the 2009 stimulus bill for

another tax holiday; it was voted down.
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15. See, for example, McIntyre, Gardner, and Phillips (2014).

16. With the exception of the period around the federal

repatriation holiday.

17. See, for example, West and Varma (2012) and Soleimani

(2010).

18. The IRS enforcement budget has been reduced from $5.5

billion in fiscal year 2010 to $5.0 billion for fiscal year

2014.

19. Draft legislation of the Camp plan is available on the

House Ways and Means Committee website

[http://waysandmeans.house.gov/uploadedfiles/statutory_

text_tax_reform_act_of_2014_discussion_draft__

022614.pdf].

20. The proceeds from this transition tax would be transferred

to the Highway Trust Fund.

21. The discussion draft can be accessed

at http://www.finance.senate.gov/newsroom/chairman/

release/?id=f946a9f3-d296-42ad-bae4-bcf451b34b14.

22. The discussion draft does not specify what the U.S.

corporate tax rate would be other than to suggest that it

would be significantly lower than the current 35 percent

rate.

23. But enforcement by the IRS could become a bit more

difficult because relevant documents of the CFCs may not

be readily available. But this should not be much of a

problem since firms already have experience producing

documents for taxing subpart F income.

24. This proposal was very similar to one introduced by

Senators Wyden and Judd Gregg in the 111th Congress (S.

3018). The proposal can be accessed

at http://www.wyden.senate.gov/priorities/wyden-coats-tax-

plan.

25. Until 1976, the foreign tax credit was determined

separately for each country where income was earned. The

Wyden–Coats plan would have reinstituted this method of

calculating the foreign tax credit.
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