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Introduction

Two of the most important challenges in tax reform will be reorienting our tax code
toward domestic job creation and closing loopholes that drain revenues. Currently
incentives embedded in the tax code encourage U.S. companies to invest and create jobs
overseas rather than here at home. Among the main reasons the U.S. tax code rewards
offshore investment are the loopholes and porous rules that allow multinational compa-
nies to avoid U.S. taxes by reporting much of their profits in tax havens such as Bermuda
and the Cayman Islands. Shifting profits into tax havens costs the U.S. Treasury tens of
billions of dollars in revenue every year.

The Obama administration is expected soon to release proposals for reforming the
corporate income tax code." In his State of the Union address last month, the president
unveiled one such proposal—a minimum tax on corporations’ overseas profits. “No
American company should be able to avoid paying its fair share of taxes by moving jobs

and profits overseas,” he told a joint session of Congress.

The president’s annual budget is expected to be released February 13. It will likely
provide more details about the minimum tax proposal. But the idea behind it is simple:
U.S. multinationals should not be allowed to pay zero taxes, or close to zero taxes, by
reporting income in tax haven countries when other companies investing and reporting
profits here in the United States are paying normal levels of corporate taxes. A corporate
minimum tax would directly combat such profit shifting and lessen the tax code’s bias

toward foreign investment.

That is a critical starting point for a broader corporate tax overhaul aimed at boosting
investment in our economy, leveling the playing field among competing businesses,

and shoring up the government’s revenue base. A global minimum tax would also be
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an improvement to the corporate tax code even without other fundamental changes

because it addresses one of the most serious flaws in our current system.

This issue brief summarizes the need for a minimum tax on U.S. multinationals’ foreign

profits. It emphasizes the following key issues:

* The shifting of corporate profits into tax havens bleeds tens of billions of dollars in
revenue out of the U.S. Treasury every year, undermining the domestic tax base.

* This profit shifting largely occurs on paper, but the consequences are very real because
of the negative incentives for actual investment and job creation in the United States.

* A minimum tax would combat profit shifting and tax haven abuse, would not harm
U.S. economic competitiveness, and would bring the U.S. tax code’s anti-tax haven

rules closer in line with those of other major economies.

Let’s examine each of these points in turn.

The shifting of corporate profits into tax havens results
in tens of billions of dollars in lost revenue

It is often said that the United States has a “worldwide” tax system—that is, a system where

U.S. corporations pay U.S. taxes on their profits wherever in the world they earn them. If

FIGURE 1
we actually had such a purely “worldwide” corporate tax system, then U.S. corporations Where U.S multinational
would pay the same level of taxes whether they report their global profits in the United profits are
States or elsewhere. They would pay their U.S. taxes, less any foreign taxes owed, and it Top 10 countries where
would not matter for bottom-line tax purposes where the income was located. subsidiaries of U.S.

multinational firms report

profits, 2008
But the reality is much more complicated. Even though the United States nominally has a

“worldwide” tax system, foreign profits are taxed very differently—and often much more Country  Effective tax rate
favorably—than domestic profits. Because of a feature in our tax system known as defer- 1. Netherlands 2.1%
ral, U.S. multinationals can delay paying U.S. taxes on overseas profits indefinitely, whereas 2. Luxembourg 0.4%
they must pay taxes on domestic profits in the year they are earned. Overseas profits are 3. Ireland 4.0%
taxed only when and if they are returned to the United States—and often not even then.? 4. Canada 13.2%
5.Bermuda 0.6%
Deferral can be extremely valuable because it allows U.S. companies to reinvest profits over- 6 Switerand Q41
seas indefinitely without paying U.S. corporate taxes. It is all the more valuable for compa- 7. Singapore 3.4%
nies that are able to avoid foreign taxes by reporting profits in low-tax or no-tax countries.
8. Germany 17.8%
. L . i . 9. Norway 38.4%
It is surely no coincidence, then, that U.S. multinationals consistently report their largest
. . . . . 10. Australia 20.1%
profits in a handful of relatively small countries that impose little or no corporate tax. One
analysis found that in 2008 six of the seven countries where U.S. multinationals reported pource: Buieau of Econormic Analyss data fiom
imberly A. Clausing, The Revenue Effects of
their largest profits had effective corporate tax rates of 4 percent or lower: the Netherlands, tinaniona frm Income Shiftng Tox Notes

Luxembourg, Ireland, Bermuda, Switzerland, and Singapore.® (see Figure 1)
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U.S. multinationals claim extraordinary levels of profitability in these and other low-
tax countries.* They reported $2.6 million in profit per employee in Bermuda in 2008
and $5.4 million per employee in 2007, compared to a total worldwide ratio of about

$40,000 per employee.® Something is wrong with this picture.

It is clear from the observable measures of economic activity—location of customers,

employees, tangible assets—that most of these profits aren’t actually being earned in

these small countries in any meaningful sense. The obvious explanation is that they are

moved there on paper for tax-motivated reasons.

FIGURE 2

The offshoring of corporate profits

How six multinational corporations reduce their U.S. tax bills, as detailed
by the congressional Joint Committee on Taxation, 2010

Observable measures of Share of profits
Company Sector business activity in the reported in the United Location of affiliates
United States States
60 percent of sales to customers in Less than 30 percent of Netherlands; China;
“Alpha” Consumer products the United States; majority of R&D earnings reported in the unnamed Asian country
performed in the United States United States with no corporate tax
50 percent of sales in the United
Less than half of |
p . Industrial technology States and Canada; 97 percent of .esst an hatt o téxab N Bermuda, Switzerland,
Bravo ) . income reported in the
products and services U.S. workforce; substantially all R&D X Netherlands
. - United States
performed in the United States
10 percent of income . .
u - . More than 60 percent of product . . Puerto Rico, Switzerland,
Charlie Industrial products reported in the United
sales to U.S. customers Cayman Islands
States
Approx. 45 percent to 55 pe.rcent 10 percent of eamings
" Y Technology-based con- of revenue from U.S. operations; . . Netherlands, Ireland,
Delta . . reported in the United )
sumer products substantially all R&D performed in States Singapore
the United States.
Sales to U.S. customers declined to 60 Eérnlngs reporte'd in the
M ” Technology-based United States declined to 25 .
Echo percent from 67 percent of total sales Switzerland, Cayman Islands
consumer products ) percent from 50 percent of
over the years studied :
total earnings
50 percent of total sales to U.S. Less than 5 percent of Netherlands. Bermuda
“Foxtrot” Consumer products customers; substantially all R&D global income reported in y !

Hong Kong

performed in the United States. the United States.

Source: Joint Committee on Taxation, Present Law and Background Related to Possible Income Shifting and Transfer Pricing, July 20, 2010 (JCX-37-10)

How is it possible for tens of billions of dollars in corporate profits to migrate to places
like Bermuda? Recent press reports shed light on the complex legal and accounting
maneuvers that companies use to ensure that large amounts of income are transplanted

offshore and ultimately reported in low-tax jurisdictions.®
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Indeed, the congressional Joint Committee on Taxation in 2010 published a study
detailing similar strategies actually used by six real but anonymous multinational corpo-

rations.” (see Figure 2) These strategies include:

* Moving valuable intangible property to low-tax affiliates
* Aggressive “transfer pricing”
* Expense allocation

* Profit stripping

Each of these profit-shifting strategies is worth exploring in more detail.

Moving valuable intangible property to low-tax affiliates

It is common practice for U.S. multinationals to transfer valuable intangible property
developed in the United States such as drug patents and software licenses to coun-

tries where the income stream from these assets will be lightly taxed or even untaxed.
Multinationals typically accomplish this transfer of assets through licensing or cost-shar-

ing agreements between the U.S. parent and the affiliate in the low-tax country.

This is accomplished, for example, when ownership of a software license is transferred to
a tax-haven subsidiary, and affiliates in non-tax haven countries pay royalties to the tax-
haven subsidiary for its use. The royalties are deductible in the non-tax haven countries,

while the royalty income is taxed at a nominal or zero rate in the tax haven.

Aggressive “transfer pricing”

When a U.S. multinational controls affiliates in various countries, it can set the terms for
transactions between them, ultimately determining how much of the corporate group’s
global profit is reported in each country. Here’s an example, exaggerated to highlight the

basic issues at stake:

A US. parent company spends $5 on research and development to develop a patent

for making widgets. It then licenses that patent for exactly $5 to its affiliate in low-tax
Singapore. The Singaporean subsidiary manufactures the widgets at an additional cost of
$5 and sells them back to the U.S. parent for $20. The U.S. parent then sells them to U.S.
customers for $20. In this example, the company will have $10 in net profit—all of which
will be booked by the Singaporean subsidiary and none by the U.S. parent company—

even though the company’s management, R&D, and customers are in the United States.

Under Internal Revenue Service rules, related companies are required to set prices for such

transactions by reference to a hypothetical price that would be agreed to by two unrelated
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companies dealing at “arm’s length.” But some of the most complex and important transac-
tions simply aren’t done between unrelated parties, so comparable transactions do not
provide a reference point. And because of inadequate rules and enforcement in the face of
a huge volume of highly complex transactions, U.S. multinationals enjoy wide latitude to
price intragroup transactions in such a way to minimize their tax bills. Typically this means
favoring affiliates in low-tax jurisdictions at the expense of U.S. parents, so that as little

income as possible is reported in the United States.®

Expense allocation

The current U.S. tax code permits companies to take immediate deductions for inter-
est on debt and other expenses that give rise to tax-deferred overseas profits. As a result
multinationals often try to ensure that deductible expenses are incurred in the United
States (for example by taking on debt in the United States), while income flows to off-

shore affiliates, where it is taxed at low rates or not at all.

A US. company subject to the 35 percent marginal corporate rate, for example, can
borrow funds in the United States and contribute those funds to an affiliate in a country
with a 10 percent tax rate. The U.S. parent company is allowed an immediate deduction
(saving it 35 percent of the interest paid in the current year), while the resulting income
is only taxed at 10 percent until repatriated to the United States.’

Profit stripping

Our existing tax system also encourages and enables U.S. multinationals to strip profits
from other countries where they do business internationally and move it to tax havens.
This is important because it increases the inducement to move jobs overseas. A U.S.
multinational, for example, might strip profits from France and move them to no-tax
Bermuda by establishing a Bermudan subsidiary that lends money at interest to its
French subsidiary. In this way the French subsidiary’s taxable income is reduced by
the interest payments, while the Bermudan interest income is not taxed (similar to the

royalty strategy described above).

The U.S. tax system used to make such avoidance of foreign taxes less profitable—pro-
viding somewhat of a backstop for loopholes in other country’s tax codes. But U.S.
policy changes over the past two decades have accelerated these kinds of techniques."
These types of profit-stripping strategies do not directly reduce U.S. tax but they permit
U.S. multinationals to shift income from relatively high-tax foreign countries to low-tax
foreign countries. In so doing, they enhance the rewards for moving investment outside

the United States in the first place, even to high-tax countries.
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Profit shifting erodes the corporate revenue base, FIGURE 3

draining the United States of tens of billions of dollars The cost of profit shifting to the U.S. government

in revenue every year. And it is getting worse. The Revenue loss from profit shifting exceeds the budgets of major
U.S. government was estimated to have lost about federal agencies

$90 billion in revenue in 2008 from profit shifting, Department of Homeland Security
up from $60 billion in 2004."" To put that figure in $41 billion

perspective, the corporate income tax only raised an
average of $300 billion per year during the 2004-08
timespan, suggesting that profit shifting is draining the

Department of Housing and Urban Development

$49 billion

U.S. Treasury of a significant share of corporate tax Department of Education

revenues. (see Figure 3) $66 billion

Department of Veterans Affairs
Ultimately, that worsens the U.S. fiscal situation and

$85 billion
increases the tax burden on individuals and domestic

businesses. Worse still, it drives U.S. multinationals to Estimated revenue loss from profit shifting

shift U.S. jobs abroad, as explained in the next section. il

Source: Kimberly A. Clausing, “The Revenue Effects of Multinational Firm Income Shifting,"Tax Notes, March 30,
2011 (estimate for 2008); Office of Management and Budget, “Historical Tables, Table 4.1 (fiscal year 2008).

This profit shifting largely occurs on paper,
but the consequences are very real

In addition to the revenue loss, corporate profit shifting has other, indirect effects that
are harmful to the U.S. economy and domestic job creation. As discussed above, the
U.S. tax code’s deferral regime means that foreign investment is effectively taxed less
than domestic investment given existing tax rates. That means the U.S. tax code rewards
companies for making investments abroad—and leads to them shifting offices, factories,
and jobs abroad even if similar investments in the United States would be more profit-

able absent tax considerations.

The availability of profit-shifting techniques “turbo-charges” these incentives, in the
words of economist Martin Sullivan.'”> When corporations know they will be able to
shift profits from the foreign countries where they make some actual investments to
sheer tax havens (from Ireland to Bermuda, for example), they have an even stronger
financial incentive to locate investment offshore. This is not simply an issue of other
countries attracting capital by having lower corporate tax rates. The existing U.S. system
even incentivizes companies to invest in foreign countries with relatively high corporate
tax rates because common tax planning techniques allow them ultimately to report the

resulting income in tax havens."

In 2008 the Government Accountability Office found that corporations pay a 16.1
percent effective tax rate on “foreign-source” income (combining both U.S. and foreign
taxes) and a 25.2 percent rate on U.S.-source income.'* Studies also find that the effec-

tive foreign tax rates of U.S. multinationals have declined significantly in recent years
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partly because of declining corporate tax rates in other countries but also largely due to
the tax avoidance strategies described above." That means that the tax bias in favor of

foreign investments is getting worse.

Beyond sharpening the bias toward foreign investment, the U.S. tax code’s permissive-
ness toward tax havens is economically ineflicient in other ways. It advantages large
multinational companies—those best positioned to exploit tax havens—over smaller,
domestic companies. And it favors the industries whose core assets are intangible
(patents, formulas, computer code) and can be moved offshore on paper over those
industries whose assets (equipment, inventory) are planted in the United States. Such

tax-code-induced distortions are harmful for long-term economic growth.

A minimum tax will directly combat profit shifting
and tax-haven abuse and won't harm U.S. economic competitiveness

The Obama administration has not yet released the details of its corporate minimum tax
proposal, and so it is not yet known how the proposed rules would work if enacted by
Congress. A corporate minimum tax could work in one of several ways. It could include
all corporate profits subject to very low foreign tax rates under the tax code’s existing
“Subpart F” rules, which would mean that they would no longer enjoy the benefit of
deferral and would be subject to current-year U.S. tax in the same manner as domestic
profits.'® Or the proposal could tax corporate profits on the difference between some
minimum effective tax rate and the actual effective tax rate paid by U.S. multinationals in
foreign jurisdictions, if lower. The minimum tax proposal would complement other cor-

porate anti-profit shifting measures previously proposed by President Barack Obama."”

The details of the proposal will be important. Yet it is clear that any reforms that are
enacted that ensure corporate profits reported in tax havens are subject to any tax will be

an improvement over the current system. A corporate minimum tax would:

* Eliminate or reduce the financial benefits of artificial profit shifting

* Lessen the tax code’s bias toward foreign investment

* Help level the playing field among multinational and domestic businesses

* Help level the playing field between businesses that produce mobile, intangible assets
and businesses that have relatively immobile, tangible assets

* Raise needed revenue

Undoubtedly, any effort to ensure that large U.S. corporations pay at least some minimal
level of taxes on foreign profits will be criticized as harming U.S. competitiveness. Large
companies often claim that our existing international tax system impedes the ability of U.S.
multinationals to compete on a level playing field overseas. And they have criticized previ-

ous proposals to close international loopholes as further impeding competitiveness.
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It should be emphasized, though, that taxes are only one of many factors affecting a
firm’s cost of capital, which in turn is only one of many factors bearing on its ability

to compete in global markets. More importantly, the ability of U.S. multinationals to
compete in global markets is only one aspect of our “competitiveness” as a nation.'® The
tax incentives that favor foreign investment harm our economic competitiveness. And
public investments—including education, infrastructure, and scientific research—boost

our competitiveness but depend on having an adequate tax base.

Even in the narrower sense of “competitiveness”—the tax code’s treatment of U.S.-
based multinationals—the picture is more complex than many business groups sug-
gest. It is undoubtedly true that there are specific companies and specific investments
that are disadvantaged by the current U.S. structure. But the claims that our corporate
tax code hampers the competitiveness of U.S. multinationals almost always focus
exclusively on two aspects of our tax system—the statutory rate and the ostensibly
“worldwide” nature of the U.S. corporate tax. They ignore other aspects of our system,

including its failure to address profit shifting.

The U.S. 35 percent statutory rate for corporations is indeed higher than all other major
economies except Japan. It is also true that most other countries have “territorial”
systems that generally exempt active business profits earned in other countries from
tax. Yet it is also the case that U.S. rules against corporate profit shifting are weaker than

those in other countries.'’

The only way to gauge how the tax code treats U.S. multinationals overall is to look at
the combined effect of the tax rate, the tax base, and the gaping holes in the tax base. A
2007 report by the Treasury Department found that despite our relatively high statutory
corporate rate, average tax rates for corporations are low compared to other advanced
economies.”” “The contrast between [the U.S’s high statutory] rate and low average cor-

porate tax rate implies a relatively narrow corporate tax base,” the report concluded.

A more recent study examined the effective tax rates paid by the 100 largest U.S.
companies and 100 largest EU companies over the past 10 years. The study found that
while the U.S. statutory rate is 10 percentage points higher than the average corporate
statutory rate in the European Union, the European companies paid higher worldwide
effective tax rates in the aggregate than the U.S. companies.” The authors of the report
explained: “Presumably, the reason for this result is that while EU companies have a

lower statutory rate, their tax base is larger because it has fewer exceptions.”

One of the major exceptions, they emphasized, is the treatment of subsidiaries in
low-tax countries. Many European countries and Japan have antiabuse rules that take
into account both the effective tax rate in the foreign country and whether the foreign
subsidiary has a real presence in the country when determining whether to tax profits

reported there.”
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Countries employ a variety of specific kinds of FIGURE 4

rules, but the general approach is similar: Corporate How other countries address low-taxed corporate income
profits reported in jurisdictions with unusually low A brief international survey of corporate tax rules providing
tax rates are subjected to home-country tax on a backstops against profit shifting

current basis (that is, in the year they are earned).
( ¢ ¥ 4 ) Corporate income taxed at an effective rate of less than 20

While the details may differ, these rules are roughly Japan percent triggers current Japanese tax unless certain exceptions

similar in purpose and effect as the corporate apply.

minimum tax expected to be proposed by President Corporate income taxed at less than three-quarters of the rate
) ) United Kingdom  that would apply in the United Kingdom triggers current U.K.

Obama. By enacting a rule to address the reporting tax.

of corporate PrOﬁtS in tax havens, the United States Passive income (including interest and many royalties) are

would bring our antiabuse rules closer in line with Germany subject to current German tax unless subject to a 25 percent
. . effective tax rate in the foreign country.
those of other countries. (see Figure 4)

Corporate income taxed at less than 50 percent of the rate that

France . )
would apply in France triggers current French tax.

Tt A foreign subsidiary’s income from passive sources (including
Conclusion . interest and financial services income) is subject to current
J
Spain . L
Spanish tax unless the subsidiary pays at least 75 percent of
the tax rate that would apply in Spain.

President Obama is not alone in suggesting a
.. . . Source: Joint Committee on Taxation, Background and Selected Issues Related to the U.S. International Tax
minimum tax mechanism to guard against profit Syster and Systems that Exempt Foreign Income (JCX-33-11, May 20, 2011).

shifting by U.S. multinational corporations. Rep.
Dave Camp (R-MI), chairman of the House Ways
and Means Committee, included a somewhat similar proposal in a “discussion draft” on
international corporate tax reform that he released in October. As one of three potential
options to address the “erosion” of the corporate tax base, Rep. Camp’s draft suggested
subjecting overseas profits to the tax code’s “Subpart F” rules—generally taxing them as
if they were domestic profits, if the profits are subject to an effective tax rate of less than
10 percent and the foreign subsidiary fails to meet an “active business” test. Though such
a rule may not be strong enough, the inclusion of this option in Rep. Camp’s discussion

draft acknowledges the need to address weaknesses in our current antiabuse rules.

Other fundamental questions of corporate tax reform will continue to be debated,
including whether corporate tax reform should raise revenue or be “revenue-neutral,”
whether we should lower the U.S. corporate rate, and how the U.S. tax code should treat
foreign profits generally. But central to any tax reform will be how the corporate tax
base should be broadened. The proposed minimum tax on global corporate profits is

an excellent starting point for this discussion. It is an essential element of any broader

corporate tax reform effort—and a good idea in its own right.

Seth Hanlon is Director of Fiscal Reform at the Center for American Progress.
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