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Introduction

Catherine the Great is supposed to have said, “A great wind is blowing, and that gives you either imagination
or a headache.” In Washington, winds are stirring for corporate tax reform. But while there is broad
bipartisan agreement that tax rates should be reduced,' there is less consensus regarding what the tax rate
should be, how to pay for a tax cut, or generally how to treat international business income. These
considerations are inextricably intertwined because the U.S. assesses its corporations on worldwide income.

Beyond imposing the highest top marginal tax rate in the developed world,> the U.S. tax system’s treatment of
international business income is exceptionally burdensome. It inflicts tremendous compliance costs, creates
enormous distortions of economic activity, deters companies from headquartering in the U.S., awards tax
preferences to politically connected industries, and traps huge amounts of U.S. corporate profits overseas. To
add insult to injury, despite these punitive features, the system captures a meager stream of tax revenue.

To address these structural flaws, recent years have witnessed a steady march of tax reform proposals from
both sides of the aisle and from several independent advisory boards and agencies. Though reform plans vary
widely in their specific provisions, they follow one of two general approaches to taxing international business
income: “worldwide” basis versus “territorial” basis.

Under the worldwide approach, all income of domestically-headquartered companies is subject to tax,
including income earned abroad. To avoid double taxation of the same income base, worldwide systems
provide credits for taxes paid to foreign governments. The overarching purpose of the worldwide design is to
“create equality among resident taxpayers,” so as not to distort the investment decisions of domestically
headquartered companies toward low-tax countries.’

! President Obama’s tax proposal would lower the top marginal tax rate from 35 to 28 percent to “help encourage greater
investment in the United States, and reduce the tax-related economic distortions.” See The White House & Department
of the Treasury, The President’s Framework for Business Tax Reform, (Feb. 2012), at 9, http://www.treasury.gov/resource-
center/tax-policy/Documents/The-Presidents-Framework-for-Business-Tax-Reform-02-22-2012.pdf.

% Scott A. Hodge, The Countdown is Over. We're #1, TAX FOUNDATION TAX POLICY BLOG, Apr. 1, 2012,
http://taxfoundation.org/article/countdown-over-were-1.

3 William B. Barker, International Tax Reform Should Begin at Home: Replace the Corporate Income Tax with a Territorial
Expenditure Tax, 30 NORTHWESTERN JOURNAL OF INTERNATIONAL LAW & BUSINESS 680 (2010).
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foreign “active™ income
until it is repatriated (i.e., returned) to the United States. Deferral has been noted as critical to the stability of
the U.S. international business tax system because it enables U.S. companies to compete on a near-level

4 Tax Foundation, OECD Corporate Income Tax Rates, 1981-2011, June 29, 2012, http://taxfoundation.org/article/oecd-
corporate-income-tax-rates-1981-2011.

> Various sources. For EU members see Michael P. Devereux et al., Final Report: Project for the EU Commission
(TAXUD/2005/DE/3 10) (Sept. 2008), at A-18 (Table A-9),

http://ec.europa.eu/taxation customs/resources/documents/taxation/gen info/economic analysis/economic_studies/effe
ctive_levels report.pdf. For other countries, contact Tax Foundation: tf@taxfoundation.org,.

¢ See Barker, supra note 3, at 656.

7 To be eligible for deferral, income must meet a “stringent ‘active trade or business test’ requiring active engagement by

the U.S. corporation in the actual development, creation, or production activities.” See Joseph Henchman, Rethinking
U.S. Taxation of Overseas Operations: Subpart F, Territoriality, and the Exception for Active Royalties, TAX FOUNDATION

SPECIAL REPORT NO. 197 (Nov. 22, 2011), http://taxfoundation.org/article/rethinking-us-taxation-overseas-operations-
subpart-f-territoriality-and-exception-active-royalties.




playing field with companies domiciled within more favorable tax climates, as long as those companies can
afford to keep the resulting earnings abroad.?

Overwhelmingly, developed economies are turning to the territorial approach. While as recently as 2000,
worldwide systems represented 66 percent of total OECD GDDP, this figure has dropped to 45 percent heavily
weighted by the U.S. Now, 27 of the 34 OECD member countries employ some form of territoriality, which
is up from 17 just a decade ago (Figure 1, above).” Additionally, every independent U.S. advisory board,
working group, and federal agency tasked with exploring tax reform has recommended that the U.S. pivot
toward a territorial system.'’ These include President Obama’s Economic Recovery Advisory Board, Council
on Jobs and Competitiveness, and Commission on Fiscal Responsibility and Reform. The House Committee
on Ways and Means last year issued a draft bill for comprehensive tax reform which includes territorial
taxation."'

It is not by coincidence that the territorial system has gained so many adherents; it provides very real
economic advantages over its worldwide counterpart. In the case of the U.S., a transition to territorial taxation
would free the $1.7 trillion dollars currently locked out of the U.S,'* place U.S.-based companies on equal

8 Robert Carroll, The Importance of Tax Deferral and A Lower Corporate Tax Rate, TAX FOUNDATION SPECIAL REPORT
NoO. 174 (Feb. 19, 2010), http://taxfoundation.org/article/importance-tax-deferral-and-lower-corporate-tax-rate.

? Europe has led this trend as many countries have used territorial tax reform to improve compliance with EU regulations
regarding parent-affiliate relationships. However, the EU does not dictate that foreign source dividends, even those from
within the EU, must be exempted. Several European countries have held out, including the UK until 2009. See
European Commission, Taxation and Customs Union, Parent companies and their subsidiaries in the European Union,
http://ec.europa.eu/taxation customs/taxation/company tax/parents-subsidiary directive/index en.htm (last updated
July 25, 2012).

10 See President’s Council on Jobs and Competitiveness, 2011 Year-End Report, Roadmap to Renewal: Invest in Our
Future, Build on Our Strengths, Play to Win, http://files.jobs-

council.com/files/2012/01/JobsCouncil 2011YearEndReportWeb.pdf; The President’s Economic Recovery Advisory
Board, The Report on Tax Reform Options: Simplification, Compliance, and Corporate Taxation (Aug. 2010),
htep://www.whitehouse.gov/sites/default/files/microsites/PERAB Tax Reform Report.pdf; National Commission on
Fiscal Responsibility and Reform, Report of the National Commission on Fiscal Responsibility and Reform: The Moment of
Truth (Dec. 1, 2010),

http://www fiscalcommission.gov/sites/fiscalcommission.gov/files/documents/TheMomentofTruth12 1 2010.pdf;
Senators Richard Durbin, Kent Conrad, Mark Warner, Mike Crapo, Saxby Chambliss, & Tom Coburn, A Bipartisan

Plan ro Reduce our Nation’s Deficirs (July 19, 2011), http://thehill.com/images/stories/gangofsix plan.pdf; Joint
Committee on Taxation, Options to Improve Tax Compliance and Reform Tax Expenditures (Jan. 25, 2005),

heeps:/fwww.jct.gov/publications.html?func=startdown&id=1524; President’s Advisory Panel on Federal Tax Reform,

Simple, Fair, and Pro-Growth: Propomk to Fix America’s Tax System (Nov. 2005) http [[www.treasury.gov/resource-

Department of the Treasury, Office of Tax Policy, A]Jproac/?es to Improve the Competitiveness of the U.S. Bu:me:: Tax

System for the 21" Century (Dec. 20, 2007), http://www.treasury.gov/resource-center/tax-policy/Documents/Approaches-
to-Improve-Business-Tax-Competitiveness-12-20-2007.pdf.

"' U.S. House of Representatives, Committee on Ways and Means, Camp Releases International Tax Reform Discussion
Draft, Oct. 26, 2011, http://waysandmeans.house.gov/News/DocumentSingle.aspx?DocumentID=266168.

12 Dane Mott, Amy Schmidt, Kapil Dhingra, & Amyn Bharwani, J.P. Morgan, North America Equity Research, “Global
Tax Rate Makers: Undistributed Foreign Earnings Top $1.7 trillion; At Least 60% of Multinational Cash is Abroad,”
May 16, 2011.



footing with competitors in every market," reduce complexity and compliance costs,' reduce the incentive to
reincorporate abroad,"” and could be accompanied by improvements to anti-abuse protections.'®

Yet President Obama and like-minded lawmakers want to purify the worldwide elements of the U.S. system.
They see foreign investment by U.S. companies as displacing investment in the U.S. and seek to increase the
U.S. tax penalty for investing abroad by repealing or further limiting deferral. Accordingly, advocates of the
worldwide system consider territorial taxation an egregious concession to multinational corporations and
claim it would result in a transfer of jobs, investment, and tax revenue to foreign countries.

A Case Study Approach

Efforts have been made to model the effects of a transition to territorial taxation,'” but these studies rely on
complex macroeconomic models, often involving unrealistic assumptions.'® This is not to say that they are
worthless to the policy debate, but ten different economists will produce ten very different models. In
addition, the merits of territorial and worldwide taxation have been presented on theoretical bases,'” but the
political establishment in Washington has not been convinced to act on comprehensive tax reform.

'3 The additional tax burden faced by U.S. companies to bring profits home is not experienced by competitors, which
greatly hinders the ability of U.S. firms to compete in the global marketplace. U.S. companies face some of the highest
average effective tax rates in the world. See Philip Dittmer, U.S. Corporations Suffer High Effective Tax Rates by
International Standards, TAX FOUNDATION SPECIAL REPORT NO. 195 (Sept. 2011),
htep://taxfoundation.org/sites/taxfoundation.org/files/docs/sr195.pdf.

41n 2010, the President’s Economic Recovery Advisory Board reported that compliance with the corporate tax code
costs businesses $40 billion annually. See The President’s Economic Recovery Advisory Board, The Report on Tax Reform
Options: Simplification, Compliance, and Corporate Taxation (Aug. 2010), at 65,
htep://www.whitehouse.gov/sites/default/files/microsites/PERAB Tax Reform Report.pdf.

15 Corporate inversions are alive and well in the U.S. See Bret Wells, Cant and the Inconvenient Truth About Corporate
Inversions, 136 TAX NOTES 429 (July 23, 2012).

16 One innovative idea is to replace Subpart F with a “base protecting surtax” to backstop base erosion. See Bret Wells,
Territorial” Tax Reform: Homeless Income is the Achilles Heel, 12 HOUSTON BUSINESS AND TAX LAW JOURNAL 1 (2012).
7 Harry Grubert & Rosanne Altshuler, Fixing the System: An Analysis of Alternative Proposals for the Reform of
International Tax, paper presented at Tax Policy Colloquium and Seminar, New York University School of Law, May 1,
2012, available online at
http://www.sbs.ox.ac.uk/centres/tax/symposia/Documents/2012/Grubert%20Altshuler%20Fixing%20the%20System%
200xford%20Version.pdf; Kimberly A. Clausing, A Challenging Time for International Tax Policy, 136 TAX NOTES 281
(July 16, 2012).

'8 Philip Dittmer, Would Territorial Taxation Create 800,000 Jobs Abroad at the Expense of U.S. Jobs?, TAX FOUNDATION
TAX POLICY BLOG, July 16, 2012, http://taxfoundation.org/blog/would-territorial-taxation-create-800000-jobs-abroad-

expense-us-jobs.
' Proponents of worldwide taxation also point to the guiding principle of “capital export neutrality” (CEN), which

describes a policy that results in equal worldwide tax burdens between investments at home and abroad. Territorial
taxation alternatively satisfies other welfare and neutrality principles, including capital import neutrality (CIN), capital
ownership neutrality (CON), and national ownership neutrality (NON). For more on these benchmarks of evaluation,
see Mihir A. Desai & James R. Hines, Jr., Evaluating International Tax Reform, (Harvard NOM Research Paper No. 03-
48, June 2003), http://papers.ssrn.com/sol3/papers.cfm?abstract id=425943. CEN has been described as an obsolete
framework because firms can self-finance foreign investment or invert the location of their capital ownership and as a

practical matter, the U.S. can only enforce equal tax treatment within its borders. See Scott A. Hodge, Ten Reasons the
U.S. Should Move to a Territorial System of Taxing Foreign Earnings, TAX FOUNDATION SPECIAL REPORT NO. 191 (May
2011), at 4, htep://taxfoundation.org/sites/taxfoundation.org/files/docs/sr191.pdf.




Another way to analyze the claims about a transition to territorial taxation is to look at the performance of
major economies that use territorial systems. By examining real-world cases and looking at recent transitions,
we can gauge whether the theoretical concerns about territorial taxation may be warranted. This approach,
which is largely missing in the policy debate, is intended to clarify the implications of a U.S. policy change.

First we will look at the aggregate performance of the two systems, comparing the territorial and worldwide
country averages among OECD members for outbound foreign direct investment, unemployment, and
corporate tax revenue since 2000. This will come with some discussion of economic theory to put the
numbers in context. Second, we will look at two countries that recently went through transitions from
worldwide to territorial systems: Japan and the UK. Though a third case would be desirable, other countries
have transitioned gradually, with exemptions first built into treaties. These two countries have the unique
ability to inform a U.S. transition because their previous worldwide systems were similar to the current U.S.
system. Finally, we will consider three countries that have operated territorial systems throughout the post-
WWII era: Canada, Germany, and the Netherlands. These countries represent among the largest economies
with relatively pure territorial systems.

It is critical to point out from the onset that correlation is not causation. A great many factors influence
international investment flows, unemployment rates, and tax revenue. In addition, the selection of countries
into the two tax system groups is not random; territorial systems first gained popularity in Europe, worldwide
systems are now generally limited to close allies of the U.S., and countries self-select their tax system based on
their own unique economic position or treaty requirements. It is therefore beyond the scope of this analysis to
provide any evidence of a causal link between the tax system type and the metrics of interest. On the contrary,
this analysis should demonstrate that any claims of the system’s causal influence on unemployment and tax
receipts should be greeted with caution. As we shall see, the trends of recent history demonstrate no clear
correlations between the system type and unemployment rates or corporate tax revenue.

Aggregate Statistics

Foreign Direct Investment (FDI)

The most common objection to territoriality is the notion that it would result in increased investment abroad
and reduced domestic investment by U.S. multinational companies. As Jane Gravelle noted before the House
Committee on Ways and Means, “it is pretty obvious... if you lower the tax abroad, capital is going to go
abroad.”® The concern with greater outflows of FDI is that when corporations invest abroad, it seems logical
that some investment, and jobs, might be displaced at home. Depending on the balance of U.S. investment
abroad, foreign direct investment into the U.S., and domestic savings rates, great outflows of capital could
lower the potential U.S. capital stock, and lower capital stock means lower worker productivity and lower
wages. In other words, the idea is that after a policy change, more U.S. dollars would fuel foreign investment,
which would increase foreign worker productivity and wages, and there would be no offsetting effects to
promote employment and wages in the U.S.

2 The Need for Comprehensive Tax Reform to Help American Companies Compete in the Global Market and Create Jobs for
American Workers: Hearing Before the H. Comm. of Ways and Means, 112th Cong. (2011) (statement of Jane G. Gravelle,
Senior Specialist in Economic Policy, Congressional Research Service), available online at

http://waysandmeans.house.gov/news/documentsingle.aspx?DocumentID=249192.



But this is not the dominant view of foreign investment among economists. A robust literature confirms that
foreign and domestic investment are complements rather than substitutes. In a survey of developed nations,
Ghosh and Wang find that both outbound and inbound FDI are associated with economic growth.” Desai,
Foley, and Hines find that “years in which American multinational firms have greater foreign capital
expenditures coincide with greater domestic capital spending by the same firms.” They report that 10 percent
greater foreign investment is associated with 2.6 percent greater domestic investment,” and one dollar of new
foreign investment is associated with 3.5 dollars of new domestic investment.*

Desai, Foley, and Hines conclude that “[n]either firms nor economies operate on such a zero-sum basis, and
the average experience of US manufacturing firms over the last two decades is inconsistent with the simple
story that foreign expansions come at the cost of reduced domestic activity.”** Growth abroad stimulates
greater demand for productive factors in the United States, particularly in management, R&D, and other
high-skill capacities.

Many countries have embraced this

philosophy. Japan, Canada, and the Figure 2. Outbound FDI as Share of GDP,
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! Madanmohan Ghosh & Weimin Wang, Does FDI Accelerate Economic Growth? The OECD Experience Based on Panel
Data Estimates for the Period 1980-2004, 9 GLOBAL ECONOMY JOURNAL no. 4 (2009).

2 Mihir A. Desai, C. Fritz Foley, & James R. Hines, Jr., Domestic Effects of the Foreign Activities of U.S. Multinationals, 1
AMERICAN ECONOMIC ]OURNAL: EcoNOMIC POLICY 181 (2009).

» Mihir A. Desai, C. Fritz Foley, & James R. Hines, Jr., Foreign Direct Investment and the Domestic Capital Stock (Ross
School of Business, Working Paper No. 1023, Jan. 2005),
heep://deepblue.lib.umich.edu/bitstream/2027.42/41220/1/1023.pdf.

24 Desai, Foley, & Hines, Jr., Domestic Effects, supra note 22.

» Toshio Miyatake, Japan’s Foreign Subsidiary Dividends Exclusion (paper presented at University of California at
Berkeley School of Law, Institute for Legal Research & Robbins Religious and Civil Law Collection, Sho Sato
Conference, Mar. 9-10, 2009), at 5, http://www.law.berkeley.edu/files/sho sato tax conf web paper--miyatake.pdf.

%6 Conference Board of Canada, Direct Investment Abroad: A Strategic Tool for Canada (Jan. 2011), at 2,
http://www.conferenceboard.ca/e-Library/abstract.aspx?did=3958.




international expansion that “is good for the company...is good for the country,” and delivers a “positive
impact on profits and employment” to the Dutch homeland.”

As evidenced by Figure 2, above, territorial systems are associated with greater outflows of foreign
investment.”® This comports with

theory, because territorial systems Figure 3. Outbound FDI as Share of GDP
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means one less at home, will see
this as evidence to stay away from a territorial system. But, as has been outlined, the global economy is not a
zero-sum operation. Foreign investment boosts firm-wide productivity, provides access to new factors of
production, and opens new markets for selling. This promotes the health of companies and the economies in
which they operate.

Further, U.S. companies have historically underinvested abroad compared to their counterparts in other
advanced economies. Figure 3 demonstrates that while the U.S. has caught up with the OECD weighted
average since 2009, companies based in other countries have tended to be more effective at seizing growth
opportunities abroad.

Unemployment Figure 4. Unemployment Rate,
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% Paul Vlaanderen, Why Exempt Foreign Business Profits?, 25 TAX NOTES INTERNATIONAL 1095, 1099 (Mar. 11, 2002).
2 The outflow figures are weighted by GDP, so as to give relative importance to the larger economies, rather than to
treat the U.S. and Iceland as equals. Some subsequent charts present simple averages and are labeled accordingly.



The chart for average unemployment Figu re 5. Unemployment Rate,
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marginal increases in unemployment in 2008, and their figures have held relatively constant. Since 2008, the
weighted average unemployment rate has favored territorial systems.

As mentioned earlier, these trends are largely due to the selection of countries that happen to subscribe to each
system and other macroeconomic factors. As European sovereign debt crises push the EU closer to the brink
of Euro collapse, it is possible that the average unemployment rates in territorial systems, largely represented
by European nations, will rise above unemployment rates for worldwide systems.

The economic literature can better put this in context. Contrary to popular opinion, economists are “skeptical
about the ability of international investment flows to affect the total level of employment in [an] economy.”
Fiscal and monetary policy may alleviate some shocks to the labor market, but “a permanent policy of
discouraging the movement of U.S. firms abroad would not appreciably alter the economy’s overall level of
employment.”” In the short run, some workers are dislocated when a factory is moved to an alternate foreign
location,” but in the long run the economy absorbs those workers in higher-productivity capacities.”

The trend in the U.S. and other developed countries has been that low value-added work has been moved to
developing countries, but domestic labor has developed expertise in high value-added work. Harrison and
McMillan find that at the firm level, corporate employment growth abroad is correlated with employment
growth at home, especially when the production process is diversified across international boundaries.*”

» Congressional Research Service, David L. Brumbaugh, Taxes and International Competitiveness, Report for Congress
No. RS22334 (May 19, 2000), at 6.

3% Mass layoff reports from the Bureau of Labor Statistics indicate that 71 percent of relocated jobs in 2010 were moved
within the U.S. Only 29 percent of jobs were relocated abroad. See Scott A. Hodge, ‘Bring Jobs Home Act’ (H.R. 5542) -
Legzslatzon in Smrc/o of the Facrs, TAX FOUNDATION TAX POLICY BLOG May 14, 2012,

31 Mary Amiti & Shang -Jin Wei, Service Offshoring, Productivity, and Employment: Ewdence from the United States,
(International Monetary Fund Working Paper WP/05/238, December 2005),
http://www.imf.org/external/pubs/ft/wp/2005/wp05238.pdf.

32 “Vertical” investment signifies that firms perform different tasks within foreign affiliates than at home. See Ann
Harrison & Margaret McMillan, Offshoring Jobs? Multinationals and U.S. Manufacturing Employment, 93 REVIEW OF
ECONOMICS AND STATISTICS 857 (2011), http://www.econ.yale.edu/seminars/IntTrade/it07/mcmillan-070926.pdf.
Desai et al. find that wage growth abroad is associated with wage growth domestically. See generally Desai, Foley, &
Hines, Jr., Domestic Effects, supra note 22.



Surveys by both McKinsey” and the Brookings Institution* generally conclude the same: Any employment
effects of foreign investment are negligible relative to the U.S. economy and its annual turnover, and the gains
more than offset the costs of temporary worker dislocation. Economy-wide, overseas production does not
change the aggregate level of employment, but results in “a change in composition...toward more managerial

and technical employment.”

It is also critical to note that foreign investment usually does not represent a factory “moving” out of the
United States. When Starbucks opens a new store in the Philippines, this is not at a cost to U.S. workers.
Starbucks builds where local demand is

unsatisfied and this tends to be the case Figure 6. U.S. Employment
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might affect employment abroad, such
as GDP, GDP per capita, or distance from the U.S., but the simple correlation suggests that the most
important factor is the location of sales.”®

3 McKinsey Global Institute, Offshoring: Is it a Win-Win Game? (Aug. 2003),
http://www.mckinsey.com/Insights/MGI/Research/Labor Markets/Offshoring Is it a win-win game.
34 Charles L. Schultze, Offshoring, Import Competition, and the Jobless Recovery, THE BROOKINGS INSTITUTION POLICY
BRIEF NO. 136 (Aug. 2004),
http://www.brookings.edu/~/media/research/files/papers/2004/8/business%20schultze/pb136.pdf.

3 Robert E. Lipsey, Home-Country Effects of Outward Direct Investment, in TAXING MULTINATIONAL CORPORATIONS
12 (Martin Feldstein, James R. Hines, Jr., & R. Glenn Hubbard eds., 1995). Economists from the right and left agree
that ““outsourcing’ increases the total size of the economic pie” and that “it is safe to bet that outsourcing in general

raises U.S. GDP.” See J. Bradford Delong, Adam Ozimek Gives Three Cheers for ‘Outsourcing’; I Give Minus Three Cheers
for Bain Capzm[ Sty[e LBOs, Brad DeLong Weblog, ]uly 14,2012, heep: //delong tygepad com/sd]/2012/02/adam—

36 U.S. Government Accountability Office, U.S. Multmatzonal Coi;oomtzom Eﬁctzve Tax Rﬂtes Are Correlated with
Where Income is Reported, Report to the Committee on Finance, U.S. Senate (Aug. 2008), at 31,
http://www.gao.gov/new.items/d08950.pdf.

%7 Bureau of Economic Analysis, /nvestment Tables, Table G.1. International Investment Position of the United States at
Yearend, 2009 and 2010 (Nov. 2011),

htep://www.bea.gov/scb/pdf/2011/11%20November/D%20Pages/1111dpg g.pdf.

38 William McBride & Philip Dittmer, Taxes and the Outsourcing of U.S. Jobs, TAX FOUNDATION TAX POLICY BLOG,
July 27, 2012, http://taxfoundation.org/blog/taxes-and-outsourcing-us-jobs.




As a final illustration, consider the case of Otis Elevator. In 2011, 15,000 elevators were sold in the U.S., but
380,000 were sold in China. To compete for new installations, control transport costs, and win maintenance
contracts in the growing Chinese market, Otis must be physically present in China. Sales resulting from
foreign investment fuel high-value employment at home, not only in management positions, but also in
research and development capacities. In addition, the company’s intellectual property, including patents,
resides in the U.S., and according to Otis management, “keeping that high-value work [in the U.S.] is highly
dependent on Otis' success around the world.” Because foreign sales comprise roughly 46 percent of sales for
the S&P 500, companies must actively invest in these growing markets to grow payrolls back in the U.S.

Tax Revenue
Skeptics of territorial taxation are concerned that Figure 7. Tax Revenue as Share of
lowering the effective tax rate on foreign earnings GDP, Simple Average

would induce greater levels of profit shifting into 4 co,

low tax countries, thus avoiding U.S. tax. Profit 40% -

3.5% -
3.0% -
2.5% -

T err'\tor.\a\

shifting occurs when taxable income is “reported

in a jurisdiction different from that in which it W, .
Fld, .
would be reported absent an action taken by MWide

management where a motive for the action taken

is to reduce the overall tax burden.” The most 2.0% 1
common avenues for profit shifting involve intra- % -
firm trades (known as transfer pricing), location 1.0% -

f debt, and the location of patents and oth 0.5% -
f) ¢ ] an clocd lOI_l O patents and othet o, |Source: OECD, Tax Foundation Calculations
intangible property, which enable firms to 0.0% T T . . T - - . .
overstate taxable income in low tax jurisdictions S O &L & & S &S

’ R S S S I I

and understate income in high tax jurisdictions.
Such activity erodes the base of income subject to domestic tax, thereby reducing domestic tax revenues.*” It is
argued that removing the repatriation tax burden would increase the incentive to shift profits.

¥ Greg Hayes, Terrztorzzzl Tax System for U.S. Would Improve Global Competztzveness, INVESTORS BUSINESS DAILY, May

competitiveness.htm?p=full.
B Foreign Sales by U.S. Companies Tick-down in 2010; 46.3% of All Sales Were Derived Outside of the States, PR

NEWSWIRE, July 19, 2011, htt .//WWW. rnewswire.com/news-releases/foreign-sales-by-us-companies-tick-down-in-
the-states-125804878.html. See also Rick Newman, Why U.S. Companies
Aren’t So American Anymore, U.S. NEWS AND WORLD REPORT MONEY BLOG, June 30, 2011,
http://money.usnews.com/money/blogs/flowchart/2011/06/30/why-us-companies-arent-so-american-anymore. Dow
Chemical, Ford, and IBM respectively earn 67, 51, and 64 percent of revenue abroad.

4 Kevin S. Markle, 4 Comparison of the Tax-motivated Income Shifting of Multinationals in Territorial and Worldwide
Countries (Oxford University Centre for Business Taxation, Working Paper 12/06, Nov. 2010), at 2,
heep://eureka.bodleian.ox.ac.uk/3199/1/WP 12 06.pdf. As a simple example, a corporation may seck to hold its patents

in Switzerland so that U.S. taxable income may be whisked away to the Swiss affiliate in the form of royalties, thereby

lowering the worldwide tax liability of the corporation.

2 Though profit shifting costs the Treasury a great amount of revenue, much of this activity is technically legal and
closely monitored by regulators; “every Fortune 500 company has IRS agents on-site, five days a week, 52 weeks a year,
auditing their tax returns.” See Scott A. Hodge, Tax Complexity is the Real Culprit in G.E. Story, TAX FOUNDATION TAX
POLICY BLOG, Mar. 25, 2011, http://taxfoundation.org/blog/tax-complexity-real-culprit-ge-tax-story.
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Like unemployment, however, there is no evidence of this relationship when comparing the actual experiences

of territorial and worldwide countries. The simple averages of corporate tax revenue as a share of GDP for the

two systems have trended closely together in recent history, but from 2000 to 2009, territorial systems raised

more revenue in nine out of ten years (Figure 7, above).

Figure 8 compares the GDP-weighted average revenue (right vertical axis) to GDP-weighted average tax rates

(left vertical axis) for each system. GDP-weighted average revenue for worldwide systems tends to register

lower than the simple average in Figure 7 because the weighted measure gives relative importance to U.S.

performance and the U.S. system has collected very little revenue in recent years. While average tax rates for

territorial systems have dropped at a much quicker rate than worldwide systems (again due to the U.S.

maintaining its 35 percent tax rate), according to GDP-weighted averages, territorial systems have raised more

revenue in eight of the ten years.”

Figure 8. Average Tax Rate and Revenue by System,

Weighted by GDP
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3.3%
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Source: OECD, Tax Foundation Calculations
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Again, economic theory sheds some light on this seemingly counterintuitive result. First, territorial systems
generally do not have foreign tax credit systems like the U.S. system. Under current law, U.S. companies
“shield” passive income from taxes with credits for taxes paid to foreign governments. Without such a shield
in territorial systems, full taxation of global passive earnings can lead to substantial tax revenue.* Territorial
systems differ on the extent to which passive income is brought into the tax base, but no system exempts it
entirely.

Second, the current U.S. deferral regime provides very similar incentives to shift profits as experienced within
dividend-exemption territorial systems.” Kevin Markle has observed no statistical difference in the scope of

% Figure 8 is limited to 2009 because of missing data in the OECD corporate tax receipts dataset.

# See Carroll, supra note 8, at 6.

® Joint Committee on Taxation, Present Law and Issues in U.S. Taxation of Cross-border Income (Sept. 6, 2011) (prepared
for public hearing before the U.S. Senate Committee on Finance), at 96,
hteps://www.jct.gov/publications.html?func=startdown&id=4355.
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profit shifting activity between territorial and deferral-based worldwide systems. Some economists estimate
that profit shifting already costs the Treasury over $30 billion annually,” so it is not clear that removal of the
repatriation tax would induce a substantially greater outflow of the income base.

Third, revenue from foreign sources is meager, at least in the U.S. experience. In 2008, the latest year
available, U.S. revenue from foreign business activity amounted to $22.1 billion (Figure 9).% This represented
just 7.26 percent of corporate tax receipts, 0.88 percent of total tax receipts, and 0.15 percent of GDP.

Because the $22 billion figure included passive income, Fi 9.US.F : S
the total tax take from repatriated active income was igure 7. 1.S. Toreigh-source

even smaller.” In other words, the most complex and Tax Revenue, 2008

burdensome elements of the U.S. corporate tax code Tax Receipts, Foreign-Source  $22.1 billion
squeeze out just a sliver of its revenues. Share of CIT Receipts 7.26%
Share of Total Receipts 0.88%
Share of Outlays 0.74%

Fourth, and perhaps most importantly, territorial

Share of GDP 0.15%

systems protect the base of business activity and capital
ownerships within a country. One academic has declared that territorial systems will necessarily collect more
revenue in the long-run because companies will avoid organizing business activity within worldwide systems.”!
Despite Congressional efforts to thwart corporate inversions, there are still several simple strategies for U.S.
companies to reincorporate in tax-friendly jurisdictions.’” In recent years, numerous large U.S. corporations
such as Aon, Eaton, and Ensco have moved their headquarters abroad, taking their capital ownership out of
the U.S. tax base.”® This results not only in fewer high-skill U.S. jobs, but reduces global and national welfare

as productive resources are allocated inefficiently.”*

The experience of other developed economies demonstrates that when countries attempt to poach revenue
from income earned in other countries, they tend to receive no more than their territorial counterparts.
Though the net revenue effect of a U.S. transition would depend greatly on specific anti-abuse rules and the

% See Markle, supra note 41.
7 International Tax Reform: Hearing Before the H. Comm. on Ways and Means, 112th Cong. (Nov. 17, 2011) (statement
of Martin A. Sullivan, Economist and Contributing Editor, Tax Analysts),

http://waysandmeans.house.gov/uploadedfiles/sullivansrm1117.pdf.
48 Tnternal Revenue Service, SOI Tax Stats - Corporate Foreign Tax Credit Table 1, Column 43,

http://www.irs.gov/taxstats/bustaxstats/article/0,,id=210069,00.html (last updated October 31, 2011).

“ A breakdown of the source of foreign source revenue for year 2000 is featured in Harry Grubert & Rosanne Altshuler,
Corporate Taxes in the World Economy: Reforming the Taxation of Cross-border Income, in FUNDAMENTAL TAX REFORM:
ISSUES, CHOICES, AND IMPLICATIONS 326, 326-327 (John W. Diamond and George R. Zodrow eds. 2008).

%% One study found that compliance costs related to international provisions of the tax code are disproportionately larger
than corresponding foreign income. See Marsha Blumenthal & Joel B. Slemrod, The Compliance Cost of Taxing Foreign-
Source Income: Its Magnitude, Determinants, and Policy Implications,” 2 INTERNATIONAL TAX AND PUBLIC FINANCE 37
(1995).

>! Cynthia Ram Sweitzer, Analyzing Subpart F in Light of Check-the-Box, 20 AKRON TAX JOURNAL 1 (2005),
heep://www.uakron.edu/law/lawreview/taxjournal/atj20/docs/Sweitzer201.pdf.

52 Stuart Webber, Escaping the U.S. Tax System: From Corporate Inversions to Re-Domiciling, 63 TAX NOTES
INTERNATIONAL 273 (July 25, 2011).

53 See Wells, supra note 15.

> Tax distortions of capital ownership interfere with firms and nations exploiting their comparative advantages, which
results in a smaller economic pie. See Desai & Hines, supra note 19, at 10.
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extent to which passive income is brought into the tax base, there is no evidence in the experience of other
countries to indicate that a U.S. transition would necessarily lead to loss of revenue.

Country Case Studies

Because the particulars matter, it makes sense to look at the experiences of individual countries and their
approaches to international taxation. In terms of transition to territoriality, the two most relevant cases are
Japan and the UK, which both adopted territorial designs in 2009. These cases are unique because both
systems were very similar to the current U.S. system prior to the policy change, and the transitions were
motivated by economic ills similar to what the U.S. is currently experiencing. While a third case would be
helpful, other countries have tended to adopt territorial systems in phases over time. Particularly for EU
members, countries tended to build foreign dividend exemptions into bilateral tax treaties and subsequently
adopted broad exemptions either for affiliates within the EU or all foreign affiliates.

The final three case study countries are Canada, Germany, and the Netherlands. These cases serve to
demonstrate the long-run performance of territorial tax systems and to highlight that these countries have
overcome the theoretical pitfalls suggested by skeptics.

Territorial systems vary greatly in design. Differences include the levels of dividend exemption, threshold
ownership requirements, expense allocation rules, and other stipulations that income must meet to qualify as
exempt.” Each system also has unique base-erosion measures to guard against income shifting. All territorial
countries, however, exempt from tax all (or 95 percent) of the dividend earnings associated with active
engagement of its companies abroad. For each system described below, these provisions will be briefly

outlined, in order to better inform the debate and highlight some of territorial taxation’s “best practices.”*

Japan

“Through the introduction of this system, the profits repatriated into this country are anticipated to be put to use for vitalization
of the Japanese economy in the wide-ranging and various fields, such as capital investment, research and development,
employment, etc.”—Japan Tax System Council, 2008%

Prior to 2009, “Japan’s international tax system bore a remarkable resemblance to that of the United States.”®
It taxed on a worldwide basis, provided foreign tax credits, allowed deferral of tax on active income until
repatriation, and claimed the highest corporate tax rate in the developed world. In introducing the 2009
budget, however, the Japanese Minister of Economy, Trade, and Industry (METI) announced that his
country would pivot to a policy of territorial taxation as part of a “new growth strategy” designed to stimulate

% Joint Committee on Taxation, Economic Efficiency and Structural Analyses of Alternative U.S. Tax Policies for Foreign
Direct Investment (June 25, 2008), at 44, http://www.jct.gov/x-55-08.pdf [hereinafter JCT, Economic Efficiency].

%6 For a thorough analysis of the provisions in each system, see Joint Committee on Taxation, Background and Selected
Issues Related to the U.S. International Tax System and Systems that Exempt Foreign Business Income (May 20, 2011),
https://www.jct.gov/publications.html?func=startdown&id= [hereinafter JCT, Background).

57 See Miyatake, supra note 25, at 5.

58 How Other Countries Have Used Tax Reform to Help Their Companies Compete in the Global Market: Hearing Before the
H. Comm. on Ways and Means, 112th Cong. (May 24, 2011) (statement of Gary M. Thomas, Partner, White & Case
LLP), http://www.gpo.gov/fdsys/pkg/ CHRG-112hhrg72510/pdf/CHRG-112hhrg72510.pdf [hereinafter Thomas

Statement].
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innovation in Japan through strengthening the competitiveness of Japanese firms in foreign markets and
encouraging repatriation of overseas earnings.”

In the run-up to 2009, Japan’s leaders became very concerned with the accumulation of foreign earnings held
overseas, which increased from ¥138 billion ($1.1 billion) in 2001 to ¥3.2 trillion ($28 billion) by 2006.
Officials believed that this pool of earnings represented foregone investment in Japan, and that the barrier to
repatriation increased the risk that R&D operations would be moved abroad.®® Before the policy change, a
survey by METT found that 21 of 46 companies intended that they would spend repatriated earnings on
upgrading domestic production and R&D facilities.®!

A second concern was the competitiveness of Japanese firms in the world marketplace. With an aging and
shrinking population, officials recognized that sustained economic health would originate in growth of
Japanese firms abroad. A simpler, territorial system, it was thought, would allow firms to grow abroad and
“ultimately lead to additional investments and job creation within Japan.”®* To further promote the
competitiveness of its companies and attract investment, Japan also announced plans to lower its corporate tax
rate by five percentage points, bringing its combined rate just below the U.S. combined rate. According to
one Japanese tax professional, “the government concluded that the adoption of a foreign dividend exemption
system itself would not unduly influence corporate decisions as to whether to establish or move operations

overseas.”®

Japan produced an international tax system
with a 95-percent exemption for foreign-source Figure 10. Unemployment Rate

dividends, which also permits deductions of all 9%
“necessary and reasonable expenses” associated 8% | OECD Ayep, e .
with foreign income on home country taxes% 7% “¥eighted by Gpp) :
To guard against erosion of the corporate tax 6% -
base through income shifting, Japan enacted a 5% - '
. f . f .. d . 4% - .’apan g’n:
series of strict transfer pricing and reporting S0
regulations.” [ i les based 3% - 21
gulations.” It now imposes rules based on 5
effective tax rates of controlled foreign 2% - oF
corporations; if any subsidiary pays an effective 1% - Source: OECD E
tax rate to foreign tax authorities of less than 0% ' ' ' . . ' . .
20 percent and cannot prove that it is activel e & & & & & & 4 N
P P A L I I I

engaged in business, the dividend exemption

does not apply.®® The system also imposes “thin capitalization rules” to limit the ability of corporations to
take on excessive debt on behalf of foreign affiliates, because the interest would otherwise be deductible for
tax-exempt foreign earnings.®’

%9 See JCT, Economic Efficiency, supra note 55, at 49.

60 See Miyatake, supra note 25, at 3.

81 See JCT, Economic Efficiency, supra note 55, at 49.

62 See Thomas Statement, supra note 58, at 2.

&1

4 See JCT, Background, supra note 56, at 28.

% See Thomas Statement, supra note 58, at 3.

% Edward D. Kleinbard, Stateless Income’s Challenge to Tax Policy (USC CLEO Research Paper No. C11-8; USC Law

Legal Studies Paper No. 11-13, June 25, 2011), at 63, htetp://papers.ssrn.com/sol3/papers.cfm?abstract_id=1875077.
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The government reported that dividend remittances increased 20 percent from 2009 to 2010, indicating that
the policy may have induced the intended effect.®® Japanese repatriation again made the news in 2011, as
Japanese firms announced they would repatriate foreign earnings to help finance the post-tsunami recovery.”
It is also worth mentioning that the Wall Street Journal reports that “Japanese companies are in the midst of
the biggest boom in overseas investment the country has ever seen.””® They have been aggressively acquiring
foreign companies and engaging the global markets just as the policy intended.

The consequences for U.S. policy are perhaps best captured in the recent musings of Mieko Nakabayashi, a
member of the Japanese House of Representatives. He observes:

With most of the world—]Japan included—cutting corporate tax rates and employing territorial tax
systems to remain competitive, the U.S. must surely know that its hesitancy to do these things is
handing the advantage to its international competitors. They will suffer from that hesitancy while we
and others outside the U.S. will benefit.”!

Data Figure I 1. Japanese Real Wage Index
Since the policy change in 2009, Japan’s 102 - (2003 = 1.0)

unemployment rate has trended downward, Lol -

similar to the OECD average (Figure 10, (I)gg .

above). Relative to ten years ago, Japan’s

0.98 -
unemployment rate has been reduced, contrary g7 - @
to the U.S. or OECD averages. In addition, 0.96 -

Policy Change

economy-wide wages have picked back up after 832 | Source: Japanese Ministry of
a sustained drop off from 2006 to 2009 093 | Internal Affairs and .
. 7 092 - Communications, Tax Foundation
(Figure 11).”* These phenomena are not .
entirely attributable to the territorial system, 0.91 ' ' ' ' ' ' ' '
: , ¢ & & & & & & L
particularly because of Japan’s concurrent A AN A A N A I AN

struggle with the strength of the yen, the
global recession, the beginning of recovery, and the 2011 tsunami, but the tax policy transition itself has
certainly not dealt an obvious blow to the Japanese labor force.

%7 See JCT, Background, supra note 56, at 28.

68 See Thomas Statement, supra note 58, at 4.

% Charles Mead & Tom Keene, Japanese Will Repatriate Funds After Earthquake, El-Erian Says, Bloomberg, Mar. 15,
2011, heep://www.bloomberg.com/news/2011-03-15/japanese-investors-to-repatriate-funds-after-quake-pimco-s-el-
erian-says.html.

7% Kana Inagaki, Cash-Rich Japanese Firms Go on Global Buying Spree, Wall Street Journal, May 29, 2012,
hetp://online.wsj.com/article/SB10001424052702303505504577403743150818820.html. In decades past, Japanese
investment was focused in the U.S. and Europe, but has recently picked up in Brazil, India, South Africa, and other

developing markets.
71 Walter J. Galvm, T/m is No Time for t/ae U.S. to Hesitate on Corporate Tax Reﬁ}rm, INVESTORS BUSINESS DAILY, Apr.

72 Ministry of Internatlonal Affalrs and Communication, Table G12, Wage Index by Industry (Nominal Term:)
http://www.stat.go.jp/english/data/getujidb/index.htm (last updated March 22, 2012). For inflation adjustment, see
Ministry of International Affairs and Communication, Annual Report on the Consumer Price Index, Japan 2011, Statistical

Tables (1), http://www.stat.go.jp/english/data/cpi/report/201 1 np/index.htm (last updated March 30, 2012).
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Regarding corporate tax receipts, the Japanese government reports that it increased collections in 2010 and
projects that receipts will remain stable for fiscal years 2011-2012 (Figure 12).”> The OECD also reports that
receipts ticked up as a share of GDP in 2010, and Japan’s score remains higher than the OECD GDP-
weighted average (Figure 13).”* Though corporate tax receipts are sensitive to a host of factors, particularly
growth in the economy, it appears that the territorial system has not caused immediate erosion of the tax base.

What do these data tell us? In the first three
years of the new territorial taxation policy in
Japan, not one of the popular fears has ¥160,000 -
become a reality. While outbound FDI'isup ~ ¥140,000 -

from 2009, this is by the design of Japanese ~ ¥120,000 -

Figure 12. Corporate Tax Revenue
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7% Ministry of International Affairs and Communications, Chapter 5 Public Finance, Table 5-4A,

heep://www.stat.go.jp/english/data/nenkan/1431-05.htm.
7 OQECD, OECD StatExtracts, Revenue Statistics — Comparative Tables,

http://stats.oecd.org/Index.aspx?DataSetCode=REV.
7> Though Japan’s FDI inflows as a share of GDP have ticked up since 2009, they have not yet caught up with the

OECD total. See OECD, Foreign Direct Investment Statistics,

http://www.oecd.org/daf/internationalinvestment/investmentstatisticsandanalysis/foreigndirectinvestmentfdistatistics-
oecddataanalysisandforecasts.htm (updated July 27, 2012).
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United Kingdom
“Let it be heard clearly around the world—{from Shanghai to Seattle, and from Stuttgart to Sao Paolo: Britain is open for
business.” —Chancellor George Osborne, 201 17¢

Like Japan, the United Kingdom’s international tax system looked very similar to the U.S. model until very
recently. Whereas Japan was primarily concerned with the trapped foreign earnings problem, the UK was
more concerned with issues directly related to its firms’ competitiveness. In 2006, Her Majesty’s Treasury
opened talks with business leaders with the express purpose of developing a more competitive international
tax system. Though competitiveness remained the chief aim of tax reform throughout the process, other
motivations included steep compliance costs and ineffective anti-avoidance measures of the older system.””

In 2008, a string of business emigrations prompted “intense discussions among lawmakers and businesses
about the competitiveness of Britain’s tax system.” The New York Times described three particular outgoing
firms as just part of the “exodus of British companies fleeing the tax system.””® This publicity breathed life
into tax reform efforts, which came to fruition in 2009. In the wake of the new legislation, the Financial
Times reported that more than half of companies had considered leaving the UK but that the “exodus has

slowed down, partly because of Treasury reforms.””

The UK system now features a full exemption for various classes of foreign-source dividends* and allows
domestic tax deductions for foreign-source expenses, similar to most other territorial systems. Among key
anti-avoidance measures are limits on the deductibility of interest payments (“thin capitalization rules,” as
described for Japan), rules that enforce tax on controlled foreign affiliates based in low-tax jurisdictions (where
effective tax rates are less than three-quarters of corresponding UK liability), and regulations which qualify
diverted intellectual property income as taxable. To provide favorable treatment to intangible property
income and guard against the outflow of intangible property, the UK operates a “patent box” regime that
lowers the tax to just 10 percent on profits attributed to qualifying patents.* While the system is already
comparatively generous to foreign income, UK officials have announced intentions to narrow their controlled
foreign company rules to target only profits artificially diverted from the UK.*

For the 2011 budget, Chancellor George Osborne proclaimed that the highest ambitions for the British
economy were to “have the most competitive tax system in the G20,” and “be the best place in Europe to
start, finance and grow a business.”® Along with tax rate reductions, the transition to a territorial system has

76 Budget 2011: Chancellor George Osborne’s speech in full, THE TELEGRAPH, Mar. 23, 2011,
http://www.telegraph.co.uk/finance/budget/8401022/Budget-2011-Chancellor-George-Osbornes-speech-in-full.html.
77 See Markle, supra note 41, at note 7.

78 Julia Werdigier, British Companies Emigrating Over Taxes, NEW YORK TIMES, Sept. 4, 2008,
hetp://www.nytimes.com/2008/09/05/business/worldbusiness/05 tax.heml.

79 Vanessa Houlder, Taxation risks business exodus, FINANCIAL TIMES, Dec. 7, 2009,

heep://www fr.com/intl/cms/s/0/6c6da6e0-e2d1-11de-b028-00144feab49a.heml#axzz121 G87HG6. From 2007 to 2010,
a total of 22 companies inverted out of the UK. See Martin A. Sullivan, Eaton Migrates to Ireland: Will the U.S. Now Go
Territorial?, 135 TAX NOTES 1303 (June 11, 2012).

8 For qualifications for exemption, see JCT, Background, supra note 56, at 42.

81 Id. at 44-46.

82 Id, at 44.

8 Budget 2011: Chancellor George Osborne’s speech in full, THE TELEGRAPH, Mar. 23, 2011,
htep://www.telegraph.co.uk/finance/budget/8401022/Budget-2011-Chancellor-George-Osbornes-speech-in-full.html.
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served British ambitions. Within days of the
announcement, two of the twenty-two recently
inverted companies announced that they
would consider a move back to the UK.*

Data

According to the OECD, the unemployment
rate ticked up slightly in 2010 and 2011, rising
to meet the OECD average (Figure 14, right).
However, if we look closer at the latest data
from the British government, we see that
unemployment has generally leveled off since
the July 2009 policy change
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84 Steve McGrath & Alistair MacDonald, WPP, Publisher Weigh End to Tax Exile From U.K., WALL STREET JOURNAL,
Mar. 25, 2011, http://online.wsj.com/article/SB10001424052748704425804576220142365862996.html. See also Jill

Treanor, Budger 2011: Corporation tax cut may woo businesses back from abroad, THE GUARDIAN, Mar. 23, 2011,

http://www.guardian.co.uk/uk/2011/mar/23/corporation-tax-business-back-abroad.

8 UK Office for National Statistics, Labour Market Statistics, March 2012, UK OFFICE FOR NATIONAL STATISTICS

STATISTICAL BULLETIN (Mar. 14, 2012), http://www.ons.gov.uk/ons/dep171778 260033.pdf. Historic data pulled

from previous years’ March bulletins. See UK Ofﬁce for National Statlstlcs All releases of Regional Labour Market

Statistics,




year after the policy changed, in line with the Figure 17. Corporate Tax

OECD trend (Figure 17).% s, . Revenue as Share of GDP
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“It is important to ensure that Canada’s system of international taxation continues to promote the competitiveness of Canadian
businesses internationally and to attract new foreign investment to Canada.”—Advisory Panel on Canada’s System of
International Taxation, 2008

Canada generally exempted all foreign source income from tax until 1976,* when it adopted foreign affiliate
rules that exist, though modified, to this day. These rules fully exempt from tax all dividends derived from
active income earned by an affiliate if the affiliate resides in a country with which Canada maintains a tax
treaty.” Because the treaty network now encompasses 91 countries and all major trading partners, the
Canadian system is, in practice, a territorial system. It is often referred to as a “hybrid system,” however,
because income earned in non-treaty countries is taxed on a current basis.”

All passive income is treated as Foreign Accrued Property Income (FAPI), which is a classification modeled
after U.S. Subpart F. As the primary base-erosion measure, FAPI rules classify interest, royalties, rent, other
passive investment income, and income of unincorporated foreign branches” as taxable. Regardless of
whether the profits are repatriated, FAPI income is taxed on a current basis, in order to mitigate the tax

8 QECD statistics differ slightly from official UK government statistics because of differences between the fiscal year and
the calendar year (OECD reports calendar year).

8 OECD, Foreign Direct Investment Statistics,
htep://www.oecd.org/daf/internationalinvestment/investmentstatisticsandanalysis/foreigndirectinvestmentfdistatistics-

oecddataanalysisandforecasts.htm (updated July 27, 2012).
8 The rules were adopted in 1972 but were not implemented until 1976. See Advisory Panel on Canada’s System of

International Taxation, Enhancing Canada’s International Tax Advantage, at 13, hup://www.apcsit-gercfi.ca/07/cp-
dc/pdf/finalReport eng.pdf.

8 Under new legislation, the exemption also applies to affiliates residing in a country with which Canada shares a Tax

Information Exchange Agreement (TIEA). See Advisory Panel on Canada’s System of International Taxation, Enbancing

Canada’s International Tax Advantage, at 13-14, htp://www.apcsit-gercfi.ca/07/cp-dc/pdf/finalReport eng.pdf.

% Michael Smart, Repatriation taxes and foreign direct investment: Evidence from tax treaties, at 2,

heep://www.sbs.ox.ac.uk/ CENTRES/TAX/SYMPOSIA/Documents/2010/05%20Smart.pdf.

%! Foreign branches are not separate legal entities from the domestic parent company and in many systems, foreign
branch income is treated as domestic income. Foreign branch arrangements are less common than parent-subsidiary
relationships.
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advantage of shifting domestic income to low-tax Figure 18. Unemployment Rate
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92 Natural Resources Canada, Canadian International Income Tax Rules, http://www.nrcan.gc.ca/minerals-
metals/business-market/3854.

% See JCT, Background, supra note 56, at 19.

% OECD, Basic (non-targeted) corporate income tax rates (2011), www.oecd.org/datacecd/26/56/33717459 xs.

%5 As of January 2012, there were 15 TIEAs in effect, bringing the number of countries subject to territorial treatment up
to 106. See Kevin Fritz & Deepti Asthana, Canadian Tax Treaty and TIEA Update, WILDEBOER DELLELCE LLP TAX
LAW UPDATE (Jan. 2012),
heep://www.wildlaw.ca/resources/contentfiles/wildeboerdellelce/websitecontent/publications/canadian-tax-treaty-and-
tica-update/downloadableversion/Tax%20Law%20Update%20-%202012%20]anuary.pdf.

% Advisory Panel on Canada’s System of International Taxation, Enbancing Canada’s International Tax Advantage, at 16,

http://www.apcsit-gerefi.ca/07/cp-de/pdf/finalReport_eng.pdf.
%7 Conference Board of Canada, Direct Investment Abroad: A Strategic Tool for Canada (Jan. 2011), at 2,

heep://www.conferenceboard.ca/e-Library/abstract.aspx?did=3958.
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economic performance. Canada’s economy has grown at an average real rate of 2.61 percent since 1995,
which is 0.2 points stronger than the U.S. average and 0.4 point stronger than the OECD average.”

This has translated into more jobs in the Canadian economy. Unemployment has trended downward since
the 1980s, and the Canadian labor force was not as affected by the global recession as was the U.S. labor
force. As of 2011, the unemployment rate in Canada sat 1.5 points below the U.S. rate (Figure 18, above).

The most remarkable lesson from Canada is that territorial systems are capable of yielding substantial and
consistent tax revenues, even through periods of recurring tax cuts (Figure 19). Canada has lowered its tax rate
from 42 percent to 27.6 percent since 2000, yet tax revenues have tended to grow faster than GDP. The
Canadian territorial system has consistently out-collected the U.S. worldwide system despite higher tax rates

in the U.S.

Germany
Germany has successfully implemented a system of taxation of foreign earnings, which is driven by two principles: competitive
neutrality and simplicity. —Jorg Menger, German tax professional, 2011%

Since 1920, the German corporate tax system has exempted foreign dividend income to some degree. In
1954, Germany initiated a tax treaty system whereby dividends originating within treaty-partner countries
became fully exempt. To simplify this regime and to comport with rulings of the EU Court of Justice, in
2001 Germany reformed its system to terminate international expense allocation requirements and to allow
deductions for all expenses related to exempt foreign income. To compensate the government for allowing
deductions for costs related to tax-exempt foreign income, Germany reduced the exemption for foreign

income to 95 percent, allowing tax on the residual five percent.'”

Active income generated by controlled foreign corporations and passive income that is subject to tax rates
greater than 25 percent in the original jurisdiction are eligible for exemption.'”" Also, income generated by
foreign branches of German companies is exempt from German tax as long as the branch resides in a treaty
country.'®® Anti-erosion measures limit the deductibility of interest surplus, ensure that losses on the sale of
subsidiary corporate stock are not deductible, and levy tax on all passive income in low-tax jurisdictions.'”

% Author’s calculations. Data from OECD Statistics, http://www.oecd.org/statistics/.

9 How Other Countries Have Used Tax Reform to Help Their Companies Compete in the Global Market: Hearing Before the
H. Comm. on Ways and Means, 112" Cong. (May 24, 2011) (statement of Jorg Menger, International Tax Partner, Ernst
& Young LLP), http://www.gpo.gov/fdsys/pkg/ CHRG-112hhrg72510/pdf/CHRG-112hhrg72510.pdf [hereinafter
Menger Statement].

19 Tt has become standard practice among territorial systems for deductions of expenses related to foreign income to be
allowed. As of 2007, only three EU countries disallowed deductibility of costs related to tax-exempt foreign dividends.
See Michael P. Devereux et al., Final Report: Project for the EU Commission (TAXUD/2005/DE/3 10) (Sept. 2008), at A-
18,

http://ec.europa.eu/taxation customs/resources/documents/taxation/gen_info/economic analysis/economic_studies/effe

ctive levels report.pdf.
101 See JCT, Background, supra note 56, at 26.

102 See Menger Statement, supra note 99, at 4.

103 See JCT, Background, supra note 56, at 25-27 (“A company’s excess of interest expense over interest income (‘interest
surplus’) is deductible only up to 30 percent of the company’s taxable income before interest, taxes, and depreciation and
amortization.”).
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To make the tax system more competitive for its . Figure 20. Unemployment Rate
companies in the international marketplace, 12%

Germany has recently engaged in a series of tax ~ 10%
rate reductions. Since 1998, Germany has 8%
reduced its combined tax rate on corporate 6%
. (<]
income from 56 percent to 30.2 percent.'**
4%
Data 2%
While operating a territorial system throughout 0% |Source: OECD
the modern era, Germany has emerged as one of P STV - =P s U gV U - I = R
OO OO OO OO OO0 OO0 O OO
————————— NANANANANAANAANANANANANANAN

the most robust economies in the world and is
considered the European continent’s “economic
giant.”'” Its GDP per capita is $40,116,

ranking in the top decile of all countries, and it 4.0%

3.5%

is the third-leading exporter in the world. 1%

Regarding unemployment, there has been much ~ 3.0%
volatility since the reunification of West and 2.5%
East Germany in 1990. While unemployment 2.0%

trended upward for several periods and reached | 5%

1.0%
0.5%

a high exceeding 11 percent in 2005, the rate

has been cut in half since that time, due in part
to labor market reforms.'”” By 2011, it

., |Source: OECD
registered at 5.9 percent (Figure 20, above) and ~ 0.0% ~——————

Eurostat reports that it is now down to 5.4 CSrERrPE RS

2001 A
2002 -
2003 -
2004
2005
2006
2007
2008
2009
2010 -

percent.'”® While much of the developed world
experienced spikes in unemployment as a result of the global recession, Germany experienced only a hiccup
before its rate continued downward.

Germany traditionally has not relied heavily on corporate tax revenue (Figure 21). German policymakers have
recognized the tradeoffs inherent to international taxation and as one of the world’s leading exporters, have
chosen to promote the competitiveness of their companies. While the German government may be leaving a
lot of potential revenue on the table, it recognizes that foreign earnings are a fugitive base from which to
extract revenues.

14 OECD, Basic (non-targeted) corporate income tax rates (2011), www.oecd.org/dataoecd/26/56/33717459 xls.

195 Can Angela Merkel Hold Europe Together?, THE ECONOMIST, Mar. 10, 2011,
htep://www.economist.com/node/18332786.

1% \World Bank, GDP per capita (current US$), http://data.worldbank.org/indicator/NY.GDP.PCAP.CD; Central
Intelligence Agency World Factbook, Country Comparison: Exports, https://www.cia.gov/library/publications/the-world-
factbook/rankorder/2078rank.html.

7 Hartz and Minds: German Labour-Market Reform, THE ECONOMIST, Dec. 29, 2004,

heep://www.economist.com/node/3522141.

108 Eyrostat, Unem_plo)/mmt Statistics,

htep://epp.eurostat.ec.europa.cu/statistics explained/index.php/Unemployment_statistics (data updated to June 2012).
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The Netherlands

Companies that are healthy and grow internationally will be able to capitalize on opportunities that solely domestically
operating companies will not be able to seize on. This will have a positive impact on profits and employment in the residence
state. In that sense one can say that if international expansion is good for the company, it is good for the country. —Paul
Vlaanderen, Director of International Tax Policy and Legislation, Netherlands Ministry of Finance, 2002'%

The origins of the Dutch dividend exemption go back to 1893, when it became “one of the pillars” of the tax
system.""? According to Paul Vlaanderen, former director of Dutch international tax policy, there are two
reasons that the Netherlands has always exempted foreign profits. First, the country respects the fiscal
sovereignty of other nations to tax the business profits realized within their own jurisdictions (the “benefit
principle”). Second, the Netherlands recognizes that its domestic market of 16 million people is too small to
sustain growth for its innovative companies. To penetrate foreign markets and gain global market share,
companies must be able to compete with other multinationals on “a level playing field” and from “an equal

tax position.”""!

The exemption for active income applies to a broad swath of investment types, including some portfolio
investment and financing activity. While investment institutions specifically are not eligible for the
exemption, passive investment income may be exempt if it passes a “subordination requirement,” meaning
that it was taxed at an effective rate of at least 10 percent in its source jurisdiction.'? This provision denotes
that “only so-called ‘low taxed investment companies’ are disqualified from the participation exemption.”'"?
Likewise, profits derived from permanent establishments of foreign branches are exempted as long as the

income has met the same 10 percent test.'*

For foreign dividends that are not exempt, double-taxation is mitigated with a foreign tax credit and a deferral
regime. However, if a Dutch company holds 25 percent or greater of the stock in a foreign passive or low-tax
asset, “the annual change in the value of the holding forms part of the Dutch taxable income.” This
reevaluation approach differs from most other territorial jurisdictions.'”

The Netherlands permits deductions for costs associated with exempt foreign earnings against domestic
taxable income, but there are limits on deductibility of interest payments. For a firm to deduct the costs
associated with external financing, it must prove that the debt issue is relevant to the gain of taxable domestic

199 See Vlaanderen, supra note 27, at 1099.

"9 How Other Countries Have Used Tax Reform to Help Their Companies Compete in the Global Market: Hearing Before
the H. Comm. on Ways and Means, 112" Cong. (May 24, 2011) (statement of Frank M. Schoon, Partner, Ernst &
Young LLP) http://www.gpo.gov/fdsys/pkg/ CHRG-112hhrg72510/pdf/ CHRG-112hhrg72510.pdf [hereinafter Schoon
Statement].

"1 See Vlaanderen, supra note 27, at 1095.

112 See JCT, Background, supra note 56, at 31.

'3 Fisconti Tax Consulting, Dutch Participation Exemption in 2012 (Jan. 2012), at 2,
http://www.corptax.org/images/publicaties/dutch-participation-exemption-in-2012.pdf.

114 See Schoon Statement, supra note 110, at 5.

115 See Vlaanderen, supra note 27, at 1097.
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income. The same scrutiny is applied to loan costs associated with foreign acquisitions.''® If ever debts are

deemed “excessive” by tax authorities, the interest costs are not deductible.'"”

To stimulate job creation and innovation

Figure 22. Unemployment Rate
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(Figure 22, above). This occurred while

the Dutch pursued a policy of foreign engagement and outbound investment. This is not to suggest that the
territorial tax system is the primary driver of positive labor market outcomes in the Netherlands, but the
territorial system has clearly not prevented these outcomes.

Perhaps just as shocking is the Dutch system’s tax revenue performance. It has consistently out-yielded the
U.S. system, as well as the OECD average, until very recently (Figure 23). In only one of the last thirty years
did the U.S. worldwide system collect more tax revenue as a share of GDP than its Dutch counterpart. And
like Canada, this has occurred in the context of ever-decreasing tax rates; the top marginal rate has been

116 See Vlaanderen, supra note 27, at 1096.

17 See JCT, Background, supra note 56, at 32.

"8 Tntertrust Group, The Netherlands as a corporate base for international operations (Jan. 2012), at 7,
http://www.intertrustgroup.com/en/~/media/Downloads/Netherlands/Intertrust%20The%20Netherlands%20as%20a
%20Corporate%20Base.ashx.

19 Maarten Van Tartwijk, Why Incorporate in the Netherlands? It’s Less Taxing, WALL STREET JOURNAL, Feb. 15, 2011,

heep://online.wsj.com/article/SB10001424052748704409004576146384199592002.html.
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lowered five times since 2001, moving from 35 percent to 25 percent. In sum, the Netherlands has operated a
competitive territorial system with substantially lower corporate tax rates than in the U.S. and it has
experienced better labor outcomes and greater levels of corporate tax revenue. The Dutch case specifically
rebuts each of the fears associated with territorial taxation and may be held up as an international tax
exemplar.

Lessons for the U.S.

The U.S. finds itself in similar circumstances to each of the transitional case studies. Like Japan before 2009,
American companies’ foreign profits are stockpiling abroad, locked out by a secondary tax penalty. Like the
UK before 2009, many U.S. companies have explored or gone forward with moving legal residence into
business-friendly tax systems. Like both countries before reform, the U.S. system is complex, out of sync with
its major trading partners, and imposes heavy, uncompetitive burdens. As demonstrated, territorial systems in
Japan and the UK were implemented to address these problems; preliminary evidence indicates that efforts
have been successful.

Canada, Germany, and the Netherlands demonstrate that territorial tax systems can yield sufficient revenues
while minimizing the distortions of corporate behavior. In addition, their experiences reveal that home labor
markets are not harmed by territorial taxation; all real-world evidence points to the contrary. Importantly,
these cases are not the few successful “cherry-picked” outliers of the territorial experience, as evidenced by the
aggregate statistics reported previously. The dramatic upsides of territorial taxation come with minimal or
potentially nonexistent downsides.

Best Practices

This case study analysis also highlights the variable approaches countries have taken to territorial taxation.
Some countries, like Japan, have emphasized protection of the corporate tax base, to minimize incentives for
profit-shifting and to promote robust tax yields. Other countries, like the Netherlands and Canada, have
emphasized the competitiveness of their companies and defined narrowly what income is not eligible for
exemption. Nonetheless, common themes emerge, and the following “best practices” typify competitive
territorial tax systems:

* Transitions to territorial taxation have been accompanied by reductions in tax rates. Though rate
reductions have been a global trend in their own right, lowering the tax rate is arguably instrumental
in attenuating the risks for increased profit shifting.

* They narrowly define passive income, which remains subject to tax. This means that legitimate active
business activity is not drawn into the passive income tax base (as happens in the U.S.'*), and passive
income tax provisions are narrowly tailored to capture income artificially shifted overseas.

*  They provide preferential treatment for intellectual property, with so-called “patent box” or
“innovation box” regimes, to minimize the incentive to shift intangible property into low-tax
jurisdictions.

120 Regarding the “strange case” of taxing overseas active royalty income involving related parties, see Henchman, supra
note 7, at 5.
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*  They permit deductibility of expenses associated with foreign income, to ensure no disincentive for
locating R&D or management activity at home. Though U.S. policymakers have considered a
territorial system with expense allocation rules,'”' no other territorial system is designed in such a
manner.

*  They limit the deductibility of foreign interest costs with “thin capitalization rules” in order to guard
against abusive income stripping, but not to the extent that deductibility of legitimate borrowing
costs is disallowed.

*  They limit profit shifting with transfer pricing rules based on the “arm’s length” standard, like the
U.S. system.'*

The key point is that the U.S. could adopt a system with some mix of these basic features. Such a change
would represent an improvement in terms of neutrality, efficiency, and simplicity as compared to the current
worldwide system.

The Real Effects of A U.S. Transition to Territorial Taxation

If territorial taxation seems to have little influence on labor market outcomes or corporate tax revenue, what
real effects could we expect from a U.S. policy change? As mentioned eatlier, eliminating the tax on
repatriation would invite vast sums of foreign-held earnings back into the U.S. Though it is unrealistic to
expect all $1.7 trillion to return, there is evidence that a very sizable portion would flow back into the U.S. In
the 2004 repatriation holiday, U.S. companies brought home $360 billion of the roughly $800 billion held
abroad.'” Following the same ratio, $765 billion could be poised for return under similar conditions.

Larry Summers, the former chief economic advisor to President Obama, appreciates the benefits of letting
trapped foreign earnings return to the U.S.:

Right now the U.S. tax system, it’s like a library, we’re running a library. The single dumbest thing
you can do is announce that you’re going to have everybody think that there’s going to be an amnesty
on overdue books, but then not actually ever have the amnesty, because then you assure that no books
are ever going to come back, and they’re always not bringing back the book waiting for the amnesty
which never comes, and so you never get the money. And that’s what the U.S. debate is right now.
Nobody in their right mind would bring in money right now with people thinking that who knows
what’s going to happen after the election and who knows what’s going to happen next, there will be

121 U.S. Department of the Treasury, Office of Tax Policy, Approaches to Improve the Competitiveness of the U.S. Business
Tax System for the 21" Century (Dec. 20, 2007) at 58, http://www. treasury gov/resource-center/tax-

122 «

Arm’s length” refers to the price that would be paid between unaffiliated persons in the open market. Such standards
are central to anti-erosion efforts across countries, but have been noted as difficult to enforce when firms are engaged in
numerous related-party transactions, particularly those involving unique intellectual property. See Wells, supra note 15.
123 Joint Committee on Taxation, Present Law and Issues in U.S. Taxation of Cross-border Income (Sept. 6, 2011), at 77,
hteps://www.jct.gov/publications.html?func=startdown&id=4355; Douglas Holtz-Eakin, The Need for Pro-Growth
Corporate Tax Reform: Repatriation and Other Steps to Enhance Short- and Long-Term Economic Growth (Aug. 2011), at

11, http://www.uschamber.com/sites/default/files/reports/110907 corp tax reform study.pdf. The 2004 repatriation
holiday provided an 85 percent deduction for repatriated dividends, which lowered the effective tax rate to 5.25 percent

(15 percent of income taxable times 35 percent tax rate).
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some kind or repatriation. Even if you thought you ultimately had to bring the money home, you

surely would be waiting right now.'?

In addition, territorial tax reform could substantially reduce the compliance costs for both firms and the
government. Such costs now tally over $40 billion annually,'” with a disproportionate share associated with
the international requirements of the tax code.'® If the code was simplified, particularly regarding the foreign
tax credit and expense allocation regimes, tax planning expenditures would be diverted to productive uses,
rather than sunk into the deadweight loss of regulatory compliance. Finally, pursuing a policy of capital
ownership neutrality, by ensuring equal tax costs between U.S. firms and their competitors on foreign
investment, would minimize distortions of investment and asset ownership'*” and reduce the incentive for
companies to leave the U.S.'*

The Tax Rate

Though this analysis has focused on the international tax system design, the more pressing policy concern is
the U.S. top marginal corporate tax rate of 35 percent. While there are tradeoffs in moving toward either
territorial or worldwide taxation, “the theme that emerges is that the harmful economic effects of either
approach can be addressed by lowering the U.S. corporate tax rate.”"* Thirty of thirty-four OECD members
have reduced tax rates since 2000, and the U.S. rate now exceeds the simple average of other OECD nations
by 14.1 points and the GDP-weighted average by 10 points.'”® The U.S. cannot afford to be this far out of
step in the face of a changing world and expect to attract investment or foster economic growth.

124 Transcript of Hamilton Project Policy Discussion, Economic Facts About Taxes: Rates, Revenues, and Reform Options,

May 3, 2012, at 49-50, http://www.hamiltonproject.org/files/downloads and links/Economic Facts About Taxes -

Unedited Transcript.pdf.
125 The President’s Economic Recovery Advisory Board, The Report on Tax Reform Options: Simplification, Compliance,

and Corporate Taxation (Aug. 2010), at 65,

http://www.whitehouse.gov/sites/default/files/microsites/ PERAB Tax Reform Report.pdf. The U.S. system ranks 69th
of 183 countries analyzed by the World Bank’s “Doing Business” report. See World Bank & PricewaterhouseCoopers,
Paying Taxes 2012: The Global Picture (Nov. 10, 2011), http://www.doingbusiness.org/reports/thematic-reports/paying-
taxes/. For more on compliance burdens, see William McBride, Why are Businesses Hoarding Cash and not Hiring?, TAX
FOUNDATION TAX POLICY BLOG, Nov. 23, 2011, http://taxfoundation.org/blog/why-are-businesses-hoarding-cash-and-
not-hiring.

126 Marsha Blumenthal & Joel B. Slemrod, 7he Compliance Cost of Taxing Foreign-Source Income: Its Magnitude,
Determinants, and Policy Implications,” 2 INTERNATIONAL TAX AND PUBLIC FINANCE 37 (1995)

127 See Desai & Hines, supra note 19.

128 See Wells, supra note 15.

12 See Carroll, supra note 8, at 6.

130 Tax Foundation, OECD Corporate Income Tax Rates, 1981-2011, http://taxfoundation.org/article/oecd-corporate-
income-tax-rates-1981-2011.
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Conclusion

It is not by accident that 27 of 34 OECD members have territorial systems, and that every independent
government tax advisory group has encouraged Congress to discard the current worldwide system in favor of a
sleeker territorial model. Even two of the most outspoken critics of territoriality have recently expressed that
“there is a lot to like” about the House Republicans’ draft legislation for a territorial system, and that “it is

worthwhile to adopt.”"?!

Territorial taxation has been called “a pragmatic response to the practicalities in a world where competition is
fast moving and truly global.”"** The system itself is no silver bullet to heal the economy and bring balance to
the budget, but its gains come at little to no cost. The distortions associated with trapped income and the
system’s punitive compliance costs greatly outweigh the potential revenue concerns. As evidenced by the fact
that the U.S. is now home to 43 fewer companies of the Global 500 than in 2005,'* the competitiveness of
U.S. companies is waning.

Policy should be designed to promote the free flow of capital back into the U.S. rather than to prevent
companies from investing abroad. Firms should invest where they can achieve the greatest return; this is good
for American investors, American consumers in terms of lower prices, and American workers in terms of
greater productivity and correspondingly higher wages. Putting up barriers to growth abroad ultimately slows
growth at home.

While some have argued that territorial taxation would be detrimental to the U.S. workforce, economy, and
public sector, the evidence here indicates otherwise. The real-world experience of territorial taxation is that it
outperforms worldwide taxation on the metrics of concern, specifically unemployment and corporate tax
revenue. These lessons should contribute to the sense of urgency now building behind corporate tax reform. A
great wind is blowing, and a well-designed territorial system just may alleviate the proverbial headaches.

! Quotes from Martin Sullivan and Reuven Avi-Yonah. See Martin A. Sullivan, The Economic Case for Unlocking
Foreign Profits, 136 TAXNOTES 11 (July 2, 2012).

132 How Other Countries Have Used Tax Reform to Help Their Companies Compete in the Global Market: Hearing Before
the H. Comm. on Ways and Means, 112 Cong. (May 24, 2011) (statement of Stephen Edge, Partner, Slaughter and
May), http://www.gpo.gov/fdsys/pkg/ CHRG-112hhrg72510/pdf/ CHRG-112hhrg72510.pdf.

133 Global 500, CNN MONEY, July 25, 2011, http://money.cnn.com/magazines/fortune/global500/2011/full list/.
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