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I. INTRODUCTION

The ability-to-pay fairness concept' is a key factor underlying the
historic U.S. policy of relying principally ontheincome tax to finance federd

1. The meaning of ability-to-pay can be controversial at the margns. For example,
commentatorsoften refine theability-to-pay fairness cancept by subdividng itinto ahorizontal
equity companent (taxpayerswith equal incomes should payequal amountsof tax) and avertical
equity component (taxpayers with unequael incomes shoud pay amounts of tax which are
sufficiently unegual to fai rly reflect the differences intheir incames). See David F. Bradford,
Untangling the Income Tax 150-53 (1986); Joseph M. Dodge, The Lagic of Tax 88 (1989);
Michael J. Graetz & Deborah H. Schenk, Federal Incame Taxation: Principles and Policies 31
(3d ed. 1995); William A. Klein, Palicy Analysis of the Federal Iniome Tax 7 (1976); Joel
Slemr od & Jon Bakija, TaxingOurselves, 49-50, 52-54, 73-74 (1996); Eric M. Zolt, The Uneasy
Case far Unifam Taxation, 16 Va. Tax Rev. 39, 86-98 (1996).

Other commentators have criticized these refirements by asserting that horizontal
equity has no significance asa tax policy nam separate from vertical equity or that neither
horizontal nor vertical equity has any content that is independent of more general notions
regarding fundamental fairness. SeegenerallyPaul R. McDaniel & JamesR. Repetti, Harizontal
and Vertical Equity: The Musgrave/Kaplow Exchange, 1 Fla. Tax Rev. 607 (1993); Louis
Kaplow, A Nae on Haiizontd Equity, 1 Fla. Tax Rev. 191 (1992); Richard A. Mugrave,
Horizontal Equity: A Further Nae, 1 Fla. Tax Rev. 354 (1993); Louis Kaplow, Horizontal
Equity: Measures in Search of aPrinciple, 42 Nat'l Tax J. 139 (1989); Richard A. Musgrave,
Horizantal Equity, Once Mare, 43 Nat'| Tax J. 113 (1990).

There has d so been disagreement regardi ng nuances of the ability-to-pay concept,
such asthe proper handli ng of psychic income, |eisure and underachievement. See Staff of Jant
Comm. on Taxation, Impad on Individuals and Families of Replacing theFederal Income Tax
(JCS-897), at § 1V.B.3 (Comm. Print 197); Zolt, supra, at 89-101; seealso BarbaraH. Fried,
The Puzzling Case for Propartionate Taxation, 2 ChapmanL. Rev. 157, 182-83 (1999).

Neverthel ess, administrability considerations haveled to aU.S. tax policy consensus
that presumptive fairness within an income tax regime requires taxpayers with larger net
incomes in a given yea to gererally pay mare tax than those whohave smaller netincomesin
the same year. This consensus dso holds that when compaing net incomes for ability-to-pay
purposes, items that cannot be feasibly measured (e.g., leisure andforgone opportunities) are
omitted. See U.S. Treas. Dep’t, Blueprintsfor Basic Tax Reform 3, 159-62 (1977) [hereinafter
U.S. Treas. Dep't, Blueprints]; 1 U.S. Treas.Dep't, Tax Reformfor Fairness, Simplicity, and
Econamic Growth, 14-15, 37-42 (1984) [hereinafter U.S. Treas. Dep’t, Tax Reform]; Walter J.
Blum & Harry Kaven, J., The Uneasy Case for Progressive Taxation 64 (1953); Bradford,
supra, at 16-19, 155-56; Graetz & Schenk, supra, at 31; William A. Klein, Joseph Bankman &
Daniel Shaviro, Federal Income Taxation 7-9 (12th ed. 2000); Vada Waters Lindsey, The
Widening Gap Under the Internal Revenue Cade: The Nead for Renewed Progressivity, 5 Fla.
Tax Rev. 1, 3, 7-8,39-40 (2001); Herbert A. Stein, What' sWrong with the Federal Tax System,
in 1 House Comm. on Ways and Means, Tax Revision Compendium 107, 110-14 (Camm. Print
1959) [her einafter House Comm. Compendi um].

Wehave madethetheoretical disagreementsover vertical equity, horizontal equity and
other refinements and nuances of the ability-to-pay cancept irrelevant to this article by adopting
the preceding consensus ability-to-pay concept. Our analytical approach also unmuples the
ability-to-pay conaept from the issues of whether the federd income tax should employ
progressive rates and if so, how pragressive they should be. See infra nate 27.
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government expenditures? Indeed a major justification for this reliance, as
opposed to significant dependenceon consumption levi es, i sthat the income tax
isasystan for spreading the costs of government inaway that advancesfairness
by giving substantial deference to comparative ability-to-pay.*

Consequently, onewould expect tax policy analyststoroutinely examine
the equity implications of international income tax rules by applying the fairness
criterion with the samerigor as in the domestic context. But surprisingly, there
has been relatively little discussion in the literature regarding the role of the
ability-to-pay concept in analyzing international tax policy issues.* This may be
because the compostion of internationa investment historicaly has been
dominated by thedirect foreign investments of multinational corporations, which
pose perplexing issues in evaluating fairness concerns.® Even if true, however,
this is an i nadequate reason to forego ana ysis of fairness considerations when
scrutinizing theimportart international dmension of a madern income tax.® In

2. As stated by ane commentator:

In the United States, consumption taxes accaunt for only about

17 percent o total federal, stateand local revenues-compared to an average

of 30 percent fa OECD memba countries-and the U.S. federal

government’ s share of that is quite amall. Less than 5 percent of federal

revenues come fromexcise taxes on specific kinds of consumption, and the

federal government has no broad-based tax on consumption.

Michael J. Graetz, TheU.S. Income Tax: What It Is, How It Got That Way, and Where We Go
from Here 201 (1999); seealso U.S. Dep't of Cammerce, Statisticd Abstract o the United
States 847 (1999); Slemrod & Bakija, supranote 1, at 19-21.

3. See Staff of Joint Comm. on T axation, 100th Cong., 1t Sess., Genera Explanation
of the Tax Reform Ad of 1986, at 6-7 (Comm. Print 1987); U.S. Treas. Dep't, Blueprints, supra
notel, at 1, 24; Joseph M. Dodge, J. Clifton Fleming, J. & Deborah A. Geier, Federal Income
Tax: Doctrine, Structure and Policy 19, 21-22 (2d ed. 1999); Graetz& Schenk, supranote 1, at
43; Peter Andrew Harris, Corporate/Shareholder Income Taxation and All ocating TaxingRights
Between Countries 452-53(1996); Slemrod & Békija, supranate 1, at 135-36; Lindsey, supra
note 1, at 34-40.

4. Professor Michael Graetz recently challenged “[t]he foaus in the international
income tax literature on economic efficiency to the exclusion of all other val ues’ asacriterion
for U.S. international tax policy and asserted that “deciding to tax incomer eflect sadecision to
place issues of fairness at the heart of tax poli cy debates. That commitment canna be ignored
simply because income traverses national borders” Michael J. Graetz, Taxing | nternational
Incame: Inadequate Principles, Outdated Conceptsand U nsatisfact ory Polici es, 54 Tax L. Rev.
261, 294, 307 (2001). For an articlethat focuses on fairness considerations in international
taxation, seeNancy H. Kaufman, Fairness and the Tax ation of International Income, 29 Law &
Pol’y Int’| Bus. 145 (1998).

5. SeeinfraPart V.

6. Moreover, s nce the 1990s, cross-border U.S. portfdio investment has exceeded
U.S. multinationals' cross-border dired investment in volume. See National Foreign Trade
Coundl, International Tax Policy fa the 21st Century: A Reoonsideration of Subpart F 5-6 to
5-7 (1999); Graetz, supra note 4, at 263-67. In the decade just past, cross-border direct
investment increasingly was engaged i n by pri vate equity partnershipsthat amassed $1 bi llion
or more from individuds and tax-exempt institutional investors.
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this article, we examine the rolethat fair ness concerns, embedded inthe ability-
to-pay concept, play injustifyingthe U.S. policy of taxing U.S. residents ontheir
worldwide incomes.

From amost the commencement of the modern income tax, the United
States has taxed the worldwide income(i.e, both foreign-source and domestic-
source income) of its residents and ameliorated international double taxation
resulting from this approach by allowing aU.S incometax credit for foreign tax
imposed on fore gn-sourceincome.” Thus, if the fareign tax isless thantheU.S.
tax on aresident’ s foreign-sourceincome the United States receivesa residual
tax equal to the difference. Although there hasbeenrelatively little disagreement
withworldwide taxation of theincome of U.S. resident individuals? many in the
U.S. multinational business commmunity, and some acadenic commertators,
argue that cons derations of fairness, smplification, competitiveness and/or
efficiency support abandonment of the residua U.S. tax on the foreign-source
active businessincomeof U.S. resident corporations. They would favor adopting
a territorial, or exemption, system under which such foreign-source income is
excluded fromthe greoss income of carporate residents”’

We have previously questiored the dfidency claimsin favor o an
exemption system and ar gued that taxation of foreign-sourceincome at thetime
it is earned is necessary to avad creating an inefficient and unjudified tax

7. See U.S. Treas. Dep't, The Deferral of Income Earned Through U.S. Controlled
Forei gn Corporations 2 (2000) [hereinafter U.S. Treas. Dep’t, Deferral]; Harris, supra note 3,
at 295-96; Sol Piccidto, International Business Taxation 12-13 (1992); Michael J. Graetz &
Michael M. O'Hear, The “Original Intent” of U.S. International Taxation, 46 Duke L.J. 1021,
1041-47(1997). Thedecision of theUnited States to grant its residents a foragn tax aedit is
consistent with the international norm which assigns to residence countries the primary
obligation of mitigating international double taxation. See Charles H. Gustafson, Rdbert J.
Peroni & Richard Crawford Pugh, Taxati on of International Transactions 18-19 (2d ed. 2001);
Harris, supra note 3, at 313; Robin Woellner, Stephen Barkoczy & Shirley Murphy, 2000
Australian Taxation Law 1303-04, 1336 (1999).

8. See Herman B. Bouma, Further Support for Territorial Taxation, Letters to the
Editor, 87 Tax Notes 580 (2000). The decision to treat expatriate citizens as quasi-U.S.
residents for this purpose is more controversial. See infra note 18.

9. See National Foreign Trade Council, supranote6, at 6-29; Herman B. Bouma, The
Tax Code and Red ity: Improving the Cannection, 85 Tax Notes 811, 813 (1999); Terrence R.
Chorvat, Ending the Taxati on of Foregn Businessincome, 42 Ari z. L. Rev. 835 (2000); Graetz,
supranote4, at 330-31; Klaus Vogel, Worl d-widevs. Source Taxation of Iname-A Review and
Reeval uati on of Arguments, i n Influence of Tax Differenti ason International Competitiveress
117 (1990); Transcript from the Synmposium: Globalization and the Taxation of Foreign
Investments, 21 Tax Naes Int’l 1268, 1272-73 (2000); see alsoDaniel J. Mitchell, OECD Tax
Competition Prgposal: Higher Taxes and Less Privagy, 89 Tax Notes801, 821 (2000).
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incentive for U.S. residents to invest abroad in low-tax countries!® We now

10. See Robert J. Peroni, J. Clifton Fleming, Jr. & Stephen E. Shay, Getting Serious
About Curtailing Defaral of U.S. Tax an Foreign Source Income, 52SMU L. Rev. 455 (1999);
J. CliftonFleming, Jr., Robert J.Peroni & Stephen E. Shay,Deferral : Consider Endinglt I rstead
of Expanding It, 86 Tax Naes 837 (2000).

Thereseemsto begener a recogniti on that an exemption system providesan incentive
for U.S. residentstoinvest their directly-owned fundsin low-tax foreign cauntriesinstead of at
home or in aher countries with effective tax rates equal to o greater than the U.S. resident’s
U.S. tax on the same category of foreign income. See, e.g., Staff of Jant Comm. on Taxation,
106th Cong, 1st Sess., Description andAnalysisof Present-Law Rules Relating tol nternational
Taxation, at 75 (Comm. Print 1999) [hereindter Joint Comm., Description]; Pegay Brewer
Richman, Taxation of Fareign Investment Income: An Economic Analysis 51 (1963). Theeis
also recognition o the fect that an exemption system encourages residents of hi gh tax/high
government benefit countries to engage in the strategic behavior of enjoying the costly
perquisites of their residence country while earning their income in low tax/low government
benefit countries. See Julie Roin, Competition and Evasion: Ancther Perspective on
Internationd Tax Competition, 89 Geo. L.J. 543,588-89, 591 (2001). A degree d confusion has
existed, however, regarding theincentive effect produced by the present U.S. system’ sdeferred
taxation of foreign-source income earned in low-tax countries by foreign subs diaries of U.S.
corporations.

Thisconfus on hasitsrodsin an artide by econamist David G. Hartman. The artide
assertsthat two seemingly contradictory propositions are both true. The first proposition holds
that because U.S. tax on the foreign-saurce income of aforeign subsidiary is deferred until the
subsidiary pays dvidendsto its U.S. parent, the U.S. tax on the dividends is irrelevant in
decidingwhether a“ matur € foreign subsidiary (i.e., one that doesnot require additional capital
from its parent) will reinvestits earnings in its low-taxed foreign operations a pay dividends
toits U.S. parent. The second Hartman proposition holds that because U.S. tax on the fareign-
source income of aforeign subsidiary isdeferred until the subsidiary paysdividendstoits U.S.
parent,aU.S. parent isencouraged to havetheforeign subsidiary retain andreinvest itsearni ngs
instead of transferring themto the parent as dividends. See David G. Hartman, Tax Policy and
Foreign Direct Investment, 26 J. Pub. Econ 107, 110-11, 116, 119 (1985). Hartman’'s
expl anation of whythese apparently conflidting assertionsare, in fact,harmoniousreliesheavily
on algebraic equations that may bewilder many lawyers. Seeid. at 112-113, 116-117. Other
writershave attempted verbal explanationswith mixed success. See Rosanne Altshuler, Recent
Develgpmentsin the Debae on Deferral, 20 TaxNotes Int’| 1579, 1590 (2000); ReuvenS. Avi-
Y onah, Globalization, Tax Competitian, and the Fiscal Crisis d the Welfare Sate, 113 Harv.
L. Rev. 1573, 1593 n.70(2000); Chorvat, supranote 9, at 843-44; Harry Grubert & John Muitti,
Taxing International Business Incame: Dividend Exemption Versusthe Current System 8 (The
AEI Press 2001) [hereinafter Grubert & Mutti, Dividend Exemption].

We now try our hands at darifyingthe matter by analyzingthe following example:

USCo, aU.S. resident C corporation, owns 100% of the shares of

ForCo, aforei gn C corparation resident in, and doing business exdusively

in, Country X, which impaoses a 15% corporate income tax and nodividend

withholding tax. USCo is subject to a 35% U.S. tax on its worldwide

income. Inyear 1, For Coearns$117.65, pays a15% X Cauntrytax ($17.65)

and has $100 |eft. If ForCopays the $100 to USCoat the close of year 1 &

adividend, USCo s calcuation o year 1 U.S. tax on the dividend will be:

($117.65 (see IRC § 78) x .35) - $17.65 foreign tax aedit = $23.53 U.S. tax
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If USCo then invests $76.47 ($100 - $23.53) at 10% for oneyear, receives
$7.65 of earnings a theend of year 2 and pays a $2.68 tax thereon, USCowill finish
with $81.44 ($76.47 + [$7.65 - $2.68]) at the end of year 2.

If, however, ForCodeferstheU.S. dividend tax byretaining its $100 of year
1 after-tax earningsand if FarCo alsoinveststhissum far one year at 10%, FarCo will
have $10 of investment earnings at the end of year 2 on which it will pay a 15%
Country X tax ($1.50), leaving $8.50. Assuming that ForCo immediately distributes
$108.50 ($100 + $8.50) to USCo, the year 2 U.S. divi dend tax ca culation for USCo
will be:

([$117.65 + $10 (e 8 78)] x .35) - ($17.65 + $1.50) foreign tax credt =
$25.53 U.S. tax at the end of year 2.

Assuming that the correct discount rate is the 8.5% after-tax rate of return
that ForCo earned in Country X (.10 x [1 - .15] =.085), the $127.65 grossed-up
dividend amount used in the second scenario U.S. tax calculation ($117.65 + $10 =
$127.65) has ayear 1 present value of $117.65 ($127.65 + 1.085 = $117.65), whi ch
equal sthe grossed-up dividend amaunt used in the year 1 U.S. tax cdcul ation of the
first scenario. Consequently, thereis no surprisein discoveringthat the $25.53 U.S.
tax which USCo pays on the ForCo dividend at the end of year 2 in the second
scenario has apresent value at the end of year 1 of $23.53 ($25.53 + 1.085), which
is the same as the $23.53 U.S. tax that USCo incurred at the end of year 1 on the
ForCo dividend in thefirst scenario. Thus, the U.S. tax on the ForCo dividend hasthe
same present value ($23.53) in both the first scenario (immediate repatriation) and
the second scenario (reinvestment by ForCo for ane yea). In that limited sense, the
U.S. tax on dividends received by USCofrom FarCo does not affect the decision of
whether to have ForCoaccurmulate or distribute itsearnings. Thisis apparertly what
Hartman meant by hisfirst proposition.

But note that USCo finishes the second scenario with $108.50 (year 2
dividend from ForCo) - $25.53 (U.S. tax on ForCo dividend) =$82.97 at end of year
2. This is $1.53 more than the $81.44 USCo had at the end of year 2 in the first
scenario. This inequdity resuts fromthe fads that in the second scenario, deferral
gives ForCo $23.53 mare to invest duringyear 2than USCohas in the first seenario
($100 - $76.47 = $23.53) and that the after-tax rate of return availabe to ForCo on
its investments is no worse than USCo'’ s after-tax rate of return. In other words, in
spite of the truth o Hartman's first proposition, deferral encourages USCo tocause
ForCotoreinvestitsearningsinitslow-tax homelandinstead of repatriatingthem for
investment by USCo in the United States.

Withrespect toempirical evidenceregarding the effect of | ow forel gn tax rateson the
investment locati on decisionsof U.S. multinational corporati onsunder the present U.S. system,
which approximatesan exemption system for adtive businessincame, see Avi-Y onah, supra, at
1588-91; James Bardler & Mark Maremont, How a Xerox Plan to Reduce Taxes and Boost
Profit Backfired, Wall . J., Apr. 17, 2001, at Cl; Harry Grubert & John Mutti, Do Taxes
Influence Where U.S. Carporations Invest?, 53 Nat’| Tax J. 825 (2000) [hereinafter Grubert &
Mutti, Where U.S Corpaorations Invest] (suggesting that almost ane out o every five dollars
invested abroad by U.S corporations is drawn to its investment location because of low host
country taxes); DonaldJ. Rousd ang, Deferral and Opti mal Taxati on of International Investment
Incane, 53 Nat’l Tax J. 589, 596 (2000).

Regarding taxpayer respase to the partial U.S. exemption regime mntained in the
Forei gn Sales Corporation (FSC) provisiors, see Congressiona Research Service, The Foreign
Sales Corporation (FSC) Tax Benefit for Expating andthe WTO (RS20571, Sept. 22, 2000);
Stephen A. Cohen, Will the WTO’s FSC Ruling Be the Demise of the Guam Foreign Sales
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consder whether fairness considerations embedded in theability-to-pay concept,
as well as concerns regarding efficiency, favor worldwide taxation over an
exemption system (or adeferral regi me that functions as an exemption system).
Aswewill discuss at greater lengthbelow, there arelimits on our ability to apply
the fairness criterion inthe taxing of international (and domestic) income such
as the problems presented by our dassical systam of taxing corporate earnings.
Nonetheless we submit that fairness corsiderationsare at theheart of the U.S.
policy to tax the worldwide incomeof U.S. residents.

II. ABILITY-TO-PAY
A. The Deference Accorded to Ability-to-Pay

Ultimately, taxes that support the U.S. government and its direct
expenditure programs are bor ne by indviduals.** In that regard, the U.S. socio-
economic consensus recognizes that one of the most important criteria for
spreading the income tax bur den among individual taxpayersis the proposition
that this onus should be allocated on the basis of comparative economic well-
being,* oftenreferredto asability-to-pay.** Therear e, of course, many occasions

Corporation? 20 Tax Notes Int'l 1627 (2000); Jose Oyola, Foreign Sales Corporations
Beneficiaries: A Profile, 88 Tax Notes 933 (2000); Jose Oyola, News Analys s: A Fresh Look
at FSC Beneficiaries, 23 Tax Notes Int’l 71 (2001); Marjorie Rawls Roberts, WTO’'s FSC
Ruling Could Prove Detrimental to the USVI's Economy, 20 Tax Notes Int’'| 1626 (2000). The
FSC provisions have been replaced by IRC 88 114, 941-43, which were contained in the FSC
Repeal and Extraterritorial Income Exclusion Act of 2000, Pub. L. No. 106-519, and were
generallyeffective October 1, 2000. It remainsto be seen whether thisnew regi mewil | survive
the chall enge brought by the European Union in the Warld Trade Organization’s digute
resol ution body. See Chuck Gnaedinger & Robert Goul der, WT O Finds Successor to FSC
Regime Also Violates Trade Rules, 92 Tax Naes 15 (2001); Richard A. Westin & Stephen
Vasek, The Extraterritorial Income Exclusion: Where Do Matters Stand Followingthe WTO
Panel Repat?, 23 Tax Notes Int’| 337 (2001).

11. See U.S. Treas. Dep't, Distributional Analysis Methodology, OTA Paper No. 85,
§ 1 (1999) [hereinafter U.S. Treas. Dep’t, Distributiond Analysis]; Bradfad, supranote 1, at
133-34, 148-49; Slemrod & Bakija, supranote 1, at 62-69; George K. Yin, TheFutur e Taxation
of Private BusinessFirms, 4 Fla Tax Rev. 141, 15354 (1999).

12. There is currently a sharp debate over whether economicwell-being should be
measured by reference to incame that is both saved and consumed or only by reference to
consumption. See, e.g., U.S. Treas. Dep't, Blueprints, supranote 1, at 38-42; U.S. Treas.Dep't,
Tax Reform, supra note 1, at 199-200; Dodge, Fleming & Geier, supra note 3, at 472-81;
William D. Andrews, A Consumption-Typeor Cash Flow Persona Income Tax, 87 Harv. L.
Rev. 1113 (1974); Joseph Bankman & Barbara H. Fried, Winners and Losersin the Shift toa
Consumption Tax, 86 Geo. L.J. 539 (1998); Bruce Bartlett, The End of T ax Expenditures As
WeKnow Them?, 92 Tax Notes 413, 420-22 (2001); John K. McNulty, Flat Tax, Consumption
Tax, Consumpti on-Type Income Tax Proposalsin the Uni ted States: A Tax Policy Discussion
of Fundamental Tax Reform, 88 Cal. L. Rev. 2095 (2000); Alvin C. Warren, Jr., Would a
Consumption Tax Be Fairer Than an Income Tax?, 89 Yale L.J. 1081 (1980). Moreover, the
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present incometax is generally recognized as being a hybrid system thatis substantially based
on both o these approaches. See, e.g, U.S. Treas. Dep't, Blueprints, supra note 1, at 33-35;
Bradford, supranote 1, at 8, 28-29; Edward J. McCaffery, Tax Policy Under a Hybrid Incame-
Consumption Tax, 70 Tex. L. Rev. 1145, 1152-55 (1992). The current hybrid nature of the
incometax does not, however, affed the analysisin thisarticle becausethe U.S. incometax has
important featuresthat involve the taxati on of both incomethat is consumed and income that
is saved and the analysis herein is consistent with such atax. This article is premised on the
assumpti on that the United States will nat in the foreseeable future adopt a value added-type
consumption tax or otherwise rely prindpally on consumption taxes for federal revenue.

13. See Report on Double Taxation, League of Nations Dcc. E.F.S. 73.F.19, at 18
(1923), in 4 Staff of Jant Comm. on Taxation, Legislative Histay of United States Tax
Conventions 4003, 4022 (1962); U.S. Treas. Dep’t, Blueprints, supra note 1, at 1, 24; Graetz
& Schenk, supranote 1, at 31, 38-43; Klein, Bankman & Shaviro, supranote 1, at 7-9; Richard
A. Musgrave & Peggy B. Musgrave, Public Finance in Theory and Practice 232-240 (4th ed.
1984); Slemrod & Bakija, supranote 1, at 49-55, 59-62, 73-74; Stephen G. Utz, Tax Policy31-
32, 41 (1993); Graetz, supra note 4, at 295; Robert A. Green, The Fuure of Saurce-Based
Taxation of the Income d Multinational Enterprises,79 Correll L. Rev. 18, 29(1993); Lindsey,
supra note 1, at 3, 8, 3440; Martin J. McMaha, Jr. & Alice G. Abreu, Winrer-Take-All
Markets: Easing the Casefor Progress ve Taxation, 4 Fla Tax Rev. 1, 66-71 (1998); Robert L.
Palmer, Toward Unilateral Coherencein Determining JurisdictiontoTax Income, 30 Harv. Int’|
L.J. 1, 9-10 (1989); Joseph T. Sneed, The Criteria of Federal Income Tax Policy, 17 Stan. L.
Rev. 567, 574-80 (1965); see also U.S. Treas. Dep't, Distributional Analysis, suprande 11, at
8§ 5. For adiscussion of the use of fairness considerations in defining income, see Victor
Thuronyi, The Concept of Indome, 46 Tax L. Rev. 45 (1990).

Indeed, the familiar Scharz-Haig-Simons definition of incmme, see Henry Simons,
Personal Income Taxation 50 (1938), isprincipallybased onthe ability-to-pay concept. See U.S.
Treas. Dep't, Blugorints, supranote 1, at 31; U.S. Treas. Dep’t, Distributional Analysis, supra
note 11, & § 5.1; Dadge, Fleming, & Geier, supranade 3, at 31-32; see a9 Josegph M. Dodge,
What's Wrongwith Carryover Basis Under H.R.8, 91 Tax Notes 961, 971 (2001) (suggesting
that the assignment of income doctrine, a core principle in the U.S. federal incometax, may be
based onthe ability-to-pay concept).

Abilityto-payisafoundational principl eintheincome tax systems of manycountries
in addition to the Urited States. See Woellner, Bar koczy & Murphy, supra note 7, at 43-45;
Frans Vanistendeel, Legal Framework far Taxation, in 1 Tax Law Design and Drafting 15, 22-
23 (Victor Thuronyi ed., 1996). The ability-to-pay principle haseven been made aconstitutional
limitation on the power to tax incmme in Italy, Spain and Germany. SeeV anistendael, supra.

For adiscuss onof the practi cd diffi cul ty of translati ngthegeneral concept of aility-
to-payinto aspecificratestructure, see Dadge, Fleming & Geier, supranote 3, at 24-25, 265-71.

An importart exception to ability-to-pay taxaion is the U.S. tax regme that applies
tothe U.S.-sourceincome df nonresidents. See|RC 88 871, 881, 882. Many other countries also
impose similar source-based taxes. Because such a regime usually reaches less than the
taxpayer’s entire net income, it cannot be grounded on ahility-to-pay. Instead, it is often
rationalized as a benefit-based charge imposal by the saurce country. See American Law
Institute, Proposals an United States Taxation of Foreign Persons and o the Forei gn Income of
United States Persons 18-19, 29, 34, 37-38 (1987); Harris, supra note 3, at 483, 485; Graetz,
supra note 4, at 298; Lawrence Lokken, The Saurces o Inmme from International Uses and
Dispositions of Intell ectual Property, 36 Tax L. Rev. 235, 239-40 (1981). The gross-basis,
source-based tax on fareign persons isalso often justified on administrativegrounds because it
wouldbe difficult, if not impossible to impose anyother type of tax on foreign personswho are
beyond the practical reach of the Internal Revenue Service (IRS). See, e.g., Gustafson, Peroni
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when ability-to-pay must yield to othe considerations,* but it is usually given

& Pugh, supra note 7, at 196; Julie Roin, Rethinking Tax Treatiesin a Strategic World with
Disparate Tax Systems, 81Va L. Rev. 1753, 1762n.28 (1995). But see Avi-Y anah, supra note
10, at 1649-50 (suggesting that the prevailing practice o giving priority to source-based taxes
on international iname, so that residence countries are limited to aresidual tax, arose partly
out of areagnitian that source cauntries weregenerally poorer than residence countriesin the
1920s when the current structure of international taxation was created); Hugh J. Ault & David
F. Bradf ord, Taxing International Income: An Analysisof theU.S. System and Its Economic
Premises, in Taxation in the Global Economy 11, 31-32 (Assaf Razin & Joel Slenrod eds.,
1990) (suggesting that source-based taxes are impased because source governments have the
power to get away with it); Green, supra, at 31 (same); Roin, supra note 10, at 581-84
(suggesting that foreign personsare overtaxed by sourcecountries, in relationship to bendits
received, becausethey are generally unable to defend themselves through participation in the
sourcecountry pditical process).

14. See 1 House Comm. Compendum, supranote 1, at ix; Zolt, supra note 1, at 99-
101. These other considerations include economic efficiency, simplicity and administrabi lity.
See U.S. Treas. Dep't, Blueorints, supranote 1, at 1-2; U.S Treas. Dep't, International Tax
Reform: An Interim Report, chl, 88 A, B (1993);1 U.S. Treas. Dep’'t, Tax Reform, supra nae
1, at 13-20; Sneed, supra note 13, at 567.

At presert, there isconsiderable conflict at bah the theoretical and empirical levels
regarding whether a sygem of waldwidetaxationis, or isnot, more emnomically efficient than
an exemption system. I ndeed, the Staff of the Joint Cormmittee on Taxation of the U.S. Congress
recently stated that “[t]he literature on the theory of international taxation provides no clear
direction” with resped tothis dispute. Staff of Joint Comm. on Taxation, 106th Cong., 1st Sess.,
Overview of Present-Law Rules and Economic Issues in International Taxation, at § 1V.D.
(Comm. Print 1999) [hereinafter Joint Comm., Overview]; see also Altshuler, supra note 10;
JamesR. Hines, ., The Cae Againg Deferrd : A Deferential Reconsideratian, 52 Nat'| Tax
J. 385(1999); Rousslang, supranae 10, at 595-96. By contrast, an earli er Joint Commit tee Staff
publ icati on took a considerably more certain position by stating that “[€]conomic analysis can
demonstrate that for any capital import—neutral [i .e., exemption system] pali cy, thereisamost
d ways asuperior reverue-neutral capital export—neutral [i.e., worldwi de system] policy.” Staff
of Joint Canm. on Taxation, 102d Cong., 1st Sess.,, Factas Affecting Internaional
Competitiveness of the United States, at 5 (Comm. Print 1991) [hereinafter Joint Comm.,
Internationd Competitiveness]. For similar conclusions regarding the endorsement of capital-
export nautrality by theeconamics literaure, see U.S Treas. Deg't, Deferrd, supranote 7, at
97; Avi-Y onah, supra note 10, at 1604-11; Alvin C. Warren, Jr., Income Tax Di scrimination
Against International Commerce, 54 Tax L. Rev. 131, 136, 159-60, 162-63 (2001). This
controversy, however, centers primarily on the issue of which of the two approaches—an
exemption system or a sysem of worl dwide taxation—will maximize aggregate worldwide
income. Seegenaally Altshuler, supra; Graetz, supranote 4, at 282-94; Rausslang, supra. Thus,
it haslittle relevance tothe subject matter o this article, which is an inquiry into how fairness
considerations affect theselection of a method for taxing foreign-saurce incame.

With respect to whether there would be a substantial simplification gain from the
United States replacing its current worldwide taxation system with an exemption system, see
Graetz, sypra note 4, at 330-31; Charles |. Kingson, The Foreigh Tax Credt and Its Critics, 9
Am. J. Tax Pol’y 1, 52-55 (1991); Peter R. Merrill, International Tax and Conpetitiveness
Aspedsof Fundamental Tax Refam, in Barderline Case 87, 103 (Janes M. Paerbaed., 1997);
DavidR. Tillinghast, International Tax Simplification, 8 Am. J. Tax Pd’y 187, 209-12 (1990).
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great weight in the domestic tax pdicy process.™ There is no reason why it
should not receive equal deferencewhen internationa tax provisions are being
scrutinized.

Onemay, of cour se, dissent from this consensusand contend that thetax
bur den should be allocated on somebasisother than abi lity-to-pay. Nevethel ess,
sinceability-to-pay istheprevailing fairnessdogmaunde our currentincametax
system, its implications regarding the issue o worldwide versus territorial
taxation should be analyzed even if one might prefer a different doctrinal
appr oach.

B. Whose Ability-to-Pay?

But whoseability-to-pay is relevant in an international context? Which
individuals should be included in the group that bears the portion of government
cost funded by the individual income tax? Certainly, individuals should betaken
into account if thar connection with U.S. society is so substartial that
fundamental fairness requires their net incames to be compar ed with the net
incames of ather U.S. residents for purposes of making an equitable allocation
of the tax burden under an ability-to-pay system.'®

Those who conti nuously live year-round in the United States easily
satisfy this standard but thereisless clarity when the connection with the United
States is less extensive. Congress has drawn lines to deal with this issue’ and
one can debate whether the lines have been properly positioned.*® That dispute,

15. See, e.g, 1 U.S. Treas.Dep't, Tax Reform, supranae 1, at 25-26; Sneed, supra
note 13, at 579-80, 601-02; see also McMahon & Abreu, supra note 13, at 65-71.

16. See generally Staff of Joint Comm. on Taxation, 98th Cong., 2d Sess., General
Explanati on of the Revenue Provisions of the Defi cit Reduction Act of 1984, at 463-65 (Comm.
Print 1984); Repat on Double Taxation, League of Nations Doc. E.F.S. 73.F.19, at 18-20
(1923), in 4 Staff of Joint Comm. on Taxatian, Legislative History of United States Tax
Conventions 4003, 4022-24 (1962); Brian J. Armold & Michael J. Mclntyre, International Tax
Primer 21 (1995); Hugh J. Ault, Comparative Income Taxation: A Structural Analysis 368
(1997); Harris, supranote 3, at 11-12, 478.

17. See IRC § 7701(a)(4), (b).

18. For exampl e, onecan entertain good faithdoubtsabout whether an individual who
ispresent i nthe United States for 183 days in oneyear, but is never in the United States during
any other year and has no ongoing U.S. ties, is properly treated by IRC § 7701(b)(3) asa U.S.
tax resident for the single year during which she was physically present in the United States.
Objections can also beraised to treating U.S. citizens as residents when they have not recently
livedin the United States. See PamelaB. Gann, The Concept of an Independent Tr eaty Foreign
Tax Credit, 38 Tax L. Rev. 1, 58-69 (1982); see also Harris, supranote 3, at 478. The ri ght of
returnto the Urited States that inheres inalong-termexpatriate’ sretained U.S. citizenshipiis,
however, a valuable privilege, see, e.g., Cook v. Tait, 265 U.S. 45, 56 (1924), and an
expatriate’ sdecision not to renaunce U.S. citizenship can be seen as evidence that the berefits
of citizenship are wathfacinganannua U. S. tax on worldwide income. See generally Alice G.
Abreu, Taxing Exits,29 U.C. DavisL. Rev. 1087 (1996) (arguing against proposasfor mark-to-
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however, is outside the scope of this article and it leaves unaffected the basic
principlethat individual ssubstantially connected to the United Statesshould have
their net incomes taken into account in determining how the income tax will
allocatethefiscd burden of the U.S. government. And, if an individua has such
a conrection, it seems clear that her entire net income*® must be considered
regardless of whether it is deived from U.S. or foreign sources.

market taxation of those who renaunce U.S. citizenship on fairness, economic rationality and
complexity grounds as well as on considerations of personal autonamy and the fact that
citizership does mater); Alice G. Abreu, The Difference Between Expatrides and Mrs.
Gregory: Citizenship Can Matter, 67 Tax Notes 692, 695 (1995). But see Jeffrey M. Colon,
Changing U.S. Tax Jurisdiction: Expatriates, Immigrants, and the Need for a Ccherent Tax
Policy, 34 San Diego L. Rev. 1(1996) (arguing that a mark-to-market taxing regime for persons
and propertythat enter ar leave U.S. residence taxationor U.S. trade or busi ness taxatian would
better reflect the ability-to-paynorm because it includes all changesin acitizen’s net wedth in
the income tax base). Such questians of whether the U. S. residency rules are overly aggr essi ve
at the margns should not, however, doscure the fact that most individual taxpayers who are
treated as U.S. tax residents have sufficient U.S. connections so that the U. S. tax treatment of
their total incomes must be compared to that of other U.S. residentsfor purposes of applying the
ability-to-pay concept. With respect to the residence of corporatians, see Joseph L. Andrus,
Determini ng the Source of Income in a Changing World, 75 Taxes 839, 848 (1997) and infra
Part IV.D.

19. Fairness considerations arguably are satisfied by allovance of a deduction, as
opposedto a cralit, for foreign taxes. SeeKaufman, supranae 4, at 177-78 (arguing that bath
the foreign tax credit and exempti on approaches to mitigati ng international double taxati on
shouldbe viewed astax expendituresthat areinconsistent with the ability-to-pay principle); see
also David Gliksberg, The Effedt of the Statist-Folitical Approach tolnternationd Juri sdiction
of the Incane Tax Regime-Thelsradli Case, 15Mich. J Int'l L. 459, 469 (1994). Nanethel ess,
as discus=d furtherin Part V below, we believe that the efficiency and diplamatic gains that
result from allowance o a foreign tax credit to mitigate dauble taxation properly supercede
application of thefairness ariterion inaddressing the dauble taxation issue. To the extent that
the U.S. resident’ s foreign taxes exceed the U.S foreign tax credt limitation, the excess is
disregardedin calculating the U.S. resident’s net U.S. income tax liability so asto prevent the
foreign tax credit from dffsetting U.S. tax liability on U.S.-saurce incame. (The foreign taxes
in excess of the gpplicable limitation are not deductible but are carri ed back to the two prior
years and carried forwad to the five subsequent years under IRC 8 904(¢).) In such a case of
excess foreign tax credts, the need to protect the U.S income tax base from ercsion by high
foreign taxesisa consderation that outweighs the ability-to-pay criterion. See infra Part V.B.
If aU.S. resident elects to deduct, rather than credit, fareign taxes the resident’ s foreign tax
payments do reduce net income and such reduction is, of course, consistent wi th the abi lity-to-
pay prindple.



2001] Fairness in International Taxation 311

C. Ability-to-Pay and Source of Income

The source of net income is simply irrelevant to ability-to-pay.?° The
U.S. system of taxing the worldwide income of resident individualsis consistent
with this conclusion;** an exemption or territorial system, under which foreign-
sourceincame is excluded from the tax base, is fundamentally inconsistent.

Toillustrate this point, consider hypothetical individuas A and B who
live year-round in the United States. A always earns $8,000 of U.S.-source net
income per year as a full-time convenience store clak while B wholly owrs a

20. See U.S. Treas. Dep't, Blueprints, supra note 1, at 98-99; Arnold & Mclntyre,
supranote 16, at 5-6; Bradford, supranote 1, at 16; Ault & Bradford, supranote 13, at 11, 27,
31, 41; Roy Blough, Taxation of Income from Foreign Sources, in 3 House Comm.
Compendium, supranote 1, at 2145; Walter J. Blum, Tax Policyand Preferential Provisionsin
the Income TaxBase, in 1 House Canm. Campendium, supranae 1, at 83-84; Glikserg, supra
note 4, at 468-69, 473; Green, supra note 13, at 29; Lokken, supra note 13, at 239; Peggy B.
Musgrave, Consumption Tax Propasalsinan International Setting, 54 TaxL. Rev. 77, 80 (2000)
[hereinafter Musgrave, Consumption Tax Proposals]; Peggy B. Musgrave, “Substituting
Consumption-BasedDirect Taxation far Income Taxesasthe International NornT' : AComment,
45Nat'| Tax J.179, 181-82 (1992); Robert J. Peroni, Back to the Future: A Peth to Progressi ve
Reform of the U.S. International Income Tax Rules 51 U. Miami L. Rev. 975, 981-82 (1997);
see also Harris, supranote 3, at 318, 461. For a view that an ability-to-pay “comprehensive
incometax baseis, at | east theoretically, susceptible to division by saurce,” see Kaufman, supra
note 4, at 174-75.

One commertator, Klaus Vogel, offers a dissenting view on thispoint. See Vogel,
supranote 9, at 157. He arguesthat foreign-source income should not be taxed by aresidence
country until it isremittedthereto because before then, it is not enjoyed in the residence courtry
and it remains subject to investment risksin the foreign country. This argument overlooksthree
critical facts. First, foreign-sourceincome reinvested off shore has an immediate wealthincrease
effect that enhances the taxpayer’s ability-to-pay out of residence cauntry resources. Second,
where signi ficant currency control sor other foreign law restrictions prevent the all-events test
from being sati sfied with respect to foreign-source income of accrual method taxpayers, or
prevent the receipt requirement from being satisfied wit h respect to forei gn-sour ce income of
cash method taxpayers, the taxpayerswill berelieved from recognizing the aff ected income by
the ordinary operation of the U.S. tax system. See, eg., Regs. § 1.451-1(a). If thisis not
regarded as an adequate remedyfor the prablem of fareign legal barriersto income repatriation,
consideration could begiven to anar rowly focused provision that defersincl usion of theincome
for aslongasit is subjea to such restrictions. See IRC § 964(h). Third, the investment risk
objection is relevant to ability-to-pay anly if the risk resdves adversely and a loss actually
occurs. If this happens, the proper response by the tax sygem is to dlow the taxpaye a
deduction when the loss is sustained, provided that the loss represents inmme that was
previously included in grass income under the taxpayer’ s accaunting method.

The exercise of taxing jurisdiction over the fareign-source income of resdents is
clearly acceptable under international norms. See, e.g,, American Law Institue, Proposals on
United States Tax ation of Forei gn Persons and of the Foreign Incame of United States Persons
4-6 (1986); Restatement (Third) of Foreign Relations Law o the United States § 412(1)(a)
(1987); Ault, supra note 16, at 367; Gustafson, Peroni & Pugh, supra note 7, at 14.

21. See Peroni, supranote 20, at 981-82 The U.S. view is expressed in IRC § 61(a),
which deines gross inaome as “all income fram whatever source derived”
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U.S. limitedliability company (inajurisdiction permitting single-member LL Cs)
which always earns $8,000 per year of U.S.- source net income and $10 million
per year of net income sourced to active branch operationsin low-tax Country
X.# Unde a pure territorial system, only A’s and B’s $8,000 of U.S.-source
income would betakeninto account for incometax purposes.” Stated differently,
a territorid system would allocate the fiscal burden of the U.S. government
between A and B asif they had equal abilities-to-pay and both would remit the
same amount of tax.

Thisisdealy thewrong answer.?* Thereisnothingabout foreign-source
income that excuses it frombeing taken into account in allocating thetax bur den
between A and B under atax system based on the ability-to-pay concept. A’sand
B’ scomparative abilities topay can be properly measured only by including B's
foreign-sourcenet incomein thecal culus?® Current law accomplishesthisresult

22. A might also receive government transfer payments, including an earned income
tax credit, that should be taken into account far purposes of determining whether the alocation
of the tax burden betweenA and B properly reflectstheir comparative abilities-to-pay. See U.S.
Treas. Dep't, Distributional Analysis, supra nae 11, at § 5.1, Harris, aupra note 3, at 16; J.
Clifton Fleming, Jr., Renewing Progressive Taxation by Relying More an Spending L ettersto
the Editor, 60 Tax Notes 802 (1993); Fried, supranote 1, at 182-83. Transfer payments would,
however, have little effect on the differences between A’s and B’ s ahility-to-pay andthey ae
left out of theanalydsto simplify it.

23. See Gustafson, Peroni & Pugh, supranote 7, at 18; see also Palmer, supranote 13,
at 15 (“ahome country’ s exemption of income earned throuch a forégn ecanomicrelationship
presents greater problems in effeduating the fairness doctrine than does a properly designed
foreign tax credt regime”).

24. BecauseB’ sincaneisvastlylarger than A’ s, the consensus-ability-to-pay fairness
concept (see supratext accompanying note 1) clearly would be violated by a U.S. territorial
system that imposed identical tax liabilities on A and B. This conclusion is suffident for our
purposes; thereisno needtoandyzetheA-B exampl eintermsof vertical andhori zontd equity.
See supratext accompanyingnotel. However, if other observerswouldprefer to desaibe equal
taxation of A and B in this example as a violation of theprinciple of verti ca equity, we have
no quarrel with their doing so. See, e.g, Avi-Yonah, supra note 10, at 1616.

25. See autharities cited in supra nae 20. Although this condusion is sometimes
justified as necessary to prevent avadance o the individual incame tax’s pragressive rate
structure, see U.S. Treas. Dep't, Blueprints, supra note 1, at 99; Vito Tanz, Taxation in an
Integrating World 77-78 (1995); Reuven S. Avi-Y onah, The Structure of International Taxation:
A Proposal for Simplification, 74 Tex. L. Rev. 1301, 1311-12 (1996); Lee Burns & Richard
Krever,Individual InoomeTax, in 2 Tax Law Designand Drafting 495, 496-97 (Vi ctor Thuronyi
ed., 1998); Graetz, supra note 4, at 333; Green, supra note 13, at 29; Roin, supra note 13, at
1761; Introdudion, in 2 Tax Law Design and Drafting xxi, xxi-xxiii (Victor Thuronyi ed.,
1998), the conclusion isfully applicable to asing e-rate inamme tax, see Blum & Kalven, supra
note 1, at xvii; see also irfra note 27. Many d those who prefer to subdivide the ability-to-pay
concept into harizontd and vertical equity componentswould argue that including B’ sforeign-
source income in the tax base is necessary to satisfy bath components irrespective of concerns
about progressivi ty.
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by ignoring the LLC for tax purposes, treating the LLC’ s entire net income as
taxable to B* and imposing amuch larger tax on B than on A.*’

26. See Regs. § 301.7701-3(a), (b)(1)(ii). There are narrow exceptionsto thisgeneral
approach o imposingworldwide taxation on U.S. residents. See, e.g., IRC 8§ 911 (exclusion
of alimited amount of foreign earned income and certain qualified housing amounts); 114, 941-
43 (new exdusion for narrowly defined extraterritorial income).

27. See generaly IRC §1.

The current Internal Revenue Code impases progressive rates on the i ncomes of
individuds (and on corporations as well, see IRC § 11). Although we are supporters of ths
approach (at least with respect to i ndivi dual s) we have chosen to defer our advocacy in behalf
of pragression. Thus, inthis article when we assert that B’s $10 million o foreign-sourcenet
income should beincluded in her U.S. taxableincome andthat she should payalarger tax than
A, we are saying nothing about what the rate o tax should beon A’s $8,000 of net income or
whether any pat of B'sincome should be taxed at a rae higher than the rate goplicableto A’s
net income. Stated differently, in this article, we do not, and need not, enter the debae over
whether tax ratesaretoo |ow or toohigh, or the debate regarding whether the income tax shauld
be progressive and if so, how progressive.

Instead, we limit ourselves to arguingthat because B’sincome is 1,251 timeslarger
than A’s, B should pay atax that is at least 1,251 times larger than the amount paid by A. We
seem to have general support for this position from per sons who are na usually caunted as
friends of rigorous income taxation. For example, even former President Ronald Reagan said:

Propartionate taxation we shauld gladly accept on the theory that those

better able to pay shoauld remove some of the burden fromthoseleast able

topay. The Bible expgainsthisin itsinstructian on tithing. We aretold that

we should give theLord one tenth and if the Lard prospers us ten times as

much, we should give ten times as mudh.

Ronald Reagan, Encroaching Control: Keep Government Poor and Remain Free, 27 Vital
Speechesof theDay 677 (1961), quoted in MavinA. Chirelstein, Federal Income Taxation 5-6
n.4 (rev. 8th ed. 1999). Also, William Sefire, the conservative New York Times political
commentator, has stated: “ M ast of usaccept as‘fair’ thisprinci ple: the poor should pay nothing,
the middlers something, the rich the highest percentage.” William Safire, The 25% Solution,
N.Y. Times, Apr. 20, 1995, at A23, quoted i n Graetz, The U.S. Income Tax, supranote 2, at 11.
Indeed, most dbservers would readily concedethat in the A-B example, B has a mucd greater
abilityto-paythan A, and should pay a much greater tax, regardless of where these dbservers
stand on the issue of progressive incane taxation. That consensusis suffici ent for purposes of
this article.

For asampling of theri chliterat ureon the progressivetaxation controversy, seeBlum
& Kalven, supranote 1; Friedrich A. Hayek, The Canstitution of Liberty (1960); Klein, supra
notel, at 12-45; Arthur M. Okun, Equality and Efficiency. The Big Tradeoff (1975); Randolph
E. Paul, Taxation in the United States 714-64 (1954); John F. Witte, The Politics and
Development of the Federal Income Tax (1985); Fried, supra note 1; Lindsey, supra note 1;
Michael A. Livingston, Blum and Kalven at 50: Progressive Taxation, “ Globalization,” and the
New Millennium, 4 Fla. Tax Rev. 731 (2000); McMahon & Abreu, supra rote 13; Joel B.
Slemrod, The Economics of Taing the Rich, in Does Atlas Shrug?>The Ecanomic
Consequences of Taxing theRich 1 (bel B. Slamrod ed,, 2000); Lawrence Zelenak & Kemper
Moreland, Can the Graduated Income Tax Survive Optimal Tax Analysis?53 Tax L. Rev. 51
(1999).

For a dissenting view arguing that government should be firanced by a modified
regressive head tax, see Jeffrey A. Scheenblum, Tax Fairnessor Unfai rness? A Cond deration
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D. Compared to Whom?

One cauld arguethat if individual Cisan X Country resident who also
earns $10,000,000 of X Country-source business income and pays the low X
Country rate thereon, fairnessrequires the A-B comparison to be regacedwith
aB-C comparison and requiresthat B’s $10,000,000 X Country-sourceincome
be exempted fromthe U.S. tax base so that this income bear s only the low X
Country tax paid by C.?® If, however, the U.S. Congess decidesto tax U.S.
residents’ entire taxableincamesat a high rate (with a credit for foreign taxes)
and Country X deddestoimposetax at alow rateonitsresidents and on income
sour ced within its borders, there is no fairness-based reason why the level of X
Country source-based taxation should didate the U.S. conception of fairness
with respect to U.S. resdents. Each country has the right to decide the notions
of tax fairness that will prevail with respect to members of its society.?
Moreove, if X Country’stax rate on B's and C’s Country X-source income
were higher than the U.S. rate on B’s Courtry X-sourceincome, it wauld be
difficult to find advocates for the view that the B-C comparison compels the
United States to raiseitsrate on B’s Country X income up tothe Cauntry X rate
(so that B would not have any X Country tax inexcess of the U.S. credt that
could be cross- credited against low foreign taxeson other incomeor carried back
to prior years or forward to future years).*

of the Philosophical Basesfor Unequal Taxation of Individuals, 12 Am. J. Tax Pol’y 221(1995).
For aresponse see Donna M. Byrne, Locke, Property and Progressive Taxes, 78 Neb. L. Rev.
700 (1999). Themeritsand defidencies d a head tax need na be included in this discusson
becausesuch atax is not withintherange of plausi ble poli cy aternatives. See Blum & Kalven,
supranote 1, at 3; Graetz & Schenk, supranote 1, at 38-39; Slemrod & Bé&kija, supranote 1, at
136; Fried, supranote 1, at 161-62, 194.

28. Seegenaally KlausV ogel, The Search for Compati ble Tax Systems, in Tax Policy
in the Twenty-First Century 76, 85 (Herbert Stein ed., 1988); Vogel, supra note 9, at 156-57.

29. See Restatement (Third) o ForeignRelations L awof theUnited States 88 411-413
(1987); Commission of the European Communities, Tax Policyin the EuropeanUnion—Priorities
for the Years Ahead 9, 25 (M ay 23, 2001); Woellner, Barkoczy & Murphy, supra note 7, at
1303; Avi-Y onah, supranotel0, at 1629; Graetz, supranote 4, at 277-282; Roin, supra note 10,
at 597; Stanley S. Surrey, Current Issues in the Taxation of Caporate Foreign Investment, 56
Colum. L. Rev. 815, 824 (1956); Alvin C. Warren, Jr., Alternatives far International Corporae
Tax Reform, 49 Tax L. Rev. 599, 612 (1994); see also Harris, supranote 3, at 443-44, 474; Dan
R. Mastromarco, Department of Treasury ExercisesGood Judgmenton OECD Initiative, News,
Commentary and Analysis, 91 Tax Notes 1623, 1624 (2001); Mitchell, supranote 9, at 814-15;
U.S. Treasury Secretary Statement on OECD Tax Havens, Official Annauncements, Noticesand
News Releases, 22 Tax Notes Int’'l 2617 (2001); Lette from Congressman Dick Armey to
Secretary of the Treasury Lawrence Summers (Sept.7, 2000), reprinted in 88 Tax Notes 1539,
1540 (2000).

30. SeeMitchell, supra note 9, at 80306, 814-15, 821-22; Surrey, supra note 29, at
825 (“ when all of the recommendations of these organizati ons for elimi nati ng doubl e tax ation
are added up, the basicjuri sdictiona rule they suggest i s not that of the country of citizership
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III. WHAT 1F EVERYBODY CAN Do IT?
A. A Self-Inflicted Wound?

Assumethat the United Stateshas adoptedan exemption systemand that
U.S. residents E and F each has sufficient capital toinvest in abusinessthat will
produce befor e-tax net income of $10 million per year. Assume further that all
U.S. residents haveready access to fareign invesment opporturities. E chooses
to acquire a busness inlow-tax Country X. Therefore, he pays no U.S. tax on
his $10 million of Country X-source income. F could do the same as E but,
instead, she acquires aU.S. business. Asaresult, she pays U.S. tax on her $10
million of U.S.-source income. Some anaysts would argue thet this disparate
treatment of E and F does not contravene the ability-to-pay principle. Thisis
becauseweare assumingthat F had an equal oppartunity to make a Country X
investment annually yielding $10 million of foreign-source netincome Under this
assumption, the fact that the United Statesi mposes aheavier tax on F's income
of $10 million than an E’sincame of the same amount is due ertirely to F's
affirmative choice to earn U.S.-source income instead of exempt Country X-
source incame. Thus, some commentaors would argue that although this
hypahetical exemption sysem is a poorly-designed tax expenditure that
improperly encouraged E to make aforeign investment, Fisthevictim of a“ self-
inflicted wound”** and is not suffering from a vidation of the ability-to-pay
norm. *

We disagree with this argument because it is impractical to measure
ability-to-pay in terms of forgone gpportunities. The ony feasible way of
comparing theabilitiesto-pay of separate taxpayersis by lookingat thar actual
incomes from all sources. Thus, the predominant appr oach to measuring ability-
to-pay would regard the disparate U.S. taxation of E’'s and F's incomes as
violating the ability-to-pay concept.*

A more fundamenta problem with this“ sdf-inflicted wound” analysis,
however, arises from its critical assumption that opportunities to earn foreign-
source businessincomear efreely and equally availableto all U.S. residents. This
is plainly not carect. There are barriers of distance, language, custom and
unfamiliar and complex legal regimesthat excludenumeaous U.S. residentsfrom
the opportunity to earn foreign-source business income with anything
approaching the foreign income earning fadlity of othe U.S. residents.
Consequently, the fact that F pays a heavier U.S. tax on her income in the

and not that of the country of source but rather that of the courtry with the lowest tax rate.”).
31. Boris I. Bittker, Equity, Effidency, and Iname Tax Theory. Do Misallocations
Drive Ou Ineguities?, 16 San DiegoL. Rev. 735, 739 (1979).
32. See Ault & Bradford, supra note 13, at 29-30; Zdt, supranote 1, at 91-92.
33. See authorities cited in supra note 1.
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preceding example than does E cannot necessarily be dismissed as the result of
F's bad judgment.

This lack-of-equal-access pant becames mary times larger when we
retum to our example of A, the U.S. resident convenience store clerk who earns
$8,000 of U.S.-source net i ncome per year and B, the U.S. resident whoowns a
U.S. LLC that produces $8,000 per year of U.S.-source net income and $10
million per year of active business net income in low-tax Country X. If one
argues that the hypahetical U.S. exemption system does not violate the ability-
to-pay principlein the case of E and F, above, onewould seemingly be forced to
also arguethat snce A “chose’ to earn his $8,000 of wageincomein the United
States instead of achieving exemption from U.S. taxation by working at a
Country X convenience store, the ability-to-pay principleis not violated by the
fact that aU.S. exemption systemwould levy identical U.S. incometaxeson A’s
and B’ svastly different incomes. But the stipulationthat Country X is alow-tax
jurisdiction means that it is not contiguous to the United States. Thus, U.S.
resident A camot freely elect to work in a Country X convenience store. This
illustrates a larger point: the wage income that dominates the ear nings of A and
most othe indvidual tax payersis far less mobile than other bus nessincome.
Indeed, most o the international income earned by U.S. residents is from
capitd —either direct or portfolio investments of capital.* Thus, the key premise
of the preceding discussion, equal opportunity to earn foreign-source business
income, does nat really exist so long as there are disparities in wealth among
taxpayers that result in some U.S. residerts being able to earn forei gn-source
income from investing nobile capital while many more U.S. residents are
effectively limited to earning rd atively imnobilewageincomefromU.S. sources.

B. Portfolio Investment as a Possible Answer

Some would point out at this juncture that although A and F might not
have aready opportunity to ear n foreign-source business income from foreign
direct investment, there are abundant opportunities for U.S. residents to earn
foreign-source portfolio income by purchasing sharesin foreign companies and
by investing in mutual funds that buy foregn securities® This point is not
responsive, however, because the advocatesof a U.S. exemption system do not
ordinarily contemplate that the system would cover foreign-source passive

34. For 1998, aggr egate U.S. incomer ecelpts on non-government U.S. assets owned
abroadwere $252,247,000,000, whileempl oyee compensation earned abroad by Americanswas
$1,857,000,000. See U.S. Dep't of Commerae, supranote 2, at 790; see also Avi-Y anah, supra
note 10, at 1617-18; Green, supra note 13, at 60.

35. See Ault & Bradford, supra note 13, at 29-30.
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income.* Thisrdicenceis prabably dueto the fact thatagenerallyavail able zeo
U.S. rate for offshore passive income would be seen as inconsistent with a
fundamental featur e of anincometax, asopposed to a consumption tax, namely,
that income from capital should be taxed.>” Moreover, the exemption of foreign
portfolio investment incame from U.S. taxation would likdy encourage U.S.
residentsto effect alarge shift of passive investments from the United Statesto
low- o zero-tax rate fareign jurisdidions.®

C. Implicit Taxes as a Possible Answer

But suppose the exemption system adopt ed by the Uni ted States causes
internationally sophigticated U.S. residents to engage in so much drect
investment in Country X that the before-tax rate of returnon B’ sadive business
investmentsin Country X isdriven downto apoint whaeB’ safter-tax returnon
those investments equals the after-tax rate of return available to A on U.S.
investments. Exemption system advocates could argue thet the ability-to-pay
objection to the hypothetical U.S. exermption system has beeneliminated because
B is now paying an implicit tax** on he Country X incomg, in theform of a

36. See National Foreign Trade Cauncil, supra note 6, at 6-29; Grubert & Mutti,
Dividend Exemptin, supranae 10, at 2; Merrill, supranote 14, at 103; H. David Rosenbloom,
From the Bottom Up: Taxing the Income of Forei gn Contrdled Corporatiors, 26 Brook. J. Int’ |
L. 1525, 1549 (2001); Joed Slemrod, The Taxation of Foreign Direct Investment: Operational
and Policy Perspectives, in Borderline Case 11, 34 (James M. Poterba ed., 1997). Indeed,
countriesthat have adopted exemption systems have typical ly excludedforei gn-source portfolio
income from their exemption regmes. See Ault, supra note 16, at 402-06.

37. SeeDodge, Fleming & Geier, suprande 3, at 472-78; Stephen E. Shay& Victaia
P. Summers, Selected International Aspects of Fundamental Tax Reform Proposals, 51 U.
Miami L. Rev. 1029, 1032-33(1997).

38. Of caurse, many types of modern business incame are also quite mobile and that
is one key reason why an exemption for foreign business income wauld likely lead to tax
motivated business investment in low-tax foreign countries. See U.S Treas. Deg't, Deferral,
supra note 7, at 44-45, 182-84, 197-209.

39. For explanations of implidt taxes, see U.S. Treas. Dep't, Blueprints, supranote
1, at 152-53; George Coaper, The Taming of the Shrewd: Identifying and Controlling Income
Tax Avoidance, 85Colum.L. Rev. 657, 698-99 (1985); Harvey Galper & Dennis Zimmerman,
Preferential Taxation and Partfolio Chdce: Some Empirical Evidence, 30Nat’| Tax J. 387, 388
(1977); Calvin H. Johnson, Inefficiency Does N ot Drive Out Inequity: Market Equilibrium &
Tax Shelters, 71 Tax Notes 377, 381-82(1996); Sanley S. Surrey & Paul R. MDaniel, The
Tax Expenditure Concept and the Budget Reform Act of 1974, 17 B.C. Indus. & Com. L. Rev.
679, 702-06 (1976); Edward Yorio, Equity, Efficiency, and the T ax Reform Act of 1986, 55
FordhamL. Rev. 395, 397-400 (1987). Onthesefacts, of course, the exemption system produces
an inefficient resut in the sensethat it inducesU.S. residents to over-invest in Country X. See
Altshuler, supranote 10, at 1581; Avi-Y orah, supra note 10, at 1604-05; Zdt, supranote 1, at
92.
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decreased befor e-tax rate of return, that results in her greater income bearing a
lar ger aggregate tax than A’s smaller income.

The problem with this lire of argument is that implicit taxes are not
collected by governments. T hus, the implicit tax paid by B, intheform of alower
befare-tax rate of return on her Country X investment, does not goto the U.S.
Treasury and, therefore, it does nothing to increase the portion of the cost of the
U.S. government borne by B vis-a-visA. Stated differently, theimplicit tax borne
by B failsto correct the misallocation of the U.S. tax burden that exists between
A and B if A paysthe same amount of U.S. tax asB. Nor does theimplicit tax
go to the Country X Treasury where it would support aclaim by B against the
United Statesfor double tax relief.*° In short, theimplicit tax suffered by B does
not sol ve the ability-to-pay objection tothehypathetical U.S. exemption system.
Thus, thereseemto be no market dynamics undermining the critical observation
that theability-to-pay principle requires B’ slarger incometo bear agreaer U.S.
tax than A’s smalle incomeand that an exemption system produces a contrary
result.

IV. U.S.C CORPORATIONS AND ABILITY-TO-PAY*
A. The Need for an Anti-Deferral Device

Some commentators apparently concede that the preceding analysis
edtablishes apersuasive case for worldwide taxation of U.S. resident individuals
but, neverthd ess, they areattracted to U.S. exemption treat ment for the foreign-
source income of U.S. residert C corporatiors.*” This raises the question of
whether the preceding ability-to-pay analysis is applicable to income ear ned
through C corporatiors.

A usdful way to pursuean answer istorevisit the preceding examplein
which U.S. resident individua B ownsa U.S. LLC earning $8,000 per year of
U.S.-source net income and $10 million per year of active business net income
inlow-tax Country X. Now assume that B convets her wholly ownedLL C into
aU.S. C corporation named USCo. B thensells half of he new USCo stock in

40. Moreover, it is doubtful that the flow of direct investment capitd into | ow-tax
foreign countries would besuffident toresult in a convergence of after-tax ratesof return. See
National Foreign Trade Cauncil, supra note 6, at 6-16. With resped to the failure o after-tax
rates of return on tax exempt municipd bonds and taxable bonds to converge, see Johnson,
supra note 39, at 377.

41. Forthesakeof simplicity, we assume throughaout the remainder of thisarticlethat
all shareholders are individuals unlessotherwise stated. Thus, we reserve for afuturearticlea
discussion of the extent towhich lcok-thraugh rulesare appropriate where stock is owned by
juridical entities.

42. See Bouma, supra note 8; Graetz, supra note 4, at 325-31, 333-35.



2001] Fairness in International Taxation 319

a public offering to 10,000 residents of Country X and donates the stock saes
proceeds to her favorite law school as an endowvment for a tax law chair.
Thereafter, the shares of USCo are traded on an established securities marke.
On these facts, B's amounts of U.S.-source and foreign-source incame are
reduced by half to$4,000 and $5 million respectively (she ownsonly 50% of the
USCogtock), but both amount sshould betaken intoaccount for U.S. incometax
purposes in measuring B’s ability to pay vis-a-vis low-income A. This result
would be achieved directly if C corporation incomewere taxed to shareholders
under a passthrough integration regime based on the principl es of Subchapter
K or S# Thisis not, howeve, the way that the United States gererally taxes C
corporatiorns. Theincome of aU.S. C corpor ation** istypically subjected toboth
acorparate-levd tax asit is earned by the corporation andalso to a shareholder-
level tax at the, perhaps distant, time when the shareholder s receive theincome
from the corporation or sdl thar shares.*

This taxation scheme cannot be explained on ability-to-pay grounds
becauseliability under the corparate-levd tax iscalibrated to thetax bl eincome
of the corporation and bears no necessary relationship to the respective abilities
to pay of any individuals*® Thus, severa rationales ather than ability-to-pay

43. See IRC 88 702(a), 1366(a); Jeffrey L. Kwall, The Uncertain Case Against the
Double Taxation o Corporate Income, 68 N.C. L. Rev. 613, 629 (1990). For adescription of
such an integration scheme, see U.S. Treas. Dep’t, Blueprints, supranae 1, at 69-73, 98-100.
Some of the mast prominent r ecent integrati on proposal s have, however, r egarded thisapproach
tointegration as unfeasible and have advocated schemes that rely on acorporate-level tax. See
U.S. Treas. Dep't, Integration of the Individual and Corporate Tax Systems 3949 (1992)
[hereinafter U.S. Treas. Dep't, Integration]; American Law Institute, Integration d the
Individual and Corporae Incame Taxes 92-94 (1993) [hereinafter American Law Institute,
Integration].

44. In theexamplein the text, the number of shareholders and the nonresident alien
status of 10,000 of them will prevent taxpayer B from using aSubchapter S eledion to get her
corporation out of C status. Se2IRC§ 1361(b)(1). Moreover, if B had forgone convers on of her
LLCtoaC corpaation and had, instead, sdd half her interestin profits and captal to 10,000
investors, the probable publictrading in the ownership interests of taxpayer B's LLCwould
prevent the LL C ownersfrom avoiding C status by failingto formally incarporate the LLC. See
IRC § 7704 and assume that IRC § 7704(c) is ingplicable.

45. See IRC 88 11, 61(a)(3), (7). The shareholder-level tax is not reduced by credits
reflecting corparate-level tax. Thus, the corparate-level and shareholder-level income taxes
functi on as independent, cumulative levies. This artide assumes that this classical dauble
taxation of C carporationincomewill continue asthe general pattern under theInternal Revenue
Code for the foreseeable future even though we believe that integration of the corporate and
shareholder incame taxes would be a desirable policy move.

Double taxation is avoided in the cases of domestic C corporatiors reporting their
income with a parent cor poration on a consdidated return, see |IRC § 1501-1504, and certain
wholly owned domestic subsidiariesof S corporaions, seel RC §1361(b)(3).

46. SeelRC 811(a), (b)(1); M. SladeKendrick, Corparate Incame Tax Rate Strucure,
in 3 House Comm Compendium, supra note 1, at 2289, 2297; Yin, supra note 11, at 152.
Because the corporate-level tax is generally regarded asborne by living taxpayers and not the
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have been proposed as judtifications for the corporate-level tax and there is
disagreement regarding which of these is the “best” and, indeed, whether the
basic concept of a separate unirtegraed corparate incometax is defensible at
al.*” The maits of this cortroversy are outsidethe scopeof this article. Mare
importantly, in spite of this dispute ove the theordical justification for a
separate, unintegraed tax on corparate income there is broad agreement that
because pass-through treatment cannot be practically imposed on corporations
withlarge numbers of shareholders® and because Congressis quite unlikely, in
thenear term, to adopt other means of currently taxingshareholde'son carporate
income through integration of the corporate and individual income taxes, the
present corporate-level tax must be maintained as a crude, second-best anti-
deferral device.®® Othawisg C corparation shareholda's would be able to

entity itself, the question o a C carporation’ s ability-to-payis commonly viewed as irrelevart.
SeeU.S. Treas.Dep't, Blueprints, supranote 1, at4; Harris, supranote 3, at 104; Graetz, supra
note 4, at 301-02; see also Katherine Pratt, The Debt-Equity Distindion in a Second-Best
World, 53 Vand. L. Rev. 1055, 1113-14 (2000).

47. See American Law Institute, Integration, supra note 43, at 44-46; American Law
Institute, Taxation of Private Business Enterprises 51-55, 59-63 (1999); Bradford, supra nate
1, at 103; Jeffrey A. Maine, Linking Limited Liability and Entity Taxation: A Critique of the
ALI Reporters Study on the Taxation of Private Business Enterprises, 62 U. Pitt. L. Rev. 223,
241-44, 253-57 (2000); Pratt, supranote 46, at 1100-03, 1109-10. With respect to thehistorical
origins of the carporate-level tax, see Majorie E. Kornhauser, Corporate Regulation and the
Origins d the Carporate Income Tax, 66 Ind. L.J. 53(1990).

48. See Graeme S. Cooper & Richard K. Gordon, Taxation of Enterprises and Their
Owners, in 2 Tax Law Design and Drafting 811, 817 (Victor Thuronyi ed., 1998); Pratt, supra
note46, at 1112-13; GeorgeK. Yin, Caporate Tax Integrationand the Search far the Pragmatic
Ideal, 47 Tax L. Rev. 431, 434 (199R); see also U.S. Treas. Dep't, Integration, supra note 43,
at 27-35. Among other things, large nunbers of sharehdders imply frequent trading in a
corparation’ sstock which creat esdiffi cultiesin all ocatingincome andl ossesto the sharenol ders.
For contrary views asserting that apass-through system can be construded for corporaionswith
large nunbers of sharehdders, see U.S. Treas. Dep’t, Blueprints, supra note 1, at 69-74; Yin,
supra note 11, at 195-96.

49. See U.S. Treas. Dep't, Integration, supranae 43, at 189n1; 1 U.S. Treas. Dep't,
Tax Reform, supranote 1, a 118-21; Howard E. Abrams & Richard L. Doenberg, Federal
Corporae Taxation 8 (4th ed. 1998); JD.R. Adams & J Whalley, The International Taxation
of Multinational Enterprises in Devdoped Countries 8 (1977); American Law Institute,
Integration, supranote 43, at 94; Bradford, supranote 1, at 55; Harris, supra note 3, at 102-04;
Joseph A. Pechman, Federal Tax Policy 136 (5th ed. 1987); Semrod & Bakija, supranote 1,
at 235-36; Ault & Bradfard, supranae 13, at 37; Cooper & Gordon, supranote 48, at 812-13;
MalcolmGammie, The Taxation of Inward Direct Investment in North America Following the
Free Trade Agreament, 49 Tax L. Rev. 615, 628-29 (1994); Graetz, supranote4, at 302; Kwall,
supra note 43, at 629-30; see also U.S. Treas. Dep't, Deferrd , supra note 7, at 4; Jeffrey L.
Kwall, The Federal Income Taxation of Corporaions, Partnerships, Limited Liability
Companies, and Their Owners 6-8 (2d ed. 2000); Utz, supra note 13, at 177-78; Pratt, supra
note46, at 1115; Rebecca S. Rudnick, Who Should Pay the Corparate Tax in aFlat Tax World,
39 Case W. Res. L. Rev. 965, 1066-69 (1988-89); Joseph A. Snce, The Entity Tax and
Corparate Integration: An Agency Cost Analysis and aCall for aDeferred Distribution Tax, 48
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completely defe taxati onuntil theywithdrewthecorporations searnings(or sold
their shares), thus achieving adeferral of U.S. tax that is not available to the
owrers of closely held businesses™ taxed under the Subchapter K or S pass-
through regimes. Indeed, we believe that the anti-deferral effect of the present
U.S. corporateincometax istheonly persuasivereason for alar ge, unintegrated
levy on corporate earnings.

B. The Overbreadth of the Corporate Income Tax

The corporate-level incometax, however, is indeed acrudeanti-deferral
instrument for three reasons. Firgt, its rates (15% to 35%) bear no direct
relationship to thelength of time that shareholder-level tax is deferred. T hus, the
corporate-level tax is usually either greater than, or less than, the amount
necessary to offset the economic benefit gained from deferring the sharenolder-
level tax. Second, the corporate-level tax in the preceding exanple may be
partially shifted toinvestarsin thenoncorporatesector and toUSCO s customers
and suppliers of mateialsand labor,> none of whom are engaged in deferring
shar eholder-leve tax on sharesof USCo's income.** Finally, USCo may satisfy
the 80% activeforeign business requirement of Sections871(i) (2)(B) and 881(d)

U. Miami L. Rev. 1, 43 (1993).

Of course, if the corporae-level tax were integrated with the shareholder-level tax,
the corporate-level tax cauld continue to serve its anti-deferral function without imposingthe
doubletax result that characterizes the present approac to taxing C corporatians. There is,
however, no near-term li kelihood of such an integration scheme being adopted andthis article
assumes continuati on of the current regime of C corporation taxation, nomatter how ill-advised
that may be fromatax policy sandpoirt.

50. Generally speaking, only closely held businesses can qualify for the Subchapter
K or S regmes. See IRC § 1361(b)(1)(A) regarding Subchapter S and IRC § 7704 regarding
Subchapter K. There arealso many closelyheld C corporations|eft over from the era preceding
the rise of the LLC and the check-the-box, entity classification regulations. But the current
structureof theincometax createsani ncentive for new dosely heldenterprisesto operae under
Subchapter K or S passthrough taxation. See U.S. Treas. Dep’t, Taxes and Corporate Choice
of Organizational Farm, OTA Paper No. 73 (1997). But see John W. Lee, A Populist Folitical
Perspective of theBusiness Tax Entities Universe: “Hey the Stars Might Lie but the Nunbers
Never Do,” 78 Tex. L. Rev. 885 (2000) (pointingout that despite the conventional wisdom that
the choice of entity for new, closely held venturesisan LL C, in all but one state, new farmations
of corporatians (either C corporations ar S corparations) outnumbered new LLC formations,
usualy by a 2-to-1or greater margin, in the 1995-1998 period).

51. See U.S. Treas. Dep't, Blueprints, supra note 1, at 4-5; U.S. Treas. Dept.,
Distributional Analysis, suprande 11, at 86.4; U.S. Treas. Dep't, Integration, supra note 43,
at 146-47; Bradford, supranote 1, at 136-39; Semrod & Bakija, supranote 1, at 66-67, William
A. Klein, The Incidence of the Corporation Inoome Tax A Lawyer’s View d a Prablem in
Econamics, 1965 Wisc. L. Rev. 576, Pratt, supranote46, at 1108; Roin, supra note 10, at 576-
77.

52. See Kwall, supra note 43, at 635 n.115.
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so that the part of the dividendsrecel ved by USCo’ sforeign shareholdersthat is
proportionateto the corporation’ sforei gn-sourcegross incomewoul dbe exenpt
from U.S. tax.>® To that extent, the foreign shareholders are not engaging in
deferral of investor-level tax with respect to USCo’s income and they are not
proper targets of the corporate-level arti-deferral regime. Moreover, a pass-
through tax regime modded on Subchapter K would relieve the foreign
shareholders from paying tax on the $5 million of USCo's foreign-source net
income that is attributabl e to them.> Therefore, it is inappropriateto apply a
corporate-level anti-deferra tax to that income even if USCo does not satisfy the
80% fareign business reguirement. Neverthdess under current law the foreign
shareholders’ entire partion of USCo’ sincomebears U.S. corporatelevel tax to
the extent that the tax burdenis not shiftedto othe's.

We should note, however, that thefirs two of these criticiams (the lack
of relationship between the corparate-levd tax rates and the deferral period and
the partial shifting of the corporate-level tax) apply even if a C corporation’s
incomeisentirely from U.S. sources. Only thethird criticism (that the corporate-
levedl tax reaches foreign stockholdes' shares of foreign-source corporate
income) isdirectly relevant to theissue of whether aU.S. corporation’sforeign-
source income is properly subject to the corporate-level tax. Moreover, the cure
for thisthird criticism (aswell asthefirst two) lies in the United States adopting
aresponsive integration system. Thus, theimprecisionof the carporate-level tax
does not present a case for exeampting the fareign-source income of U.S. C
corporatiors.” Instead it presents a casefor a corporate integration regimethat
would (1) relieve foreign sharenolders of U.S. tax on their partion of corporate
foreign-source income, but (2) also uphold the ability-to-pay principe by
imposing current U.S. tax on all corporate income (foreign-source as well as
U.S.-source) attributable to U.S. residert sharehdders>®

C. Searching for the Lesser Evil

Unfortunately, the United States has not adopted the necessary
integration scheme and is unlikdy to do so inthenear future. Thus, thefederal
income tax system continues to requir e a corporate-levd tax that functions as a
second-best anti-deferra device. This means that although exempting foreign-
sourceincomeof U.S. C corporations fromthe corporate levd tax would cure

53. See IRC 88 861(c), 871(i), 881(d).

54. See IRC &8 871, 881; Regs. § 1.1441-5(b)(2) (i); Rev. Proc. 89-31, 1989-1 C.B.
895.

55. See alsoU.S. Treas. Dep't, Deferral, supranote 7, at 35; Avi-Y aah, supranae
10, at 1609.

56. For adescription of such anintegration regime, seeU.S. Treas. Dep’t, Blueprints,
supra note 1, at 69-73, 98-100.
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the overbreadth of that tax with respect to foreign-source income attributable to
foreign shareholders, it would do <0 at the cost of alloving U.S. stockhol dersto
substantially remove their shares of corporate foreign-source income from the
U.S. tax base by causing U.S. C corporations to defe distributions until the
present valueof the shareholder-leve tax shrinkstoinsignificance.>” Thiswould
effectively defeat the ability-to-pay principe, which requires that both U.S.-
source and foreign-source income be included indetermining a U.S. resident’s
appropriateshareof the expense of government. Stated more broadly, granting
exempti on from the corporate-levd tax for al foreign-source incomeof U.S. C
corporations would alow U.S. resident individuals to escape theinclusionary
requirement of the ability-to-pay principle by interposing a U.S. C corporation
between thensel ves andtheir foreign-saurce income. By contrast, mairtai ning an
unintegrated corporate-level tax on the worldwideincomeof U.S. C corporations
would uphdd the ability-to-pay principle with respect to U.S. sharehol dersbut,
as explained above,*® would incorrectly tax the portion of the foreign-source
income of U.S. C corporations thet is attributable to foreign shareholdes.

This difficult dilemma should be resolved in favor of sustaining the
ability-to-pay principle with resped to U.S. shareholders by inposing U.S.
corporate-level tax on thefore gn-source income of U.S. corporatiors regardl ess
of the presence of foreign shareholders. This is burdensome to the foreign
shareholders but not unfair because the cor porate-level tax isaclearly discl osed
element of the U.S. tax system and ronresidents purchase the shares of U.S.
corporations with their eyes wide open.®

57. Seeauthoritiescitedin infranote 101 NeithertheU.S. domestic nar international
anti-deferral regimes are seriaus threats to this tax planni ng gpproach. See generdly Boris|.
Bittker & James S. Eustice, Federa Income Taxation of Corporations and Sharehdders ch. 7
(7th ed. 2000); 1 Joel D. Kuntz & Robert J. Peroni, U.S. International Taxation chs. B2, B3
(1992); Peroni, Heming & Shay, supranate 10, at 460-64. Moreover, as discussed recently by
the U.S. Treasury Department, exempting a C cor porati on’s forel gn-source income from U.S.
tax while maintaining an entity-level tax on U.S.-sourae income would distort investment
behavior by corporatians:

[R]educingonly thetax on fareigninvestmert incomewauld causedomestic

corparateinvestorsto favor aforel gninvestment over adomesticdternative

that has a higher pretax return. The tax bias against corporate investment

[because of the U.S. double tax regime], by itself, does na provide a

compellingreason tofavar foreign or damestic corporae investmentsif the

overall gaal isto minimizedistortions in investment decisiors.

U.S. Treas. Dept, Defaral, supranote 7, at 35. In other words, the appropriate solution tothe
overbreadth problem of the U.S. corparate tax is na loweringor eliminating the tax on only
foreign-source income.

58. See supraPart IV.B.

59. Thisissuewas presented in 1876 to the Exchequer Court under the British regime
which taxed theworldwideincomeof Britishresident corporations. In uphol dingtheimpositi on
of this tax on the for eign-source i ncome of a Briti sh resident corporation whose shares were
owned primarily by nonresidents, Chief Baron Kelly stated, “that if afareigner residing albroad
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D. Defining Corporate Residence and Pursuing Runaway Corporations and
Shareholders

In the preceding discussion, we have referred to corporations taxed by
the United States on their worldwideincomes as “U.S. corporations” and“U.S.
C corporations’ without further explanation. We recognize that in taking this
approach, we have oversimplified matters by acting as if the identification of
such corporationswere anobvious, non-controvesial matter. We did so because
this is, infact, a difficult and complex issue and a thorough analysis would
substantialy detract from our focus on the internationa implications of the
ability-to-pay principle. Nevertheless, t he problem of identifying the corpor ations
that should be subjected to U.S. taxation of their worldwide incomes has
important implications regarding the ability-to-pay principle and a brief
discussionis appropriate at this poirt.

A corporationistreatedasaU.S. resident, taxed by the United Stateson
its worldwideincomg, if it satisfies the Internal Revenue Code' s definition of a
“domestic corporation”—i.e., if it is incorporated under the laws of the United
States, one of the 50 states or the District of Columbia.®® Commentators have
argued that when this place-of-incorporation rule is coupled with the U.S.
worldwidetaxaionsystem, it cr eates theindefensible possibility of acorpor ation
with no U.S. shareholders, no U.S. assets and no U.S.-source income incurring
U.S. tax onits forei gn-source income merely because it was incorpor ated in a
U.S. jurigdiction.®*

We recognize that when U.S. resident status is bestowed on a
corporation owned exclus vely by fore gn sharehol ders and earning its income
entirely outside the United States, the result is overtaxation of the foreign
shareholders by the United States. We do not view thisas a signficant practical
problem, howeve, because the universe of domestic corporations with noU.S.
shareholders, no U.S. assetsand no U.S.-sourceincomeis surely very small and
nearly always the result of informed planning.®?

... thinksfit to came and invest hismoney in this country, and so to obtain the broad shi eld of
protection of the law to his property, he must take it with the burdens belonging toit.” Calcutta
Jute Mills Co. v. Nicholson and Cesena Sulphur Co. v. Nicholson, 1 Reports of Tax Cases 83,
88, 102 (1876).

60. IRC 8§ 11, 7701(a)(4), (5).

61. See Herman B. Bauma, Two Arguments Against an Alternative View of Deferral,
20 Tax Notes Int'l 875 (2000); H. David Roserbloom, The David R. Tillinghast Lecture:
Internationd Tax Arhitrage and the “International Tax System,” 53 Tax L. Rev. 137, 139
(2000).

62. See Slemrod, supra note 36, at 31. For example, towards the end of the boom in
technology stocks, Israeli technology start-up companies were routinely famed as U.S.
corporations in anticipation of issuing Nasdag-traded stock.
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A related suggestion has been made that the combination o the U.S.
approach to defining corporate residency and the U.S. system of worldwide
taxation will drive U.S. resident corporations to incorporate their new ventur es
(say Intd’s devel gpment o its next-generation processor) in low-tax offshare
jurisdidions.®® The new corporationswould then before gnresiderts that escape
current U.S. taxation of thdar foreign-source income Howeve, if runaway
corporations are truly a threat tothe U.S. income tax base, the problem can be
properly addressed by expanding the definition of “domestic corporation.” To be
specific, if U.S. resident corporations incorporate their new product
develgpments offshore, the United States could counter that tax-avoidance
strategy by enlar ging the definition of “domestic cor poration” to include entiti es
whose stock is held in significant percentages by U.S. residents® Even beter,
the United States coul dtotally end deferral of U.S. tax anincome earnedby U.S.
shareholders through foreign corporations by applying apass-throughregime to
such income.®®

More importantly, the concept of corporate residence is critical to a
system of worl dwide taxationbecauseonlyresi dentsare taxed by their residence
country onther worldwideincomes. Recently, Professor Michad Graetz hascast
doubt on whethe any definition of corporate residence, includng the stock
ownership approach suggested immediately above, isdefersibleor practical. His
specific satements are:

[IInthe caseof corparations, theideaof residenceislargdy an

effort to put flesh into fiction, to find economic and political

substance in awarld occupied with legal niceties . . . .*°

It is precarious to tun sigiificant U.S. tax
consequences on the status of a corporation as a resident or
nonresident, given the difficulty of assessing the “true’
residence of corporations, except in the case of closely-held
conmpanies where the residence of the owrers easily can be
determined. Linking corporateresidenceto theresidenceof its

63. See Bouma, supranote 9, at 813; Ryan J. Donmoyer, Multi nationas Beg Finance
to Simplify International Laws, 82 Tax Notes 1539 (1999); Roin, supra note 10, at 589 n.151,
590; seealso Avi-Y mah, supranote 10, at 1594, 1665-66, 1670; Graetz, supra note 4, at 328-
29.

64. The Ausgralian definition of resident corporationgenerallyfollowsthe sharehol der
residence approac. See Income Tax Assessment Act 1936, §6(1).

65. For a proposal to do so see Peroni, Fleming & Shay, supra note 10, at 507-16.

66. Michael J. Graetz, Taxing International Income: Inadequate Prirciples, Outdated
Concepts and Unsatisfactory Policies, 54 Tax L. Rev. 261, 320 (2001).
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owners simply does na seem practical in the context of

multiti ered multinationals. On the other hand, indsting that a

corporation’s residence is the same as that of its managers or

officers seems difficult to justify.®’

Professor Graetz uses these assertions regarding the difficulty of
formulating a defengble and feasible definition of corporate residence as an
element in constructing a case for serioudy considering exemption treatment of
corporate foreign-source income by the United States.®® We agree that any
definition of corporate residence is inevitably artificial because corporations
themsalves are artificial beings. But as previoudy noted, failure by the United
States to tax U.S. corparations on their worldwide incomes woud allow U.S.
resident indviduals to materially avoid U.S. taxation through interposing a
corporation between themsalves and their foreign-source income.®® This would
significantly underminetheability-t o-pay principle. The United Statesshould not
go down this road unlessiit is clearly established that there is no feasible and
defensible definition of U.S. corporate residence. We do not believethat thisis
the case.

As explained above a principal purposeof theU.S. tax on corporate
income is to serve as an anti-deferral device that preserves the efficacy of the
shar eholder-level tax on the worldwide incomes of U.S. shareholders.”® This
suggeststhat a definition of corporateresident is defensibleif itis constructed to
reach corparations with substantial numbers of U.S. resident shareholders A
definition grounded on place of incorporation (the present U.S. approach) or
place of management (an approach commonly used in British Commonwealth
countries™) might satisfy this requirement because it seems quite possible that
most corporations that are incorporated or managed in the United States are
substantially owned by U.S. resdents. This is, unfortunately, an empirical
question for which we do na have the deinitive answer but which could be
usefully investigated with empirical research techniques.

It is clear, however, that defining corpor ate residence in terms of the
leve of share ownership by U.S. residents would be consistent with the role of
the U.S. corparate income tax as a device to proted the shareholder-level tax.
Granted, if therequired level of U.S. ownership were set at any point less than
100%, foregn sharenolders would be ovataxed on their portion of the U.S.
corporation’ s foreign-source income. But for the reasons s ated above,” thisis
an acceptableresult ina decidedly second-bestworld. Mor eover, theimperfection

67. 1d. at 323.

68. Seeid. at 331.

69. See supraPart IV.C.

70. See supra Part IV.C.

71. See Ault, supra note 16, at 371-72.
72. See supra Part IV.C.
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of thissecond-best amswer makes aut a case for integration, not exemption. In
this second-best context, defining a U.S. resident corporation as one in which
U.S. res dents own some consi derabl e percentageof the stock of the corpor ation,
e.g., more than 50% of thevoteor value of the stack, strikes us as about right.

As noted above, Professor Graetz has argued that such an approach
“simply does not seem practical in the context of multiti ered multinationals.”
We respectfully disagree. It strikes usthat we already use look-through rulesin
anumber of contextsin the international tax provisions, which penetratelayas
of entity shareholders and reach the ultimate individual owners.™

The suggestion has a so beenmadethat taxing U.S. resident cor porations
ontheir worldwideincomesis rendered indefensible by the fact that U.S. resident
individuals can dbtain the benefits of exemption treatment of corporate income
simply by purchasing partfolio investmentsin the shares of corporations located
in exemption system countries.” However, this runaway shareholder problem
could be addressed by adopting a system of currently taxing U.S. resident
stokhddesontheir shar esof foreign corporateincome regardless of how small
their percentage of stock ownership might be.”

Insummary, we concludethat the challengesof constructing adefensible
and feasible definition of corporate residence, or of dealing with U.S. residents
who become portfolio investorsin foregncorporatiors, donot risetoalevel that

73. Graetz, supra note 4, at 323.

74. See, e.g, IRC 88 902 (indirect credit for domesti ¢ corporations owning 10% or
moreof aforeigncorparation’ swvoting gock), 904(d)(3) (look-thraugh rulesfor foreigntax credit
limitation purposes far “United States shareholders” of contrdled foreign caporations),
904(d)(4) (look-through rulesfor foreigntax credit limitation purposesfor domestic corporations
owning 10% or mae of a foreign corparation’s voting sock), 960 (indirect credit for “United
Statesshareholders’ of controlled fareign corporationsowning 10% or mare of the corparation’s
voting stock).

One commentator has suggested that using a shareholder residence test for defining
corparate residenceis unworkabl e in the case of corporaionswhaose shares arepubliclytraded,
particulaly where the trading accurs in mare than one cauntry. SeeAvi-Y onah, supranote 10,
at 1666, 1670. Nevertheless, it would seemthat if theU.S. ownership threshold wereset at a
substantial level, say more than 50% of the vote or value of the stock, public trading would
rarely createas tuation in which acorporation drifted into a out of residency qualification. Cf.,
e.g. IRC §884(e)(4) (“qualified resident” includes more than 50% ownership by resdents of
acountry, withaspecial rule for publiclytraded corporationsthat looksto regular tradingon an
established securities market in that country). The problem of foreign corporatiors that refuse
to provide i nformati on concerni ng the U. S. residency of their sharehdders could be addressed
by apresumption that each foreign carporation that solicited U.S. investors, either by registering
shares for saleto U.S. persons with the Securities and Exchange Commission (SEC) o by
offering shares to U.S. persons under a private placement exemption from SECregistration, is
aU.S. resident under the shareholder residence test unless the corparation proves otherwise.

75. See National Foreign Trade Council, supra note 6, at 6-23 to 6-24.

76. For aproposal to do so, see Peroni, Fleming & Shay, supra note 10, at 507-16.
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justifies compramising the ability-to-pay principle by adopting an exemption
regime onthe foreign-source income of U.S. corporations.

V. THE FOREIGN TAX CREDIT AND ABILITY-TO-PAY
A. The Exemption Effect of the Foreign Tax Credit

Preceding portions o this article have argued that the ability-to-pay
pri nciple requires forei gn-sour ce income of U.S. residents to be included in the
U.S. tax base to the same extent as U.S.-source income. Is this argument
undermi ned by the U.S. policy of empoying a fareign tax credt to mitigate
inter nati onal double taxation of U.S. residents’ foreign-source income?

Toillustratethisissue, assumethatif USCo, aU.S. resident corporation,
builds its next plant in the United States, it will earn a 10% befor e-tax rate of
returm on the invested capital but that if the plant is built in Country D, the
befare-tax rate of return will be 15%. Clearly, the Country D investment is
economically superior. Now assume that Country D taxes income earned therein
a 35%, that the United States appli esthe same rate to its residents’ worldwide
incomes and that there is no United States-Country D income tax treaty. If
double taxation is not amdiorated, the U.S. plant will produce a 6.5% rate of
retum after the 356% U.S.tax (.10 x [1 - .35]) but the Country D plant will yield
aonly a4.5% rate of return (.15 x [1 - .70]) after the combined 70% U.S. and
Country D taxes. In these circumstances, the tax system will push USCo to
choosethe economically inferior U.S. investment. Thereis broad agreement that
thisis an inappropriate result and that because the United States is the residence
country and there is notax conventionin forcethat remedies the problem, the
United States should act unilaterally to relieve USCo's double taxation.”

If fairness were the only consideration, we would advocate that the
United States handle USCo’ stax paymentstoCountry D like any othe business
expense-i.e, as adlowable deductions in caculating net income Under this

77. See Gustafson, Peroni & Pugh, supranote 7, at 18-20; Green, supranote 13, at 23-
24; see also Joint Comm., Description, supranote 10, at 26; U.S Treas. Deg't, Deferrd, supra
note 7, at 25-42. But see Richard L. Doernberg, Hectronic Commerce: Changing Income Tax
Treaty Principles a Bit?, 21 Tax NotesInt'| 2417, 2423 (2000) (suggesting that internationd
doubletaxation is not dojectionable where the sum of the two taxing countries’ margnal tax
rates doesnot exceed 10%).

The need far remedial adion bythe United Sates as the residence muntryis so well-
settled, and so powerfully driven by the capaci ty of source countriesto effectively daim priority
for their income taxes vis-avis the indome taxes of resdence ocountries, that we accept it as
given that the United States must act unilaterally (in the absence of an applicable income tax
treaty) to mitigate international double taxation when the United States is in the res dence
countryrole.
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approach, U.S. taxpayerswou d pay thesamerate of U.S. tax on their aggregate
U.S.- and f oreign-sour ce income.

Although allowing only a deduction for foreign taxes would satisfy the
ability-to-pay criterion, it would, howeve, leave USCo with a substantial tax
disincentive to pursue the superior Country D investment. Toillustrate this fact,
assume that in the preceding example, USCo is deciding between investing
$1,000in aU.S. plant (with a 10% befare-tax rate of return) and $1,000 in a
Country D facility (with a 15% before-tax rate of return) and that the United
States treats Country D tax payments as a deductible business expense. The
$1,000 Courtry D investment would produce $150 of before-tax net income for
Country D tax purposes ($1,000 x .15) and a $52.50 tax ($150 x .35) would be
paid to Country D. For U.S. tax pur poses, however, before-tax netincomeinthis
casewouldbe $150 - $52.50 = $97.50 and $34.13 woul d be payableto the U.S.
Treasury ($97.50 x . 35). Thus, after payment of both taxes, USCo would have
$63.37 of its $150 left. By contradt, investment of the $1,000 in a U.S. plant
would produce $100 of before-tax net income ($1,000 x .10) and $65 after the
35% U.S. tax ($100 x [1 - .35]). All other factors being neutral, USCo would
invest in the economically inferior U.S. plant because of its higher afte-tax
return. In other words, the U.S. decisionto treat the Country D tax payment as
a business expense deduction in this case would not overcome the double-tax
barrier to USCo’'s meking the superiar Country D investment and would not
remedy thedoubletax problemin awide range of ather cases.

Thus, the United States has been faced with a chace beween (1)
pursuing atax systam that istotally faithful tofairness concerns(i.e., thet treats
foreign tax payments as income tax deductions) but that leaves international
double-taxation substantially in place as a barrier to its residents foreign
businessand investment activities, or (2) fi nding away to ameli orate the double-
tax barrier while preserving the ability-to-pay tax base to the greatest extent
possible.

The first alternativehas been judged unacceptable and it is difficult to
quarrel with this outcame The issue then is which of the generdly accepted
methods to ameliorate double taxation is superior from afairness per spective.
We submit that adopting a fordgn tax credit system while prahibiting deferral
of any residual U.S.tax remaining after allowance of theforeign tax credit isthe
preferred way to achievefairness and efficiency objectives.”

78. “ Corgress enacted the foreigntax creditin 1918 to prevent U. S. taxpayer s from
being taxed twice ontheir foreign-source inmme.” Joint Comm., Desaiption, supranote 10, at
26.

We use the term “residual tax” in its convertional sense—i.e., the resdence country
tax liability remaining afte allowance of a credit for source cauntry tax that was levied at a
lower rate than the residence country tax.

Deferral of residual tax refersto the feature of many residence country tax systems
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Under a credit system without deferral, if USCo built the plant in
Country D, USCo's 35% fareign tax liability would diminateits 35% U.S. tax
liability, so that the Country D investment would bear only the Country D tax
(i.e, the U.S. residual tax would be zero). Thus, the Country D investmens
after-tax rate of return would be 9.75% (.15 x [1 - .35]), which would make it
superior to the 6.5% after-tax return on the U.S. investment (.10 x [1 - .35]).
Double taxation of USCo’'s Country D profits would be remedied and the tax
systemwould not pose abarrier to pursuing the superior Country D investment.

The foreign tax credit approach means, however, that whenever the
foreignincome tax rate is greater than zero, the foreign-source income of U.S.
residents will bear alower U.S. tax rate than domestic-source income. Indeed,
inthe preceding example, allowing USCoto claim a credit for the Country D tax
will result in USCo’ sforeign-source income bearing a zero U.S. tax while its
U.S.-sourceincomeistaxed at 35% eventhough bothtypesof income contribute
equaly to a taxpayer’'s ability-to-pay. Speaking more broady, mitigating
international double-taxation by alowing a credit for foreign income tax
payments is the economic equivalent of exempting foreign-source income in
propor tion to the amount of U.S. incometax that is offset by the credit. Thus, on
the facts of the preceding USCo example, the foreign tax credit will fully of fset
the U.S. tax on Courtry D-sourceincone and dfectively exclude that income
fromthe U.S. tax base.

Toredtate theissue, do the preceding consequences which flow from the
decision of the United States to ameliarate international double taxation by
employingaforeign tax areditinvalidatethe ability-to-pay principle withrespect
to U.S. residents’ fora@gn-sourceincame that bears aforeign income tax? T he
answer to this question is no. Thisis simply a situation in which policy makers
have required an important value (fairness, as expressed in the ability-to-pay
principle) to give ground to another important, but corflicting, value
(ameliarating international doubletaxation).” The compromise is a reasonable

that generaly d lows payment of residua tax on income earned through a foreign cor poration
tobepostponed until residentsreceivedividendsor sell their stock. Deferral reducesthe present
value of residual tax and dlows residents who defer for lengthy periods to achieve the
approximate result of an exemption system. For further discussion o deferral, see text
accompanying infra notes 100-101.

For a discusson of why adeduction is sufficient to achieve fairness objedives, see
Kaufman, supra note 4, at 177-78.

79. Seealso supra note 19. It has been suggested that a credit for foreign income tax
payments also may be analyzed as the economic equivalent of having USCo pay the 35% U.S.
tax to the U.S. government and having the U.S. government in turn pay USCo' s tax owed to
Country D. See Kaufman, supra note 4, at 179. Treating the foreign tax as a U.S. tax for this
purpose, however, links payment of the deemed U.S. tax with use of the tax proceeds as a grant
to the foreign government at the behest of the taxpayer. This kind of directed benefit is
inconsistent with the redistributive objective for the U.S. tax.
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one and it in no way invalidates the proposition that anincometax system that
givesgreat weight to theability-to-pay principl eshould generally includeforegn-
sourceincomein the tax base.

Note, however, that on the facts of the USCo exanpleabove (35% tax
rate in both the United States and Country D), the foreign tax credit createsthe
same result as an exemption system—a zero U.S. tax on income earned in
Country D. The same will be true whenever the source-country tax rate equals
or exceeds the U.S. rate. This raises the issue of why, when choosing a method
to ameliorate international double taxation, the United States should choose the
foreign tax credit approach instead of anexemption system Oneresponseisthat
under the foreign tax credit approach, if the foreign country’ sincometax rate is
below the U.S. rate, the U.S. collectsa current residual tax on foreign-source
income, assuming no deferral of residual tax. Stated differently, where the
foreign tax rateis less thanthe U.S. ratg aforeign tax credit system (without
deferral) effectively includes foreign-sour ce income in the U.S. tax base, and
gives effect to the ability-to-pay principle, in proportion to the amount of U.S.
tax that remains after allowing theforeign tax credit. Thus, the foreign tax credit
recogni zes that ameliorating doubl e tax ation indeed involves a compromise with
the ability-to-pay principle. By contrast, an exemption system would leave
foreign-source income out of the U.S. tax base in al cases regardless of the
relationship of the foreign tax rate to the U.S. rate. This would amount to a
blanket renunciation of the ability-to-pay principle instead of a compromise
between ability-to-pay and mitigation of international double taxation.

Moreove, when we moveaway from caseswherethe foreign tax rateis
equal to, or greater than, the U.S. tax rate, an exemption system (and the current
U.S. deferrd system) introduces a highly distortive element into the income tax
that is not presented by theforeigntax credit. Toillustrate this point in awaorst
case scenario, return to the example above involving USCo and assume that its
choiceis between building the plant in the United States, where it will produce
a 10% return, beforeU.S. incaometaxation, and building itin Country E, whee
it will producean 8% return, before U.S. income taxation. A ssume furthe that
the United States will tax USCo at a flat 35% rate and that Country E will
imposeazerorateunder an invesment incertiveregime If the Urited Stateshad

We recogniz that in many situations invdving a U.S. resident’s foreign-source
passive nonbusi nessi ncome(such as nonbusinessinterest iname) that is subjed only toagross
basisforeign withholding tax, astrong argument coul d be made that no doubl e taxation prodem
existsthat would distort economicbehavior because the U.S. resident-creditor does not bear the
econamic burden o the fareign tax (which instead is borne by theforeign debtor who pays the
U.S. creditor an amount of irterest income tha was agreed to be net of foreign taxes). See
Deborah A. Geier, Some Thought son the Inddence o Foreign Taxes 87 Tax Naes 541 (2000).
In such situations, both effici ency and ability-to-pay considerations support alowing the U.S.
resident only a deduction (rather than a credit) for foreign taxes.
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area worldwidesystean (no deferral of residual tax), USCo would face a 35%
tax rateif it lacated thenew businessin theUnited States and a 35% cumulative
tax rate (zero foreign tax plus 35% U.S. residual tax) if it established the new
businessin Country E. Corsequently the after-tax rates of return would be6.5%
for theU.S. location (.10 x [1 - .35])and 5.2% for theforagn location (.08 x [1 -
.35]). Thus, the U.S. location' s comparative befare-tax superiority (.10 + .08 =
1.25) would continueto exist after-tax (.065 + .052= 1.25) and USCo'’s location
decision would be unaff ected by the U. S. tax system.

By contrast, if USCo can avoid paying U.S. tax onthe foreign profits
(either because USCo engages indeferra pl anning under thecurrent U.S. system
or because the United States adopts an exemption system), USCo will be
choosing between after-tax returns of 6.5% (.10 x [1 - 3.5]) in the U.S. location
and 8% (.08 x [1 - 0]) inthe Country E location. T hus, the effect of the current
U.S. system, and of an exemption regime, is to create a strong incentive for
USCo to makethe econamically irferior foreign investment.

In summary, a foreign tax credt system (without deferral) is superior to
an exenption system as a double-tax mitigation approach because it avoids
international double taxation, minimizes the effect of tax considerations on
investment choice and achi eves fairness objectives. Stated differently, aforeign
tax credit system (without deferral) achieves a compromise between the ability-
to-pay prindple and dimination of double taxation, instead of abandoning
ability-to-pay, and does so without the distortions of economic behavior resulting
from an exemption sy stem.

B. The Foreign Tax Credit Limitation

One might raise an objection, however, to the U.S. foreign tax credit
limitation that restricts thecredit to theamount of U.S. tax on foreignincomein
a particular foreign tax credit limitation category.®® Where this limitation
preventsthe current utilization of excessforeign tax credits, the foreign income
effectively bearsagreater aggregatetax burden than domesti c-sour ceincomeand
the ability-to-pay criterion arguably isviolated in those cases where theresult is
substantially disparate treatment of U.S. residerts with similar amounts o total
income. Thisis, however, anather ingancein whichacountervailingconcern(the
possibility of high foreign taxes eroding or eliminating the U.S. tax on U.S.-
source income) outweighs the ability-to-pay criterion.®

80. See IRC § 904.

81. See Jant Comm, Description, supra note 10, at 28 (“Permitting the foreign tax
credit toreduce U.S. tax on U.S. incane woud in effect cede to forel gn countries the primary
right to tax income earned from U.S. souraes.”); Gragetz, supranote 4, at 324 (“No oneurges an
unlimited foreign tax credit, because it would both undermine the ability of the United Sates
to collect taxeson U.S. source income and invite other nations to impose high taxes on U.S.



2001] Fairness in International Taxation 333

Toillustratethis point, if the Country D and U.S. tax ratesin theinitial
example above were 45% and 35%, respectively, and a U.S. resident earned
Courtry D-source and U.S.-sourceincome, an unimitedU.S. fareign tax credit
would requir ethe United States to forgoitsfull 35¢ of tax on each dollar earned
by theU.S. resident in Country D plus an additiona 10¢ of revenue on a dollar
of the resident’s U.S.-source income. The United States is understandably
unwilling to allow Country D to finance its governmental operations by
effectively appropriating U.S. taxes on U.S.-source income.

The U.S. foreign tax credit, with its limitation, addresses the issue of
how the United States will respondto the fact that other governments aso have
legtimateclamsto aportion of its tax base.®* A resolutionof that problem does
not necessitate abandonment of the ability-to-pay principle for purposes of
defining the tax base Instead, it requires an intergovernmental compromise
regarding asharing of that base. The United States has responded to the need for
compramise by granting a credit for foreign income tax, limiting U.S. tax
collection to a residual tax on foragn-source income of U.S. residents and
declining to surrender U.S. tax on U.S.-sour ce income. The prudential policy of
limiting thecredt inaway that preserves U. S. tax on U.S.- source income in no
way invalidates the command of the ability-to-pay principle to include foreign-
sourceincomein the tax base.

Moreove, an exemption sy stem does not have a superior fairnessclaim
in circumstances where the foreign tax credit limitation would comeinto play. If
aforeign country’s ef fective tax rate on foreign-source income of aU.S. person
equals or exceals the U.S. tax on the same income, aforeign tax credit system
subject to a limitation as described above and an exemption system yidd
equivalent results. In both cases, the residence country would neither collect any
residual tax on the foreign income nor alow the foreign tax to reduce the
taxpayer’s U.S. tax on U. S.- sour ce income,

VI. ATTEMPTING TO OVERCOME ABILITY-TO-PAY BY REVISING
THE BENEFITS THEORY

A. The Collapse of the Original Benefits Theory

Tax theorists once argued that fairness required the tax burden to be
gpporti oned among taxpayesin rdationto the gover nment benefits received by

companies as a way toshift revenues fram our treasury to theirs.”).
82. See Harris, supra note 3 at 313, 443; Musgrave, Consunmption Tax Proposals,
supra note 20, at 80; Lee A. Sheppard, Rethinking Subpart F, 90 Tax Nates 149, 150 (2001).
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each individua . Tax payments would then be calibrated to the vaue of the
goods and services provided to each person by government. This approach
proved unworkable because it was impossible to formulate accurate alocations
of important, but generalized, benefits (e.g., national defense, the corrections
sysem, a legall sydem that praects propety rights, and ervironmental
protection) to particular individuals and because much of maderngovernmentd
expenditure is for redistributive assistance provided to recipients precisely
becausethey are too poor to pay.* Thus, the notion of financinggovernmert by
levyingtax es on separate individuals in amounts thet reflect government benefits
received by each of thoseindividuasisahistoricd curiosity except for charges
that can befeasibly traced to one’ suse of a discrete government good or service
(e.g, bridge and highway tolls, municipal wate use charges and podage
stamps).®® Instead, asdiscussed above, theability-to- pay princi ple, which makes
no attempt to account for bendfitsreceived by taxpayers,®® is now the prevailing
U.S. norm for effecting a fair alocation of the income tax burden.®”

B. The Revised Benefits Theory

Recently, however, a few commentators have sought to displace the
ability-to-pay norm with a revised benefitstheory.®® Their objectiveisto create
afairnessjustification for at least partially exempting inter nati ond income.

These commentators begin by effectively dividing income into three
classes: (1) income earned withinthe taxing country by itsresdents, (2) income
earned outside the taxing country by its residents and (3) income earned within
the taxing country by nonresiderts.?® Class (1) is pure single-nation income and

83. See Report on Double Taxation, League of Nations Dac. E.F.S. 73.F.19, at 18
(1923), in 4 Staff of Jant Comm on Taxaion, Legislative History of United States Tax
Conventions 4003, 4022 (1962); Fried, supra note 1, at 159-60.

84. See Blum & Kalven, supranote 1, at 36; Dodge, Fleming & Geier, supranote 3,
at 24; Harris, supranote 3, at 13-14; Palmer, supranote 13, & 25-26; see also Roin, supranote
10, at 555 (“the nature of the tax base makes the crrespondence between any particular
taxpayers' tax costs and tax benefits loose at beg.”).

85. SeeDodge, supranote 1, at 90-91; Graetz & Schenk, supranotel, at 39; Slemrod
& Bakija, supranote 1, at 52-54.

86. See Harris, supra note 3, at 14-15; Utz, supranote 13, at 42.

87. See authorities cited in supra note 13.

88. The most fuly develged statement of the revised benefits theoryis in Harris,
supra note 3, at ch. 7. Three other statements are Roin, supra note 10, at 588-94; Jeffer son
VanderWolk, The Deferral Debate and the Benefits Theory, 20 Tax Notes Int’| 1469, 1469-71
(2000),and VVogel, sypranote 9, at 152-66. (Professor VV ogel presentstherevised benefitstheory
as an alternative tohis preferred approach of an exemption system.)

89. Harris, supra note 3, at 445-49, 457-59, 462; Roin, supra note 10, at 588-94;
VanderWolk, supra nate 88, at 1470, Vogel, supranote 9, at 155-56; se also Warren, supra
note 14, at 134.
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classes (2) and (3) embrace all the categories of international income because
they cover all situationsin which residents of one country earnincomeinanather.
Moreove, both classes (2) and (3) aways involve a pair of countries with
potentially competingtax claims-the country in whichtheincome earner resides
(residencecountry) and the country where theincomeis earned (sourcecountry).

The advocates of the revised benefits theory assert that the fair way to
tax thesethree income groupsis to apply separately to each classarate, or set
of rates, calculated to produce an aggregate tax yield from each class that
compensates each government for the cost of benefits provided to assistin the
earning and enjoyment of the total income in each class.”® Moreover, residence
and source country gover nments should set the rates on dasses (2) ard (3) at
levelslower thanthe* norma” raes applicabletoclass(1) (sngle-nationincome)
because governments provide mare services for the earning and enjoyment of
class (1) income than they provide for the earning and enjoyment of income
classes (2) and (3).°* This approach to levying taxes in relationship to berefits
received by taxpayesis supposed to avoid the infirmity of theoriginal benefits
theory because the new version directs the alocation of total benefits to only
three classes of aggregate incomeand doesnot reguirethat particu ar bendits be
traced to numerous specific taxpayers.”

C. The Revised Benefits Theory as a Partial Exemption System

The consequence of residence countries and source countries imposing
lower than normal tax rates oninternational income (classes (2) and (3)), is that
each group of countries effectively operates a partiad exemption system. For
example, if the United States imposes 20% of normal class (1) tax onbusiness
income earned by its residents in Mexico, and Mexico imposes a tax on this
income equal to 80% of its normal business income tax, the result is
mathematically i ndisti ngui shable fromthe United States charging itsregular rate
but exempting 80% of its residents Mexican-source income and Mexico
charging its regular rate but exempting 20% of the M exican-source income of
U.S. residents.

To illustrate this point, assume that under the 20%/80% system
described above, both the United States and Mexico charge a 35% normal rate
and that a hypothetical U.S. resident earns $100 of income in Mexico. The

90. See Harris, supranote 3, at 446-50, 458-62, 468-70, 478-89; Roin, supranote 10,
at 555, 588-89, 591-93; VanderWolk, supra note 88, at 1470; Vogel, supra note 9, at 155-66;
see also Warren, supranote 14, at 134 (disaussing several possible methods for allocating the
tax base).

91. See Harris, supranote 3, at 449, 458-59, 462, 468-70, 486; Roin, supra note 10,
at 588-89, 591-93; VanderWolk, supra note 88, at 1470; Vogel, supranote 9, at 156.

92. See Harris, supra note 3, at 446-47, 477, 489; Vogel, supranote 9, at 155-56.
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United States will charge atax of .20 x .35 x $100 = $7, whichismathematically
indistinguishable fromthe United States exempting $80 of the Mexican-source
income and applying the35% normal tax to the$20 remainder (.35 x $20= $7).
Conversdly, Mexico will charge a tax of .80 x .35 x $100 = $28, which is
mathematically indistinguishable from Mexico exempting $20 of the Mexican-
source income and applying the 35% normal tax to the $80 remainder
(.35 x $80 = $28).

The result for the United States in this hypothetical case (collection of
a$7tax) is actualy better than under the current U.S. worldwide system, which
would alow the United Statesto collect no tax becausethe $35 tentative U.S. tax
would be offset by a$35 credit for the Mexican tax, assuming that the taxpayer
is not in an excess aedt pasition. If, howeve, the source country rate were
significantly less than the U.S. tax rate, this hypothetical partial exemption
system would cause the United States to lose revenue in comparison to the
res dual tax that it would collect under the present worldwide sy sem.

A useful framework for evaluating this partial exemption system that
emerges from the revisad benefits theary is to adopt the analytical approach
applied inthe preceding section regarding the rel ationship bet ween ability-to-pay
and the foreign tax credit. In other words, this partial exempti on system can be
effectively examined first by scrutinizing it in terms of a proper formulation of
the income tax base and second by evaluating it as a mechanism for mitigating
international double taxation when nations find that ther tax bases overlap.

D. Fairness and Partial Exemption

As explained above, the revised benefits theory effectively argues for
partially exempting international income from both the source country’sand the
residencecountry’stax base on the premisethat international income(classes (2)
and (3)) receives fewer benefits from ather the residence country or the source
country than does class (1) income, which meitsafull normal tax . Accordingly,
the revisad bendits theory requires the extent of the respective exemptions for
class (2) and class (3) income to be deteemined by comparing the costs of
services provided by each taxing country for the earning and enjoyment of that
income withtheservices provided by that country for the earning and enjoyment
of class (1) income. The problem with this approach, however, is that the
approximate cost of government benefits al ocable to each of these three classes
of income is ho more measurable than the cost of government benefits allocable
to each of amultitude of individuals under the original benefitstheory. T hispoint
isillustrated by the disarray among the advocates of the revised benefits theory.
One of them effectively argues for the residence and source countries to each



2001] Fairness in International Taxation 337

exempt 50% of i nternati anal income.** A second suggests that thesource cauntry
might exempt 25% and the residence country 75%. But the residence country is
then directed to reduce the 25% retained in its tax base to reflect any indrect
taxesimposed onresidents.** Other analysts assert that the correct answer is for
each residence and source country to make its own independent determination of
how much internationa income to retain in the tax base and how much to
exermpt, but no practical guidance is gvenregarding thesedecisions.”

The revisad bendfitstheory also suffers fram alack of clarity regarding
acrucial point that bedeviled the orig nal benefits theory—the readlity that a huge
portion of the budgets of the United States and many ather courtries provides
redistributive benefitsto lower income people who cannot pay a quid pro quo in
taxes. To be specific, one of the advocates of the revised benefitstheory seems
to argue that no part of ataxing country’s welfare budget should be borne by
income earned inside the taxing country by norresidents (class (3) incone) or by
the foreign-source income of residents (class (2) incomé.*® This position is
partially plausiblewith respect to dass (3) income because the tax thereon is
usually regarded as a benefitsbased levy;®” but even so, welfare bendfits
contribute to a stable social order that fosters the earning of class (3) income.
Furthermore, it is completely implausible to argue that the ability-to-pay of
residentscan be ca led on to fund welfare benefitsif that ability-to-pay isbased
on income earned in the residence country (class (1)) but not if it is based on
foreign-source incame (class (2)).

Other advocates of the revised benefits theory seem unaware of the
difficulty of accounting for thecost o wefare assistance under a chemethat
attempts to alocate the tax burden in relationship to the distribution of
government benefits. Accordi ngly, they do not explain how this problem should
be resolved.®®

In short, the revisad benefits theory fails as afairness guide largely for
the same reasons that the orignal theory failed—the benefit a locations required

93. See VanderWolk, supra note 88, at 1470.

94. See Vogel, supranote 9, at 156.

95. See Harris, supra note 3, at 479, 489; Roin, supra note 10, at 588-94.

96. See Vogel, supranote 9, at 155-56, 159-61, 165-66.

97. See supratext accompanyingnote 13.

98. See Harris, aupra note3, at 11, 446-49, 488-89; VanderWolk, supra note 88, at
1470. (Professor Ran seemstoregard the cost of welfare ass tanceaspart of thebenefit charge
that should be appartioned to dass (1) and class (2) income, but not to class (3) incame, and
givesno guidance asto how the apportionment should be made. See Roin, supranote 10, at 589,
591.) When these analysts fully address the issue of apportioning the burden of welfare
assistance, they may decide that this component of each country’s annual budget should be
allocated in some way amang all residents with incomes above the threshold required for
inclusion in the tax rolls. Such an approach, however, abandons any attempt at a benefits-
received allocation far this major portion of thecost d modern governmert.
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by thetheory arenot feasible and it is not clear how the theary would cape with
the large partion of the national budget that funds benefitsfor the poor. Thus,
this new iteration for theberefits theory canna displace ability-to-pay from its
position as the benchmark for determining fairness in the U.S. income tax
system.

Indeed, one can persuasively arguethat the only rd evance o thebendits
theory to the issue of whether a country should tax its residents on their foreign-
source inoomeis as a supplement to the affirmative answer provided by the
ability-to-pay principle. Specifically in the case o the United States, federal
expenditures for trade promaion, economic development of foreign customer
countries, a generdly stable commercial world order,”® U.S. diplomatic
assistance abroad and U.S. military readiness to protect fareign busines
employees and assets all combine to create enormous benefits for the foreign
income activities of U.S. residents and these benefits constitute a secondary
ground, in addition to abil ity-to-pay, for taxing their foreign-source income.

E. Double Taxation and Partial Exemption

Thus, therevisad benefitstheory failsto establish afairnesscasein favor
of apartia exemption sysem. But does the revised benefitstheory neverthel ess
point to a cure for the double tax burden that arises when both residence and
source courtries assert taxing jurisdiction over the same income? Would the
problem of intanational double taxation be better handled by fractionally
apportioning internationa income between the sour ce and residence countries
instead of applying the current U.S. approach unde which the source country
imposes the amount of tax it deems appropriate and then the residence country
collects any residual tax that remains after it allows a credit for the source
country tax?

Mitigation of doubletaxation by fractionally apportioning irnternational
income between residence and source cauntries would befead ble where pairs of
countries are ableto reach bilateral apportionment agreements. Of course, for
reasons explained above, the countries would have to abandon any pretense of
objectively basing the alocation fractions on the cost of governmental services
provided with respect to the earning and enjoyment of international income.
Instead, each pair of negotiating countries would have to agree on alocation
fractions for the source and residence countries that were purely the product of

99. “Asfar asthe next 25 years are concerned, most important in any cond deration
of U.S. national security istheextent towhich the global economic systemwill continueits path
toward integration . . . . Continued integrati on promises greater wealth for most courtries,
includingtheUnited States. . ..” United StatesCommi ssion onNaiona Security/21s Century,
New World Coming American Security in the 21st Century, Phase | Report, Supporting
Researchand Andysis 21 (1999).
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national self-interest and rel ative bargaining power. Thisprocesswould probably
yieldtax treatiesthat are workabl e, but not demonstr ably superior to the current
U.S. system in which the source country takes the priority position in taxing
international income and the resi dence country collects any residencecountrytax
that remains after allowing a credt for source courtry tax. (Multilateral
agreaments would not improve on theses cutcomes significartly.)

Moreove, the United States does not have bilateral tax treaties with
most of the world’s nations. Thus, the United States must adopt a unilateral
measure to mitigate double tax ation of itsresdents internationa income when
a treaty does not apply. A fractiona allocation system would be highly
problematic asaunilateral measure becauseit would reachthecorrect result only
in situations where the othe country had unilaterally adgpted a fractional
allocation scheme that was perfectly complementary to the U.S. system. In all
other cases, which could well be most cases, double taxation would be over- or
under-mitigat ed.

To illustrate this point, assume a U.S. policy decison that the proper
unilateral double tax mitigation approach is to exempt haf theforeign-source
income of U.S. residents. If aU.S. resident then earnsincamein asource country
that has unilateraly determined to exempt 75% of the local income of
nonresidents, onequarter of theU.S. resident’ s foreign-source incomewill be
free of both U.S. tax and source country tax. This goes far beyond what is
requi red to ameliorate international double taxation and provides adigortionary
incentivefor U.S. residentsto earn income in the source country. By contrast, if
the source country unilater ally decides to exempt only 25% of the locd income
of nonresidents, one quarter of the U.S. resident’ s foragn-saurce incomewill be
subject to double tax ation and the economic harm of doubletaxation will persist
to that extent. For these reasons, the fractional gpporti onment system hasllittle
atraction as a measure for ameliorating international double taxation.

VII. ABILITY-TO-PAY AND THE DEFERRAL PRIVILEGE
A. Exemption Through the Back Door

The*“ deferral privilege,” whi chisamong themost prominent featur es of
the U.S. system for taxing international income, is broadly available to U.S.
residents that conduct overseas business operations through cortrolled foregn
corporatiors.’® This privilege generally allows such residents to defer paying
U.S. tax on acontrolled foreign corporation s foreign-source business earnings
until those earnings are repatriated through distributions to U.S. resident

100. SeePeroni, Fleming, & Shay, supranote 10, at 459-64, 501-05; Fleming, Peroni
& Shay, supranote 10, at 839-43.
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sharenolders or through sharehol der sales of controlled foreign corporation stock
at apricewhic reflectsaccumulated income. If the deferral period issufficiently
long, thepresent value of thedeferred U.S. tax will fal to such alow level that
deferral virtually equalsexemption of theforeign-sourceincomefrom U.S. tax.**
Thus, defaral can be regarded as an indirect, eective method for well-advised
U.S. residents to achieve an exemption-like trestment for their foreign-source
income.**

This means that in addition to being faulted for distorting decision
making'®® by encouraging U.S. residentsto locate business operationsin low-tax
foreign countries,'* deferrd should al be criticized—just like an explicit
exemption system—as being a substartial departurefromtheability-to-pay norm.
Stated differently, the deferra privilege is fundamentally inconsistent with the

101. For example, assuming a 7% after-tax interest rate, $1.000f U.S. inioometax has
apresent value of only about 13¢if payment o the tax is deferred, interest free, for 30 years.
Consistent with this phenomenon, arecent study faund that there werevirtually norepatriations
of controlledforeign corporatian income inthe first 15 years after such a corporationhad been
incorporaed in alow-tax, foreign country. See Grubert & Multti, Dividend Exemption, supra
note 10, at 13. M oreover, the effecti ve U.S. tax rate on adive foreign-sourceincome has been
calculated in arange from 2.7% to negative 2.6%. See Altshuler, supra note 10, at 1589; see
also Rosanne Altshuler & T. Scott Newlon, The Effects of U.S. Tax Policy on the Income
Repatriation Patterns of U.S Multinational Corpaations, in Studiesininternationa Taxati on
77, 109 (Alberto Giovamini, R. Glenn Hubbard & Joel Slemrod eds., 1993) (“[U.S.
corporatians] . . . are able totake advant age of deferral and the overall li mitation on theforeign
tax credit toavoid payingmuch U.S. tax on their foreignincame.”); Hines, supranote 14, at 401
(“[E]ach year U.S. taxes are deferred on roughly half of the income earned by the foreign
subsidiariesof American multinational corporatiors.”); Sheppard, supranote82, at 151 (“[T]he
privilege of deferral under the present Swiss—cheese subpart F is so great that all the whining
amountsto nothing mare than just whining.”). Of caurse, the aoss-aediting o foreign taxesin
the IRC § 904(d)(1)(1) “basket” als plays asubstantid rolein producing thislow effective tax
rateonfore gn-sour ceincome. Infact, the combination of deferral, poorly designed source rules
(e.g., the titl e-passage test for sales of inventory), defective deduction-allocation rules and a
foreign tax credit systemthat allowsliberal cross-cr editing of hi gh andlow-taxed foreign-source
business income imposes lower effective U.S. income tax than would a properly designed
exemption system SeeU.S. Treas. Dep't, Deferral, supranae 7, at 46, 193-95; Altshuler, supra
note 10, at 1588-90, 1593, Robert J. Perani, The Proper Approach for Taxing thelncome of
Foreign Controlled Corparations, 26 Brook. J. Int’l L. 1579, 1586 (2001); Rosenbloom, supra
note 36; Grubert & Mutti, Dividend Exemption, supra note 10, at 6, 8-24.

102. See Chorva, supra note 9, at 841-45; Hartman, supra note 10, at 116;
Rosenbloom, supra note 36.

103. For evidence that the distortion is substantial, see U.S. Treas. Dep’t, Deferral,
supranote 7, at 44-45; Grubert & Mutti, Where U.S. Corporations I nvest, supranote 10, at 835;
Jacqueline Manasterli, Offshare Financial Centers and Harmful Tax Regimes Trigger Flurry of
Internationd Develgpoments, 21 Tax Notes Int’| 2541 (2000); Martin A. Sullivan, U.S. Firms
Invest Heavily in Low-Tax Courtries, 89 Tax Notes 1349, 1349-52 (2000).

104. See Peroni, Fleming & Shay, supranote 10, a 464-70; H eming, Peroni & Shay,
supra note 10, at 841-46.
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ability-to-pay principleand, therefore, fundamentally incondstent withanincome
tax system based on the ability-to-pay norm.

B. Creeping Towards Taxing Consumption

Consumption tax devotees might object to this conclusion. This is
because corporate income is not taxed unde a theoreticaly pure cash-flow
consumption tax'®® and although corporations appear to be taxpayea's under a
valueaddedtax or aretail salestax, thoselevies are ectually borneby consume's
withcorporations sa'vingas mere collection agentsfor thegovernment.® Thus,
consumption tax advocat es might see the near-zero U.S. carporatetax that can
beachi eved through def errd of U.S. tax oncontrolledforeign corporationi ncome
as a welcome incremental step towards a comprehensive consumption tax
regime.*®’

Wesubmit, howvever, that granting consumption tax treatment toincome
earned through a controlled foreign corporation (as well as to other items such
as IRA contributions), while generally maintaining anincome tax regime with
respect to domestic income-producing activities, createsunacceptabledistortions
in taxpayer investment decisions. If a consumption tax regime is the right
approach for providing most of the federal government’s revenues (we believe
that it is not), then Congress should adopt a comprehensive consumption tax
instead of including ad hoc, distortive consumption tax features in the income
tax. In making this argument, however, we recognize that adminigrability
concerns may reguireconsumptiontax treat ment of certain items(e. g., unrealized
appreciation) withthe result that the federal income tax likely will continueto be
a hybrid income-consunption tax regime. Nevertheless, the distortion and
unfairness that result from deferra of controlled foreign corporation income
persuasively argue against includng thefeature of deferral in theU.S. income
tax regime.

VIII. TAX COMPETITION AND EXEMPTION

Many courtriesoffe |lowgereral incometax ratesor specificincometax
incentives, suchastax holidaysfor set periods, to attract investmentswithin their

105. See U.S. Treas. Dep't, Blueprints, supranote 1, at 133;1 U.S. Treas. Dep't, Tax
Reform, supra note 1, at 208.

106. See Congressional Budget Office, The Economic Effects of Comprehensive Tax
Reformch. 2 (1997); Staff of Joint Comm. on Taxation, Descripti on and Analysis of Proposals
to Replace the Federd Income Tax 51-55 (Comm. Frint 1995).

107. For a more detailed examination d the parallels between a consumption tax
regime and deferral of U.S. tax on incame earned through a controlled fareign corporation, see
Peroni, Fleming & Shay, supra note 10, at 466-68.
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bordersby foreigners. Thisapproach to international economicdevel gppment has
recently becomeidentified as “tax compdition.”**®

A. Tax Competition and the Incentive to Invest Abroad

Inan international context, thetax competition strategy isnegated to the
extent that capital exporting residence countries maintain systems of worldwide
taxation without deferral. This is because such a residence country oollects a
current residual tax equal tothe excess of its regular tax over the low taxes paid
by its residents to tax competitors. T hus the investment inducing effect of low
source taxes is negated by the residual tax.'”® Howeve, thedeferral of U.S. tax
on foreign-source income that is permitted under the present U.S. system
substantially reduces the impact of the U.S. resdual tax and permits U.S.
residentsto capturea sigrificant part, if nat all, of thebenefit fromlowtax rates
offered by countries asinvestmert incentives.*° If the United Statesadopted an
exemption system with an explicit zerotax rate on the foreign-sour ceincome of
U.S. residents, the enjoyment of low foreign tax rates by U.S. residents who
invest in countries off ering these tax incentives would be accomplished more
directly. Thus, a defense of tax competition can be seen as an integral part of
building the case in favor of deferra and exemption.***

Advocates of tax competition arguethat it promotes capital formation
by creating warl dwidepressurefor lower tax es'*? and that it causes governments

108. See Avi-Y orah, supranae 10, at 1575-76. In 1998, the Council of Mini ster s of
the OECD adopted arepart identifyingcertain practices asharmful tax competition. See OECD,
Harmful Tax Competition: An Emergng Global Issue (1998). In this report, the OECD made
anumber of recommendations, includingthat countriesenact controll ed foreign corporati on and
passive foreign investment company regimes in order to combat harmful tax competition. See
id.; see also Gustafson, Peroni & Pugh, supra note 7, at 564.

109. See Gustafson, Peroni, & Pugh, supranote 7, at 348-49; Alan R. Rado, United
States Taxation of Foreign Investment: The New Approach 51 (1963); Avi-Y orgh, supra nae
10, at 1642; William W. Park, Fiscal Jurisdiction and Acaua Basis Taxation: Lifting the
Corporate Veil to Tax Foreign Company Profits, 78 Colum. L. Rev. 1609, 1637 (1978); Roin,
supra note 10, at 547. The term “tax competition” previously was associated prindpally with
competi tion among sub-national pditical jurisdictions. Within the United States, constitutional
restrictions on burdenson int erstate commerce limit the ability of Statestocombat t ax reducti on
incentivesof other States other than by matching the tax reduction. As disaussed in thetext, in
an international cortext it is permissible far aresidence country to counteract saurce cauntry
income tax inaentives by imposing tax on the same incme.

110. See Peroni, Fleming & Shay, supra note 10, at 464-66; Surrey, supra note 29, at
823; authorities cited in supra note 101.

111. See generally Mastromarco, supra note 29; Mitchell, supranote9, at 814; L etter
from Congressman Dick Armey to Treasury Seaetary Paul O’ Neill (March 16, 2001); Center
for Freedom and Prosperity PraisesU.S. Administration’ sPolicy Towards OECD’ sHarmful Tax
Initiative, 22 Tax Notes Int’| 2621, 2622 (2001).

112. See Mitchell, supra note 9, at 805.
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to be less wasteful."™® They further argue that tax competition enhances
worldwide economic efficiency by encauraging the retions of the world to
arrange themselves into amenu of countries with varying mixes of tax burdens
and government servicelevelsfrom which investors can choose the combinations
that most apped to them.**

By contrast, the critics of tax competition argue that it for ces countries
to shift their taxes from wealthy owners of mobile capital to relatively immobile
and less wedlthy workers and to reduce taxes and to cut back services and
bendits so that the unfortunate members of society receive less protection from
ameaner globalized world. ™ The popular description of this phenomenonisthe
“race tothe bottom.”***

Both the claimed benefits and asserted harms of tax competition must
be regarded as significantly speculativeat present.*” What is clear, however, is
that the combination of tax competition and thecurrent U.S. system of worldwide
taxation with deferral distats the decision making of U.S. residerts by
encouraging them to locate their income ear ning activities in low-tax countries
instead of in the United States."*® Adoption of a generaly applicable exemption
systemwould only worsen thissituation. Indeed, onetax competition advocate'®
has recognized this weakness in an exemption system and suggested mitigating
the problem with a partia exemption system along the lines described above.**°
For the reasons previoudy given,*”* however, thisis not a workable solution.

In addition, we bdieve that proporents o tax conpetition fail to
articulatethe full implications of their position vis-a-vis the United States as a
tax competitor in the gl dbal economy. There aretwo tax policy optionsavailable
tothe United Statesto compete with other countries’ tax incentives. Oneisto tax
worldwi de income and, as discussed above, cause the berefit of the fareign tax
incentive to accrueto the U.S. Treasury and cause the decisions of U.S. persons
regarding whether to invest within or without the United States to beunaf fected

113. See Mitchell, supra note 9, at 806.

114. See Roin, supra note 10, at 554-61.

115. See Avi-Y onah, supra note 10, at 1575-79.

116. See Roin, supra note 10, at 549.

117. SeeJohn E. Ander son & Robert W. Wassmer, Bi ddingfor Business, The Efficacy
of Local Development Incentives in a Metropolitan Area (2000); Avi-Y onah, supra note 10;
Mitchell, supranate 9; Beverly I. Moran, EconomicDevel opment: Taxes, Sovereignty, and the
Global Economy, in Taxing America197 (Karen B. Brown & Mary LouiseFellowseds., 1996);
Roin, supra note 10; Vito Tanz & Howell H. Zee, Tax Policy for Emergng Markets:
Developing Countries, 53 Nat'| Tax J. 299, 315-19 (2000); Edwin van der Bruggen, Momentum
Buildsin AsiatoEnd Tax Holidays, News, Commentary and Analysis, 21 Tax Notes Int’| 2565
(2000).

118. See authorities cited in supra notes 10 and 103.

119. See Roain, supra note 10, at 588-89, 591-93.

120. See supratext accompanying notes 88-92.

121. See supratext accompanying notes 92-98.
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by foreign tax incentives. The proponentsof so-called tax competition, however,
seek to deny thispolicy alternative to the United States. Instead, they would limit
the United States to the only other policy option available to retain U.S.
investment in the United States, which is to reduce tax rates on domestic
investment. Sincethisisimpractical, theproponents of so-calledtax competition
in essence prefe no campdition (by the United States) so that the benefits of
foreign tax incentives accrueto the private U.S. investor for investment outside
the United States.

Finaly, it isasoclear that deferral and exemption violate the ability-to-
pay norm. The use of the mantra of tax competition to bring about back-door
pressurefor reductionsin U.S. tax rates does not provide sufficient justification
for the United States to either continue deferrd or explicitly exempt foreign-
sour ce income from the income tax base.

B. Assistance to Poor Countries

If the foregoing were the sum and substance of the tax competition
debate, thisarticle' sdiscussion of the subject would be concluded However, tax
competition advocates advance another impor tant argument for their position.
They contend that in a world where drect aid from prosperaus courtries to
impoverished nations is small inrelationship to needs, the only practical way for
desperately poor countries to g essential econamic develgoment funds is to
engagein tax competition that attractsinvestments of privately held capital from
corporateand individual residentsof comparatively high-tax countries.*?* For the
reasons explained above,*® the immediae resdud tax reslting from a
worldwide taxation system without deferral woud be deady to the tax
competition strategy of poor nations. This suggeststhe ar gument that the United
States shoud meintain deferral as an accommodéti on to impecuni ous countries
and that, even better, the United States should facilitate the tax competition
efforts of poor nations by moving to an acrossthe-board exemption system.***

Of course, thesoverdgn status of the United States meansthat itisfree
totax itsresidentswithout regard to theimpact of the U.S. revenueregimeonthe
development strategies of impoverished countries.® Thus, to argue that the
United States should assist developing countries through deferra or exemption

122. See Robert Goulder, Heritage Foundation Criticizes OECD War Against Tax
Havens, 21 Tax NotesInt’| 1628, 1630 (2000); Mitchell, supra note 9, at 810, 814-15; Roin,
supranote 10, at 559, 585; Letter from Congressman Majar R. Owensto Treasury Seaetary
Paul H. O’ Neill (February 7, 2001); L etter from Congressman Charles Rangel and 25 othersto
Treasury Secretary Paul H. O’ Neill (March 14, 2001).

123. See supratext accompanying note 109.

124. See Roin, supra note 10, at 586; Surrey, supra note 29, at 823-24.

125. See authorities cited in supra note 29.
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is to argue that the United States should provide discretionary foreign aid, and
that it should do so thraugh atax expendture program™® instead of a direct
appropriati on scheme.

Thewisdom o maintainingdeferral, ar of adopting a geneal exemption
system, to provide assistanceto foreign countriesthat engage in tax competition
can be usefully tested by assuming that the universe of tax competitars consists
of thefollowing four nations:

Celtica — an economically deveoped country with per capita gross

domestic product in thetop third of all netions but which, nevertheless,

maintains agenerd corporatetax rateof 12% to attract investment from
other countries.

Hostilia — a poor courtry that is unfriendy tothe United States and its

alies, that provides bases for terrorig groups and that is using its

limited resources to devel op weapons of mass destruction.

Incorrectia — a poor courtry that is ruled by a carrupt dictator and a

small group of aonies. Incorredia oppresses women and racia and

religious minorities and generally circumscribes civil libaties It hasa
gereral tax ratefor resident corporations of 30% but it attracts foreign
investment with a zeo carporate tax rate for 5 years and a 5% rate
thereafter. Incorrectia also trumpets its minimal environmental and
worker sf ety rules and the availability of child labor asfurther reasons
for foreign multinationalsto opaate on its soil. Additionaly, it isonthe

Financial Action Task Force slist of countri es that have failed to take

adequate steps to prevent money-laundering. ™’

Freelandia — a poor democratic country with full civil liberties and

equality for all resdents, environmentaly friendly policies and

progressiveworker saf ety and child labor rules. Fredandia appliesa5%

126. Inaclassc article, Professor Bittker argued that the tax expenditure concept is
adeficient pdicy guide becauseit assumes agreement on anormativetax base, departuresfrom
which aretax expenditures. But in reality, Professor Bittker demonstrated, there are manypoints
of disagreement regarding the cantent of a namative tax base. See Boris|. Bittker, Accaunting
for Federal “Tax Subsidies’ in the National Budget, 22 Nat'l Tax J. 244 (1969); see also
Bartlett, supra note 12, at 415-17. Professor Bittker’s argument, although val id on numerous
points, isnot applicalde to our use here o the tax expenditure mncept. Thisisbecause current
taxation of realized worldwide income is clearly a feature of a normativeincome tax base (a
consumption tax baseis somewhat more nuanced on this poirt) and both defer ral and exempti on
of realized foreign-source income are clearly departures from the norm. See supra Part Il;
Flemi ng, Peroni & Shay, supranate 10, at 841-43. Moreover, even if the ertire tax experditure
concept were abandoned, an argument fa employing deferral or exemption to assist the
economic development of indigent nations is, nevertheless, an argument for a particular form
of foreign aid that must be evaluated in the light of other approaches for providi ng such
assistance. That is the focus of this portion o our article.

127. See Cordia Swmtt, FATF Releases New Money-Laundering Blacklist, 23 Tax
Notes Int’| 8 (July 2, 2001).
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tax rate to both foreign and domestic corporations. One of its mgor

political parties, however, has begun to argue that Freelandiashould cut

back on enforcement of environmental, child labor and worker safety
rules so that it can afford to offer a fiveyear tax holiday like

Incorredia’s.

If the United States were considering a program of direct economic
development foreign aid to these four countries, a plausible outcome is that no
assistance would be provided tothefirst three and that Freelandiawould receive
aid only if it gave assurances that it would not significantly degrade enforcement
of its environmertal, child labor and worke' safety regulations.*”® Therefore, a
tax expenditure scheme shoud not be substituted for the direct aid program
unlessthetax experditureplan allowsthekindsof nuanced disti nctions between
candidate countries that would be features of adirect aid program.*® Neither a
gereral exemption system nor a broad deferral system satisfies this criterion
because both approaches would confer assistance on dl four of these countri es
indiscriminately.

Thelogical responsetothepreceding concer nsisto engagein negotiated
tax sparing."® If a foreign country offe's a concessionary tax rate to foreign

128. We do not wish to quarrel in thisarticle with readers who might disagree as to
part or al of these specific conclusions. See, e.g., Steven E. Landsburg, The Imperialism of
Compassion, Wdl St. J., July 23, 2001, at Al4.

Being poor means making hard choices . . . Third Worlders are

making pretty muc the same chaices that Americans and other westerners

made back in the 19th certury when we were poor: They'renot worrying a

wholelot abaut the quality of thei r envi ronment, and they’re not spending

alot of quality timewith their families. Instead, they’ reworking long, hard,

dirty hoursto earn enough to eat. And they’ re putting their children to work,

just as poor people have dwaysdone.

Weonly wishtoillustrate the larger point that adirect economic aid program will always make
distinctions, hogpefully rational ones, among countries that are potential aid redpients.

129. See generally Karen B. Brown, Transforming the Unilateralist into the
Internationalist,in Taxing America, supranate 117, at 214, 217-18, 230; Graetz, supra note 4,
at 309.

130. The Organization for Econamic Co-Operation and Developmert (OECD) has
issued a report on tax garing, which seks to develgp among the OECD cauntries “a more
coherent position on the granting and design of tax sparing provisions.” OECD, Tax Sparing:
A Reconsideration 3 (1998). The OECD report states: “[t] hisreport does na suggest that OECD
and other countries which have traditionally granted tax sparing should necessarily cease to do
s0.” Id. at 42. The OECD report, however, did identify “a number o concerns that put into
question the usefulness of the granti ng of tax sparing relief,” including (1) the vul nerabili ty of
tax sparing totaxpayer abuse; (2) the effectiveness of tax sparing as a method far providing
foreign aid and promoting ecanomic development; and (3) “genaa concerns with the way in
which tax sparing mayencourage countriesto use tax incentives.” Id. at 41; see also Gustafsm,
Peroni & Pugh, supra note 7, at 350.

For a sampling of the commentary on tax sparing, see Timo Viherkentta, Tax
Incentives in Developing Countries and Internatioral Taxation (1991); Mary Bennett,
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investars that is belowthe country’ s normal rate, the tax sparing concept would
have the United States give a foreign tax credit equa to the amount of the
country’ sgeneaally applicable tax.”** Wherethe selected country employsa low
gereral tax rate without special concessions for foreigners, the tax sparing
concept wauld requirea U.S. foreign tax credit that combines both the foreign
tax paid and at | east part of the difference between the low foreign rate and the
U.S. rate.** This system could be established by congressional enactment of a
list of approved low-tax countries or a st of criteria that defines countries
eligible for tax sparing.*® This approach, howeve, would inevitably prove
awkward in dealing with the diverse array of developing countries and with
changes in thdr tax systems.

A better method would be for the United States to negotiate tax sparing
provisions in bilateral tax treaties with low-tax countries.** This latter method
would allow appr opriat e distinctions to bemadeamong nationsand woul d assist
the United States in negdiating apprapriate reciprocal tax concessons for its
residents.”* It also would allow a sunset featureto beincluded inthetax sparing

Reflectionson Current U.S. Policy for DevelopingCountry Tax Treaties, 2 Tax NotesInt’'| 698
(1990); B. Anthony Billings & Gary A. McGill, Tax Sparing on U.S. Multinationals, 48 Tax
Notes615 (1990); Richard D. Kuhn, United States Tax Policy with Respect to Less Developed
Countries, 32 Geo. Wash. L. Rev. 261 (1963); Damian Laurey, Note, Reexamining U.S. Tax
Sparing Policy with Developing Countries: The Merits of Falling in Linewith International
Norms, 20 Va. Tax Rev. 467 (2000); Jffrey Owens & Torsten Fensby, Is Thae a Need to
Reevaluate Tax Sparing? 16 Tax Notes Int'l 1447 (1998); Richard C. Pugh, The Deferral
Principle and U.S. Investment in Develgping Countries in U.S. Taxation of Developing
Countries, at 267, 270-71 (Rabert Hellawell ed. 1980).

131. Thisisthe usual situation in which the tax sparing issue arises. See Gustafson,
Peroni & Pugh, supra note 7, at 348-50; Ran, supra note 10, at 547 n.17.

132. The question of whether to grant tax sparing does not usually arise in this
Stuation because countries usually engage in tax campetition through narrowly-targeted tax
incentives rather than by adopting a low general rate. However, ane of the dbjections to tax
sparing isthat it abets the distortion that results when a foreign cauntry aeates exceptions to
its generdly appicable tax rate by conferring concessonary rates on a narrow class or classes
of activities. See Joint Comm., Desaiption, supranote 10, at 87. Thus, if a devel going country
responds to this dbjection by choosing to attract fareign investment thraugh lowering its
generally applicabl e tax rateinstead of creating narrow tax concessions, its candidacy for tax
sparing should be regarded as enhanced.

133. See IRC 88 901(j), 999.

134. Of course, the United States does not presently have income tax treaties with
many low-tax devel gping countries. Qur recommendatian wouldrequire a change on this poirt.

Oneof thetraditional U.S. dbjectionstotax sparing throuch bilateral treatieshasbeen
that tax sparing amounts to giving theaffected foreign-saurce incame alower tax burden than
domesti c-source income and that this ought not to be accomplished through the treaty process.
See Joint Comm., International Competitiveness, supra nae 14, at § Il.H.1. The logc of this
position is not convincing assuming that the United States decides that tax sparing is a
desirable way toassist low-tax devel oping countries.

135. See Richman, supra note 10, at 70.
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article of the Fredandia treaty so that thearticle cauld berevisited periodically
and changed if Fredlandia“ cheats’ on the deal by significantly conpromisingits
concean for children, the envirormert and thesafety of its warkers.**®

The United States has historically resisted tax sparing.**” One of the
principal reasons for doing so is the view that granting tax sparing to avoid the
effect of the U.S. residua tax on low-taxed foreign income is unnecessary
becausedeferral already allows U.S. residentsto substantially eliminatethe U.S.
residual tax.**® This objection would disappear, however, if the United States
adopted our recommendation to abolish deferral and reject exemption.

The United States has adso feared that granting tax sparing would
encourage poor countriesto engagein tax competition by loweringtheir ratesand
sacrificing neaded revenues.** In addition, the cost effectiveness of this form of
foreign aid ishighly questionable. TheU.S. domestic experiencewith section 936
isinstrudive Income tax incentives inthe form of reduced tax rates favor the
highest profit margin industries, such as pharmaceuticals and dectronics. In
Puerto Rico, the U.S. Genera Accounting Office found that before the
amendments to severely restrict sedion 936 in 1996,'** thetax subsidy for an
€l ecting section 936 corporationin thepharmaceutical industry was $70,788 per
worker, which was 267% of the average wages pad to pharmaceutical
worke's.** This experience suggests that, to be cost ef fective, there would have
to be a close monitoring of the effects of the subsidy.

Our purpose, however, isnot to provide afull analysis of tax sparingin
thisarticle. Ingtead, the larger point to be drawn from this discussion isthat if a

136. See Richmond, supranote 10, at 70. However, ane of us has previously cautioned
that use of tax penalty o “ negative tax expenditure” provisians as a means of achievingnontax
policy objectives should undergo a cost-benefit analysis. See, e.g., Peroni, supra note 20, at
1010. Thisauthor would also apply thesame cautionto use of tax sparing provisions asameans
of achieving child pratection, warker safety, a environmertal protection goals.

137. See Gustafsmn, Peroni & Pugh, supra note 7, at 349-50; Brown, supra note 129,
at 224-25.

138. See JointComm, Description, supranote 10, at 87; Surrey, supranote 29, at 823.

139. See supra Part |; Peroni, Fleming & Shay, supra note 10.

140. See Joint Comm., Description, supra note 10, at 87.

141. See Small BusinessJob PratectionAct of 1996, Pub. L. Na 104-188 § 1601, 110
Stat. 1755, 1827. The 1996 | egislation terminated the § 936 credit for new claimants and phased
the credit out over a 10-year period far existing claimarts.

142. See United States General Accounting Office, Pharmaceutical Industry Tax
Benefits of Operating in Puerto Rico, reprinted in 138 Cong. Rec. 11376, 11377 (May 14,
1992). For critiques of the cost effectiveness of § 936 as a tax subsidy device, see Thomas R.
Barker, Note, Ending “Welfare As We Know It" (Corporate Welfare, That Is): Irternational
Taxation and the Troubled History o Internal Revenue Code Section 936,21 Suffolk Transat’|
L. Rev. 57 (1997); NancyH. Kaufman, PuertoRico’s Possessions Corporations: Do the TEFRA
Amendments Go Too Far?, 1984 Wis. L. Rev. 531; Camilla E. Watson, Machiavelli and the
Politics of Wl fare, Nati ona Health, and Old Age: A Comparative Perspective of the Policies
of the United States and Canada, 1993 Utah L. Rev. 1337, 1402.
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full consideration of costsand benefits establishes that the United States should
assist poor countries by accommodating tax competition, bilateral tax sparing
agreemertsare abetter approach for doing so than deferral or exemption. Stated
differently, the tax competition strategies of impoverished countries do not
establishacasefor compromising the ability-to-pay principleby maintainingthe
current deferral system or by adopting a generally applicable exemption system
for foreign-sourceincone of U.S. residerts.

IX. ENFORCEMENT OF WORLDWIDE TAXATION

It has been suggested that U.S. residence taxation, i.e., taxation of U.S.
residents on their worldwide incomes, has become significantly unenforceable
withrespect to foreign-sourceincome.*® This suggestionis based ontheredlities
that the United States cannot practically withhdd tax on foreign-sourceincome,
that U.S. residents have abundant opportunities to invest in | ow-tax countries
withwhich theUnited States has noeffectivei nfarmati on exchangearrangements
and that in thisenvironment, many U.S. residents do, andwill continueto, unde-
repart their foreign-sourceincome.*** From these premises, one might arguethat
the United States should explicitly exempt foreign-source income instead of
turning U.S. residents into tax felons by clinging to a worldwide system that is
unenforceablewith respect to numerous taxpayers.

Wedisagreewith thisargument. The datawithrespect tononcompliance
by U.S. residentswith respect to U.S. tax on foreign-sour ceincomeunder current
law islimited and highly speculative. Moreover, for the r easons given above,**
theimpartance o mairtaining fidelity totheability-to-pay principleand avoiding
an exemption system's pavese incentives strongly suggests that before
surrendering to an exemption approach out of concerns regarding taxpayer
noncompli ance, the United States should continueinitiatives to enforce taxation
of thefordgn-source income of U.S. residents. The United States should also
continue to widen its network of infarmation exchangeagreemerts with source
countries.*

143. See Avi-Y mnah, supranate 10, at 1583-86, 1593-98; Roin, supranote 10, at 594.

144. See Avi-Y onah, supranote 10, at 1583-86, 159 3-98; Graetz, supranote4, at 313.
This problemis likely confined to individuals and cl osely held businesses. The pressure on
publiclytraded corporationsto support their stock prices by showingas much income as possible
on their financia statements probably prevents these corpor ations from hiding foreign-source
income from the Internal Revenue Service. See Roin, supra note 10, at 602 n.194.

145. See supra Parts|, Il and V.

146. See Graetz, supranote 4, at 314. There have been assertions that exchange of
information between countriesisunacceptable wherethe purposeistoenforaeresidence courtry
taxation of foreign-source income. See Letter from Congressman Dick Armey to Treasuy
Secretary Paul O'Neill (Mar. 16, 2001); Dan Mitchell, Center for Freedom and Progerity
Strategic Memorandum (Jure 11, 2001); Mastromarco, supra nae 29, at 1625. This view
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X. CONCLUDING OBSERVATIONS: WEIGHING THE FACTORS
A. Why Not Do as Others Do?

With respect to deferrd, aleading tax lawyer has recently stated that
“[w]e often hear tax reformers scream about the evils of deferring taxes on
foreign earnings, but if other countries do the same with their companiesiit is
hardto seewhy weshoud trest our companieslessfavarably.”*” Astheanaysis
inPart VII hasindicated, defaral isadevicethat effectively all ows taxpayersto
elect out of the U.S. worldwide taxation system and into the close economic
equivalent of an exemption system.**® Thus, exemption system advocates are
inclined to broaden the preceding quotation and ask why, if some other countri es
directly confer the advantages of an exemption system on their residents, should
the United States treat its residents less favorably by holding to a worldwide
sysem?*® The answer is that we might choose to treat our companies less
favorably than companies resident in exemption-system countries because we
give a higher priority to fairness in thedesign of our income tax rules than is
implied by the choice of an exemption system.

To be specific, the U.S. incame tax is heavily grounded on a fairness
notion—that taxpayers should cortributeto the cost of government inrelationship
totheir compar ative economicwell being or ability-to-pay.*° Itisclear, however,
that inconstructing o ref orming anincometax, the goals of simplicity, economic
neutrality/efficiency and economic growth must also betaken into account and
may require that fair ness concerns be somewhat circumscribed.

With respect to simplification, exemption system proponents argue that
an exemption regime would advance the goal of reducing complexity inthetax
sysem.’** Afte all, what could be smpler than not taxing f oreign-sourceincome
a al?

Adoption of an exemption regime might, indeed, simplify the U.S.
sysem for taxing its residents’ foreign-source income, but the amount of
simplificationto be gained by the switch from aworldwide approachisuncertain
and may ot be great. Thisis largdy due to the fact that adopti on of a regime
that provi desan explicit zerorate of tax for foreign-sour ceincomewill heighten
the importance of those eements of the system dealing with the distinction

assumes that worldw ide i ncome taxati on is i mproper. By now, it is abundantly clear that we
respectfully and strongly disagree.

147. An Interview with Peter L. Faber, News, Commentary and Analyds, 87 Tax
Notes 349 (2000).

148. See supra text accompanying notes 100-104.

149. See National Foreign Trade Council, supra note 6, at 6-28 to 6-29.

150. See authorities cited in supra note 3.

151. See Chorvat, supranote 9, at 850-53.
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between U.S.-source and foreign-source net income Thus, the sourcing rules,
transfer pricing rules and expense-allocation rules will inevitably assume a
greater roleunde anexemptionregimethanunder the pr esent worldwide sy sem.
We should expect that these rules wauld all be tightened in the exemption
context, thereby becoming more conplex and more productive of cantroversy
betweentaxpaye's and the |RS.**?

Moreove, to mitigate fairness and economic efficiency/neutrality
conceans, some countries exclude both passive income and low-taxed foreign-
source business income from their exemption systems (indeed, most countries
exclude passive income from their exemption systems) and employ aworldwide
system (witha foreign tax credit) for thisex cluded income.**® If the United States
went down this road and preserved its worldwide system (with its complex
foreign tax credit) for passve and low-taxed foreign-source income, the
simplification gains from an exemption system could be dim indeed.***

In addition, some exemption countries have determined that although a
resident’ sforeign-sourceincome shouldbe excluded fromthetax base, it should,
nevertheless, be taken into account for pur poses of determining the progressive
tax rate that applies to the resident’ s domestic-source income. This principle is
generadly referred to as exemption-with-pr ogression. ™ | f the United Stateswere
to adopt this approach, the issue of whether or not to recognize unr epatriated
controlled foreign corporation income when implementing exemption-with-
progression woud be critically important and might well result in the
preservation of the Subpart F and the passive foreign investment company
regimes for this purpose. If so, the simplification gains from converting to an
exemption system would be significantly reduced.

An exemption system is also a highly distortionary departure from the
goal of economic neutrality. At its worst, an exemption system can cause an
investment in alow-tax foreign country to be preferredtoaU.S. investment even
though the U.S. investment has a higher befare-tax rate of raurn and is,

152. Seegenerally Michael J. Mclntyre, Thoughtson the |IRS' s APA Report and More
Territorial Taxation, 87 TaxNotes445, 446 (2000); Merrill, supranote 14, at 103; Peroni, supra
note 20, at 985; Tillinghast, supra note 14, at 211-12; see also Grubert & Muitti, Dividend
Exemption, supra note 10, at 7.

153. See Ault, supranae 16, at 402-06, 411-12; Woel Iner, Barkozzy & Murphy, supra
note7, at 1336-37, 1340-64; Chorvat, supranote 9, at 855-59; Graetz, supranote 4, at 324, 329;
see also Rosenbloom, supra note 36, at 1549-50; Tillinghast, supra note 14, at 209-10.

154. See Kingson, supra note 14, at 53-54; Peroni, supranote 20, at 986. Although
Australiagenerally employs an exemption regme for foreign-source income, it taxes certain
foreign-sourceincome under aworldwide system that featuresan anti-deferral r egime described
as “probably the most camplex tax legislation which this cauntry has seen.” See Woellner,
Barkoczy & Murphy, supranote 7, at 1347.

155. See Ault, supra note 16, at 402; Rain, supra note 13, at 1761-62 n.27.
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therefare, economically superior.* It is difficult to see how the economic well-
being of the United States is furthered by distorting taxpayer decisions in this
mamer.

With respect to economic growth, exemption advocates corntend that
exemption systems create greater worldwide economic well-being than do
worldwide taxation systems.®” The empirica and theoretica support for this
proposition is, however, so mixed and debatable that the claimed economic
growth virtues of the exemption approach must be regarded as speculative at
best.158

Likewise, theclaims that adoption of an exempti on system by the United
States is necessary to keep American businesses on a competitive footing in
foreign marketsar e render ed dubious, at best, by theextensive overseas success
of Amarican businesses.*® Advocates of the comptitiveness view have failed to
provide convincing enpirical evidence for their claims that worldwide taxation
undermi nes the ability of U.S. individuals and corporations to compete in the
global marketplace.**

In addition to the preceding points, Parts VIII and IX have discussed
way's to overcome objections to worldwide taxation that are based on adesire to
accormmodkte the tax competition strategies of poor countriesand a concern for
the enforceability of residence taxation.™**

Thus, it is quite rational far Americans to conclude that when the
significance of the ability-to-pay fairness principle is weighed against an
exemption system’s distortionary effects, uncertain simpl ification benefits and
speculative economic growth consequences, and againgt the strong competitive
performance of American bus nesses abr oad, worldwidetaxation isthepreferred
option. Thisholdstrueregardless of thefact that other countries, with aherideas

156. See supra text accanpanying naes 79-80; Avi-Y orah, supra nate 10, a 1604
Nn.132; see also Jane G. Gravelle, Fareign Tax Provisions of the American Jobs Act of 1996, 72
Tax Notes 1165, 1166 (1996); Grubert & Multti, Where U.S. Corporations I nvest, supranote 10,
at 835; Mitchell, suprande 9, at 804; Peroni, supra note 20, at 983, Robert J. Peroni, Deferral
of U.S. Income Taxon International Income: End It, Don’'t Mend 1t-Why Should We be Stuck
in the Middle with Subpart F?, 79 Tex. L. Rev. 1609, 1613-14 (2001).

157. See, e.g., Gary ClydeHufbauer, U.S. Taxation of International Income: Blueprint
for Redform 57-59 (199Q).

158. See, e.g, Joint Canm., Overview, supranote 14, at 8 IV.D; U.S. Treas. Dep't,
Deferral, supranote 7, at 25-54; Altshuler, supranae 10, at 1585 Hines, sypranote 14, at 401-
02; Rousslang, supra note 10, at 595-97.

159. See U.S. Treas. Dep't, Deferral, supra note 7, at 56.

160. See U.S. Treas. Dep't, Deferral, supra note 7, at 56-57, 61.

161. See supratext accompanying notes 108-146.
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regarding the rdativeimportance of fairness, countenance generous deferral of
foreign-sourceincome or employ exemption systems.'*

B. Ending Deferral

Asindicated previously, however, thefeeble U.S. anti-deferral provisons
alow U.S. resdentsto effectively dect out of the U.S. worldwide system and
intothe close equivalent of an exemption system by taking advantage of genaous
opportunities to defer recognition of foreign-source income.'®® The deferal
privilege allows U.S. residents to achieve the approximate tax resuts of an
exemption system'® but only if these residents engage in econamically wasteful
businessarrangements.'®® Thus, the deferral privilegeisapoorl y designed quasi-
exenmption system thet is availableonly to wdl-advised taxpayers.

For the same reasons set out abovein rdation to anexemption sy stem,
we believe that the ability-to-pay criterion supports ending deferral of U.S. tax
on foreign income earned through a foreign corpor ation. T he current system of
deferral distorts investment decisions, is unbearably complex and has not been
shown to improve U.S. econaomic growth. When the abilityto-pay fairness
principle is taken into account, it furni shes yet another basis on whichto prefer
current taxation of worldwide i ncome with no deferra privilege.*®

162. See Reuven S. Avi-Yoreh, Tax, Trade, and Harmful Tax Competition:
Reflections on the FSC Controversy, 21 Tax Naes Int’'| 2841, 2843 (2000) (arguing that an
exemption system, as typically constructed, is a prohibited expart subsidy under the General
Agreement on Tariffs and Trade). For amore cautious view on this point, seeWestin& Vasek,
supra note 10, at 341-44.

163. See supra Part VII.

164. See U.S. Treas. Dep't, Deferral, supranote 7, at 46; Altshuler, supranote 10, at
1588-93; Grubert & Muitti, Dividend Exemption, supra note 10, at 4.

165. See Peroni, Fleming & Shay, supra note 10, at 458-59, 501-04.

166. If the United Stat escannot summonthepditical will to circumscribe the deferral
loophole in its worldwide taxaion regme, the second-best alternative may be to abandon
worldwidetaxation cum deferral and adopt anexplicit exemption system. As suggested above,
however, in order to prevent the exemption system from eroding U.S. taxing jurisdiction over
U.S.-source income, an explicit exemption system wauld require enhanced trarsfer pricing,
source-of-incomeand ex pense-dl ocation rules. Mor eover, to restraintheexempti on systemfrom
providing astrong incentive for U.S. taxpayersto shi ft highlymobile passive inammetolow-tax
foreign countries, aproperly designed exemption system would exclude passive i ncome from
the exemption regime and hand eit under a worldwid esystemwi th aforeigntax credit. Findly,
concernsabout fairness and econamic efficiency wauld probebly dictate that low-taxed foreign-
source business income be excluded from the exemption system and taxed under a worldwide
system. When an exemption regime having all of these characteristicsis presented in fully-
devel opedform, much of the attractivenessthat exemption possesses as an abstract concept may
disappear. Certainly, much of an exemption system’s simplification potential is lost if
significant amountsof foreign-sour ce income remain subject to a worldwide system, unless a
“roughjustice” goproach isadopted under which international dauble taxation is mitigated by
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It seems useful at this juncture to emphasize that a repeal of deferal
could be accompani ed by a counterbalancing cut in the corporate, or individual,
tax rates so that the repeal would be revenue neutral. Indeed, our advocacy for
repealing deferrd is based on concerns regardingfairnessand distortion, not on
the hope that federal revenues will be increased. Thus, we would urge the
elimination of defaral regardlessof whether Congress used any resulting revenue
increase to enlargegovernment spendng a pay for a geneal tax cut.

C. The Preferred Alternative

Although the application of the ability-to-pay fairness prirciple to
intenational income taxation is complicated by the presence of foreign
taxpayers, by income earned through C corporations and by the claims of other
governments to tax cross-border income, it is nonetheless possible, and indeed
important, to analyze international tax policy in terms of fairness. As the
foregoing discussion denonstrates, we believethat thefairness criterion supports
the conclusion that taxing worldwide income and ending the deferral privilege
provi des atax regime that is superior to either the current system or the adoption
of an exemption system.

allowing only adeduction for foreign taxes borne by passive incame or low-taxed business
income remaining in the worldwide system. See Rosenbloom, supra note 36, at 1549-50.
(Becausethe source courtry rate of tax on passive income wauld usually be low, thereislittle
or no doubl etaxation probl em and, consequently, much to be said for confining U.S taxpayers
to a deduction, instead of a credit, for foreign taxes on foreign-source passiveincome. This
approach would avad many of the camplexities of aforeign tax aedit. See Graetz, sypra note
4, a 332-34; Rosenbloom, supra note 36, a 1549-50.) In other words, the s mplificati on
potential of an exemption system depends heavilyon achi eving substanti d repeal of theforeign
tax credit provisions, including the complex basket limitation rules. See IRC § 904(d).
Conversly, the simplification goal is defeated to the extent that concerns abaut perverse
incentives and fairness lead to the adoption o a systemthat is a hybrid of the exemption and
credit approaches. We intend to explore these matters in a future article.





