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Foreword: The Volcker Task
Force on Tax Reform

By Robert Goulder

On March 25 President Obama announced the creation of a
special task force to review the shortcomings of the U.S. tax
system. The group is part of the President’s Economic Recovery
Advisory Board and has come to be known as the Volcker task
force because of the appointment of Paul Volcker as the board’s
chair.

Volcker is being assisted by Austan Goolsbee, the president’s
senior economic adviser, who serves as the board’s staff director.
Members of the task force include Martin Feldstein, Laura
D’Andrea Tyson, Roger Ferguson Jr., and William Donaldson.
They have been charged with presenting Treasury Secretary
Timothy Geithner with a report and recommendations by De-
cember 4.

Mindful that it faces considerable challenges, we at Tax
Analysts wish the task force success on this critical project. Its
mission, like ours, is to foster a tax system that is fairer, simpler,
and more economically efficient. Every American stands to
benefit from a tax system that better serves these shared interests.

We are proud to present the task force, and the taxpaying
public, with this collection of original essays to aid in that
endeavor. We have assembled a roster of the most experienced
and knowledgeable experts in the tax community to offer specific
proposals on how to improve our tax system. We sought contrib-
uting authors with diverse backgrounds, drawing from a pool of
internationally respected lawyers, economists, academics, and —
knowing that taxation will inevitably be viewed through a
political prism — liberals and conservatives.

Each essayist was presented with a hypothetical scenario: Imag-
ine having five minutes alone with task force members to advise
them on what features of the tax system most need fixed and how
you would change them. The writers were limited to roughly
1,000 words, a restriction that necessitates concise analysis and
clarity of thought. Countless volumes, if not entire libraries, have
been devoted to tax reform. We do not seek to replicate those

TAX ANALYSTS 9
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FOREWORD TOWARD TAX REFORM

exercises here. We anticipate that readers will appreciate that these
essays waste little time in getting to the point.

We are grateful to the authors who undertook this project. For
each of them, as for us, the pursuit of optimal tax policy is a labor
of love.

Reflections on the Mission

Like many other Americans, we welcome any rethinking of
our country’s tax system. Our enthusiasm must be tempered by
the need to be realists. Previous groups have conducted similar
reviews of our tax regime but generated little in the way of
concrete results. The most recent report was less than four years
ago (November 2005), courtesy of President George W. Bush’s
Advisory Panel on Federal Tax Reform.

But things are different now. There is reason to hope that the
task force may produce lasting benefits. Not only do we have an
administration that professes to embrace change, but our coun-
try’s economic situation is more precarious than at any other
time in recent history. The same budget projections that suggest
a dismal future might serve as a necessary catalyst for genuine
reform. History teaches that it often takes a crisis of great
magnitude to force Congress’s hand, especially on such politi-
cally sensitive matters as taxes.

The influence of that sensitivity cannot be overstated. The
perceived failing of Bush’s advisory panel was that it dared to
question the prevailing incentives for homeownership, the treat-
ment of employer-provided healthcare coverage, and the deduct-
ibility of state and local tax payments. In other words, generous
tax expenditures were labeled as such. One hopes that this time,
everything will be on the table, even the sacred cows of the
Internal Revenue Code.

At one level, the scope of the task force has been narrowly
defined. Office of Management and Budget Director Peter
Orszag initially told reporters the group’s mandate was to: (1)
reduce the tax gap, (2) simplify compliance burdens, and (3) close
loopholes that enable “corporate welfare.”

Those are worthy goals. But many Americans will be disap-
pointed if the task force limits itself to those problems. Larger
issues are at play, and our fiscal circumstances beg for a broader

10 TAX ANALYSTS
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TOWARD TAX REFORM FOREWORD

review of U.S. tax policies. This is especially true in light of
changes in the global economy in which U.S. businesses must
operate. Decades of piecemeal legislative tinkering have resulted
in a fragmented statutory scheme that can be characterized as
disjointed and dysfunctional.

We know that America can do better. This project represents an
opportunity to wipe the slate clean and provide our nation with
the tax system it deserves.

Comments? E-mail Tax Analysts at TowardTaxReform@tax.org. m

THE PRESIDENT'S ECONOMIC RECOVERY
ADVISORY BOARD

CHAIR

Paul Volcker
Former Chair, Federal Reserve Board

STAFF DIRECTOR

Austan Goolsbee
Senior Economic Adviser to President Barack Obama

TASK FORCE MEMBERS

Martin Feldstein
Professor of Economics, Harvard University
Former Chief Economic Adviser to President Ronald Reagan

Laura D’Andrea Tyson
Professor of Economics, University of California at Berkley
Former Economic Adviser to President Bill Clinton

Roger Ferguson Jr.
CEO, TIAA-CREF
Fomer Vice Chair, Federal Reserve Board

William Donaldson
Former Chair, Securities and Exchange Commission
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Closing the International Tax Gap Via
Cooperation, Not Competition

By Reuven S. Avi-Yonah

Reuven S. Avi-Yonah is the Irwin I. Cohn Professor of Law and
director of the International Tax LLM program at the University of
Michigan.

Copyright 2009 Reuven S. Avi-Yonah.
All rights reserved.

All three major goals of the Volcker task force — reducing tax
evasion and loopholes, simplifying the code, and reducing
corporate welfare — can be advanced by focusing on the
international aspects of the tax gap. These aspects include both
enforcement of existing U.S. law on U.S. residents earning
income overseas (the evasion issue) and reforming deferral for
U.S.-based multinational enterprises (the avoidance issue). To
best advance the task force’s three goals, I would propose a
change in each of these two major international areas.

The Evasion Issue

The recent revelations involving Swiss bank UBS reveal a
fundamental problem in enforcing U.S. tax law on U.S. residents
earning income overseas. Beginning with the enactment of the
portfolio interest exemption in 1984, the United States has
engaged in a race to the bottom designed to encourage residents
of other countries to invest their funds in the United States
without having to report the income to their home jurisdiction.

Thus, we permit those foreign residents to earn investment
income from U.S. sources without meaningful withholding (capi-
tal gains, interest, and royalties are exempt, and dividends can be
replaced with dividend substitutes) and without the U.S. payer
having any information about the real identity of the payee.
(Interest can be paid directly to tax haven corporations, while
royalties and dividends can be paid to qualified intermediaries,
and in both cases the U.S. withholding agent will not know who
the real payee is.)

The problem, as the IRS’s recent pursuit of UBS for noncom-
pliance revealed, is that these rules enable U.S. residents to also

TAX ANALYSTS 13
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AVI-YONAH TOWARD TAX REFORM

earn U.S.-source investment income without paying any tax on it.
The provisions that are designed to prevent this, such as legends
on bearer certificates and audits of qualified intermediaries by
foreign auditors, do not work.

The currently fashionable solution is exchange of information.
If all tax havens automatically gave all their data on U.S.
residents to the IRS, the problem would be solved. But that will
never happen, because we cannot make all the havens cooperate.

There is a better solution. The key observation here is that
funds cannot remain in tax havens and be productive; they must
be reinvested into the prosperous and stable economies of the
world (which is why some laundered funds that do remain in the
tax havens earn a negative interest rate). If the rich countries
could agree, they could eliminate the tax havens’ harmful
activities overnight by, for example, imposing a refundable
withholding tax (for example, at 35 percent) on payments to
noncooperating tax havens, or more broadly, to all nontreaty
countries, and by insisting on effective automatic exchange of
information with treaty countries. The withholding tax would be
refunded after a showing that the income was reported to the
country of residence.

The financial services industry would no doubt lobby hard
against such a step, on the grounds that it would induce
investors to shift funds to other OECD member countries.
However, the European Union and Japan both have committed
themselves to taxing their residents on foreign-source interest
income. The EU savings directive, in particular, requires all EU
members to cooperate in the exchange of information or impose
a withholding tax on interest paid to EU residents.

Both the EU and Japan would like to extend this treatment to
income from the United States. This would seem an appropriate
moment for the United States to cooperate with other OECD
member countries in imposing a withholding tax on payments to
tax havens that cannot be induced to cooperate in exchanging
information, without triggering a flow of capital out of the OECD.

The Avoidance Issue

The debate on subpart F has been going on for almost 50 years.
From its enactment in 1962 to 1994, a series of steps were taken
to curtail deferral, without significantly altering the original

14 TAX ANALYSTS
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TOWARD TAX REFORM AVI-YONAH

compromise that permitted deferral of most active income. From
1994 to 2006, another series of steps significantly expanded the
scope of deferral, and there is now a push to go further and
exempt dividends from active income.

Exempting dividends makes sense from an economic efficiency
perspective, because the current tax on dividends raises little
revenue while inducing significant behavioral changes. But there
is an obvious alternative: eliminating deferral altogether. That
would result in significant simplification because dividends, in-
terest, and royalties from controlled foreign corporations would
not be taxed, and formulas could be used to allocate deductions,
just as they now are for interest. Also, outbound transfer pricing
would be eliminated, and the foreign tax credit would be greatly
simplified (for example, the tricks designed to obtain credits for
foreign taxes on deferred income would disappear).

The problem, however, as always, is competitiveness: Like
they did in 1961, the U.S.-based MNEs would argue that elimi-
nating deferral would make them noncompetitive, and they
would threaten to migrate.

But this problem, too, has a cooperative solution, namely for
all OECD members to adopt or strengthen their CFC rules.
Because 90 percent or more of MNEs are headquartered in OECD
countries, if all OECD jurisdictions abolished deferral, the com-
petitiveness issue would disappear. Inversion transactions could
be combated with strict residency definitions based on a properly
interpreted managed and controlled standard, because few
MNEs would truly want to set up headquarters in tax havens.
There may be some growth in MNEs based in developing
countries, but economically most MNEs will need to be based in
OECD countries for a long time to come.

In my opinion, the solution to both the evasion and the
avoidance problem is the same: cooperation with other OECD
members, not competition. In a multilateral world, that is the
way to preserve the income tax, which cannot be maintained for
either individuals or corporations if cross-border income is
exempt from taxation. ]

TAX ANALYSTS 15
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Tax Policy Should Encourage
U.S. Investment and Growth

By William C. Barrett

William C. Barrett is the vice president of tax and trade with
Applied Materials.

Copyright 2009 William C. Barrett.
All rights reserved.

Businesses are compelled (and duty-bound in their obligation
to shareholders) to reduce costs and maximize profits. A U.S.
multinational competing globally is exposed to lower costs and
more efficient offshore operating models. When a company
evaluates potential offshore sites for its operations, maximizing
return on operating costs such as manufacturing, research, and
logistics is a key consideration.

Another consideration when selecting an investment location
is the possibility of a lower corporate income tax burden. At a
minimum, corporate tax is on an equal footing with other costs of
doing business when operational investment location is under
review. A low tax rate alone, however, will not compensate for
the absence of other favorable business investment conditions.

As part of a global analysis of operational cost and efficiency
opportunities, corporate tax is a critical piece of the investment
location analysis. If the analysis shows that the United States and
country X are equally competitive at the operating cost level, but
the country X effective tax rate is 10 percent and the U.S. effective
tax rate is 35 percent, the 25 percentage point tax rate difference
(representing reduced shareholder return on investment) cannot
be ignored if the multinational is to remain competitive.

Tax, as a cost variable in deciding investment location, has a
direct impact on locating manufacturing and research and a
corresponding direct impact on economic growth and employ-
ment. A higher tax rate negatively affects share values, which in
turn negatively affects retirement accounts and pensions and the
ability to fund healthcare reform.

Recent federal tax proposals are designed to increase the tax
rate on income earned (and already taxed) in foreign markets. If

16 TAX ANALYSTS
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TOWARD TAX REFORM BARRETT

tax policy takes the path of increasing the U.S. multinational cost
structure, multinationals will explore cost reduction alternatives
to make up for lost profits as a result of the corporate tax increase
— one dollar of after-tax operating cost is no different than one
dollar of tax cost.

The result of increasing multinational tax rates is predictable:
U.S. companies (or their foreign subsidiaries) will become targets
of foreign acquirers; more research and manufacturing will be
forced to migrate offshore; management and control will migrate
offshore; or companies will become marginalized relative to
foreign competitors, which may force them out of business.
Those potential outcomes illustrate why the corporate tax is
really a tax on employees. An employee who loses a job because
of the corporate tax suffers a 100 percent tax burden.

Policymakers — both Democrats and Republicans — find
themselves at a very important crossroads. The fiscal policy
decisions they make now will either move the country in the
direction of increasing indigence or create a favorable investment
climate by reducing the corporate tax burden, which will encour-
age retention and growth of U.S. investment and jobs. The more
desirable approach would be to design a tax policy that encour-
ages U.S. investment and does not punish multinationals for
being successful in foreign markets.

The global effective tax rate on U.S.-based companies must be
reduced if the United States is to become competitive again as a
preferred investment location. This can be achieved either
through a significant reduction in the existing corporate income
tax or through a fundamental change of the way U.S. multina-
tionals are taxed. The following are three alternative approaches
to the U.S. corporate tax system:

m A 20 percent or lower U.S. corporate tax rate will produce a
global effective tax rate in line with the rest of the world.
This can be achieved with either worldwide taxation of
income earned offshore or a territorial tax (operating income
earned offshore is not taxed in the United States) that
replaces the current tax system.

m A variation of the territorial tax approach that would truly
distinguish the United States as an attractive investment
location would be to “border adjust” exports and imports.
Under a border-adjusted tax system, income earned on

TAX ANALYSTS 17
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BARRETT TOWARD TAX REFORM

exports from the United States would not be taxed, but
imported products would be taxed — either through taxa-
tion at import or allowing no deduction for imported goods.

m A further evolution of a border-adjusted approach would be

to repeal the existing corporate income tax and adopt a
business transaction tax or business activity tax (BTT/BAT).
Key features of a BIT/BAT would include border adjust-
ment of exports and imports; territorial taxation of foreign
income; a deduction for capital and inventory purchases; no
deduction for salaries and wages; a 15 percent or lower
statutory tax rate; and a credit for employment taxes.

A BTT/BAT would greatly simplify corporate tax administra-
tion, increase transparency, and, most importantly, promote a
fiscal policy approach that encourages U.S. investment, employ-
ment, and growth. A BTT/BAT can be designed to minimize
winners-and-losers transition issues through the employment tax
credit and a cap on the BTT/BAT (equal to a percentage of
financial statement income). The effective tax rate on U.S. earned
income would be higher than the BTT/BAT 12 percent to 15
percent statutory tax rate because of the compensation addback
and elimination of most tax credits (other than a credit for
employment tax). Therefore, a BTT/BAT system can be designed
to be tax revenue neutral for the U.S. government.

A BTT/BAT corporate tax system would send the clearest mes-
sage to multinational companies that the United States is again a
viable investment and job creation location. ABTT/BAT is a better
(and simpler) corporate taxmodelina global economy, and because
of the territorial and border-adjustment elements of the model, it
would not override other sovereign countries’ tax policies.

Fiscal policy should encourage, not discourage, U.S. invest-
ment and employment. Investment, productivity, and real wage
growth in the United States increase the asset side of the U.S.
balance sheet to absorb increasing levels of federal debt. Corpo-
rate tax policy that raises the U.S. global tax rate of multi-
nationals will impede growth and innovation — clean energy,
high tech, or otherwise. If the United States does not chart a fiscal
policy course of action that encourages U.S. investment and
productivity, it will run the risk of systemic unemployment and
lag behind the rest of the world in resurgent growth. [ |

18 TAX ANALYSTS
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Repeal the Debt-Financed Rule as
Applied to Exempt Investors in Funds

By Kimberly S. Blanchard

Kimberly S. Blanchard is a partner in the tax department at Weil,
Gotshal & Manges LLP, New York.

Copyright 2009 Kimberly S. Blanchard.
All rights reserved.

Congress could accomplish significant structural tax reform
simply by repealing section 514 as applied to investments by
pension funds and other exempt investors in investment funds
that employ leverage at the fund level. Thoughtful commentators
have been calling for the simplification, if not outright repeal, of
section 514 for years.! This reform was proposed in 2007 but went
nowhere.? As this article went to press, House Ways and Means
Committee member Sander M. Levin, D-Mich., introduced a
similar reform bill, H.R. 3497.

Section 514 was enacted in 1969 to combat a specific tax abuse
made famous by the Clay Brown case.? It is designed to prevent
tax-exempt organizations from leveraging off their exemption by
making leveraged, “bootstrap” acquisitions of property from
taxable sellers. Because an exempt owner does not pay tax on
many types of income generated by property, it can earn a
tax-free yield while passing on a portion of its benefits to the
taxable seller. Section 514 attempted to address at least part of
that tactic by imposing tax on a tax-exempt organization’s
income attributable to debt-financed property.

!See New York State Bar Association Tax Section, “Report on Notice 90-41 and Certain
Other Issues Arising Under Section 514(c)(9) of the Internal Revenue Code Relating to
Debt Financed Real Estate Investment by Tax Exempt Organizations,” Tax Notes, May 27,
1991, p. 1057; Arthur A. Feder and Joel Scharfstein, “Leveraged Investment in Real
Property Through Partnerships by Tax Exempt Organizations After the Revenue Act of
1987 — A Lesson in How the Legislative Process Should Not Work,” 42 Tax Lawyer 55
(1988).

This provision was in section 612 of H.R. 3996, the Temporary Tax Relief Act of 2007.
H.R. 3996 was ultimately enacted as the Tax Increase Prevention Act of 2007, but the
provision did not make it into the final legislation.

SCommissioner v. Clay B. Brown, 380 U.S. 563 (1965).

TAX ANALYSTS 19
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BLANCHARD TOWARD TAX REFORM

An example in the regulations under section 514 posits that a
tax-exempt organization that is a partner of a partnership will be
treated as if it incurred its share of any acquisition indebtedness
incurred at the partnership level.# While that interpretation
makes sense as an antiabuse rule — for example, when an
exempt organization forms a partnership to avoid section 514 —
the policy of section 514 is not implicated when an exempt
organization invests in a widely held fund formed as a partner-
ship.

Most investment funds (including hedge funds, venture capi-
tal funds, buyout funds, and private equity funds) borrow to
make acquisitions of investment assets, and most have a signifi-
cant number of tax-exempt partners, including pension funds,
university endowments, and other exempt organizations. Most
of those investors do not expect to pay tax on unrelated debt-
financed income; some of them would lose their exemption
entirely if any of that income were earned. Accordingly, the
principal effect of section 514 in the investment industry is to
force investment funds to use foreign feeders and blockers, set up
in tax-neutral jurisdictions such as the Cayman Islands, to avoid
section 514.

Given that no policy is served by applying section 514 in those
cases, and given Congress’s distaste for offshore fund vehicles,
repeal of section 514 as applied to leveraged investment funds
would simplify the law without forgoing revenue (none is raised
anyway) and would permit this important class of U.S. investors
to invest directly without resorting to offshore secrecy jurisdic-
tions. Repeal of section 514 in this context would increase
transparency and be entirely revenue neutral. It would promote
efficiency by freeing up fund managers and their advisers to
concentrate on more important matters than setting up complex
alternative investment vehicle and blocker structures. In short, it
would be a win-win for all interests involved.

Some in Congress may believe that pension funds should pay
some tax on their investment income. However, section 514 raises
no tax revenue because it can be planned around. If one believes

“Reg. section 1.514(c)-1(a)(2), Example (4).

20 TAX ANALYSTS
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that the nation’s pension savings should contribute to the tax
system, a simpler and fairer way to raise revenue from pension
fund investors might be to use a provision already in the code,
namely the excise tax imposed on private foundations by section
4940. That tax could be applied at a low rate to the investment
income and gains of pension funds. Not only would the tax raise
significant revenue in recovering markets, it would be easy to
collect and administer and hard to evade, and it would have no
competitive or geographic cost of living externalities. It would be
borne by all individuals who have savings in proportion to those
savings. The proceeds of the tax could be earmarked to pay for
healthcare or retirement benefits for the uninsured. [ |
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10 Recommendations for Business Tax Reform

By Herman B. Bouma

Herman B. Bouma is an attorney in the Washington office of
Buchanan Ingersoll & Rooney PC.

Copyright 2009 Herman B. Bouma.
All rights reserved.

The following are my recommendations for business tax
reform for President Obama:

1. Tax all businesses in the same way. Although individuals
engage in business in many different forms for business law
purposes, in general all businesses should be taxed in the same
way for income tax purposes because they have the same basic
ontological nature (that is, they are various ownership arrange-
ments for assets and liabilities). There is no conceptual reason for
taxing them differently. Advantage: Distinctions between corpo-
rations, S corporations, partnerships, and sole proprietorships
would be eliminated for income tax purposes.

2. Apply mandatory amalgamation to determine a business tax unit.
A business tax unit for income tax purposes would consist of: (a)
a business entity (generally as defined by reg. section 301.7701-
1(a) and -2(a) but also including a sole proprietorship) and all
business entities wholly owned by that business entity; together
with (b) all business entities that have the same owners as the
tirst-described business entity. Advantages: The proposal would
(1) eliminate the possibility of different U.S. tax results depend-
ing on how many wholly owned business entities a business sets
up; (2) reduce the need to determine arm’s-length pricing for
transactions between related persons; (3) reduce the number of
returns required to be filed and make enforcement easier for the
IRS; and (4) eliminate the need for complicated consolidated
return regulations.

3. Tax all business tax units at the unit level. Advantage: The
proposal would greatly simplify compliance because owner-level
taxation (aka “partnership” taxation) can be very complicated
when just a few owners are involved, let alone hundreds.
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4. Eliminate the distinction between U.S. and foreign business tax
units. There is no logical reason for taxing business tax units
differently depending on the law under which they were formed;
tax them all in the same way. Advantage: U.S. business tax units
and foreign business tax units would be placed on a level playing
field.

5. Use U.S. generally accepted accounting principles (or interna-
tional financial reporting standards) to determine the worldwide
earnings of a business tax unit. Advantages: A business tax unit
would need to keep only one set of books (subject to adjustments,
such as adding back foreign income taxes) and not at least three
additional sets of books (for determining taxable income, alter-
native minimum taxable income, and earnings and profits); and
book/tax differences would be minimized.

6. Use formulary apportionment to determine the taxable base to
which U.S. tax rates apply. The taxable base to which U.S. tax rates
apply would be determined by applying an apportionment
formula (for example, using property, payroll, and sales) to a
business tax unit’s worldwide earnings, as determined under
U.S. GAAP (or IFRS). The United States would adopt this
approach unilaterally but would also work with the OECD to
develop a model apportionment formula to reduce the incidence
of double taxation. Advantage: The extremely murky topics of
whether a U.S. trade or business (or permanent establishment)
exists and the amount of profits attributable thereto would be
avoided.

7. Apply a flow-through rule to income of a passive foreign
investment company. In the case of income whose derivation does
not require much in the way of people and tangible property, a
special flow-through rule would be needed (otherwise, an allo-
cation of the income to a low-tax jurisdiction would be fairly easy
to accomplish). The income of a business tax unit that constituted
a PFIC (generally as defined under current law, but with the term
“passive income” adjusted to exclude income that would gener-
ally be tax exempt (such as dividends; see next recommenda-
tion)) would flow through to the owners. (Publicly traded PFICs
would be marked to market.) Advantage: The law would retain
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an antiabuse rule, but the complicated controlled foreign corpo-
ration rules (which also attack some active business income)
would be eliminated.

8. Eliminate double taxation of income earned at the unit level. All
distributions from a business tax unit and all gain on the sale of
an interest in a business tax unit would be free of tax. Advantage:
Double taxation of earnings would be avoided with maximum
simplicity. (Ideally, to equalize their taxation, both dividends and
interest should be tax exempt and nondeductible.) Alternatively,
an owner’s basis would be adjusted for the owner’s pro rata
share of earnings derived by the business tax unit during the
shareholder’s holding period, and distributions would reduce
basis first. A return in excess of basis, and gain on the sale of an
interest in a business tax unit, would be subject to a reduced rate
of tax in order to reduce the burden of double taxation of
earnings.

9. Eliminate the general concept of capital gain. Favorable treat-
ment of capital gain (other than gain on the sale of an interest in
a business tax unit) makes no conceptual sense and would be
eliminated. Advantage: The entire code would be vastly simpli-
fied.

10. Eliminate withholding taxes on fixed or determinable annual or
periodic (FDAP) payments to foreign persons. Withholding taxes on
certain payments (FDAP payments) to foreign persons would be
eliminated because: (a) income realized by business tax units
would be taxed under formulary apportionment, and withhold-
ing on payments to them would thus be inappropriate; (b)
individuals should normally be taxed on a residence basis; and
(c) income tax should not be imposed on a gross basis. (Under
current law, most FDAP interest paid to foreign persons is
already exempt from tax; dividends should be exempt for
everyone to reduce the incidence of double taxation of earnings.)
Advantage: Under current law, a payer must try to apply
sourcing rules that are often arcane, try to determine the true
status of the payee, determine the possible application of an
income tax treaty, and then comply with complicated reporting
requirements; elimination of the withholding tax regime would
result in significant simplification (including for qualified inter-
mediaries). [
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Promote Dividend Repatriation
By Joseph M. Calianno and Fred F. Murray

Joseph M. Calianno is a partner and international technical tax
practice leader, and Fred F. Murray is an executive director, tax
practice policy and quality, at Grant Thornton LLP. The opinions
expressed in this paper are those of the authors and do not necessarily
reflect the views of their firm.

Copyright 2009 Joseph M. Calianno and

Fred F. Murray.
All rights reserved.

To stimulate the U.S. economy, enhance the competitiveness of
U.S. companies, and increase federal tax revenues, we propose
that a provision similar to section 965 that would promote the
repatriation of dividends from foreign entities be adopted and
made permanent.! Such a provision could be made even more
effective than section 965 (and make the United States more
attractive to multinationals) by not incorporating some elements
of the existing statute, such as the base period limitation of
section 965(b)(2).

Congress enacted section 965 as part of the American Jobs
Creation Act of 2004 to encourage the repatriation of foreign
earnings of controlled foreign corporations to their U.S. corporate
shareholders. Subject to certain requirements, special rules, and
limitations, section 965 permitted domestic corporations that
were U.S. shareholders? of CFCs to elect, for one tax year, an 85

'Other bills have been proposed that have made some modifications to the original
version of section 965. In the 111th Congress, Sen. Barbara Boxer, D-Calif., and Senate
Finance Committee member John Ensign, R-Nev., offered a version as a secondary
amendment to H.R. 1, and House Ways and Means Committee members Kevin Brady,
R-Texas, Wally Herger, R-Calif., and Sam Johnson, R-Texas, introduced a version as H.R.
507. In the 110th Congress, Ensign offered a version as an amendment to the Economic
Stimulus Act of 2008 during the Finance Committee markup of that bill; then-Ways and
Means member Phil English introduced a version as stand-alone legislation in H.R. 7044
and as a provision in a broader stimulus bill, H.R. 6152; and Rep. Steve King, R-Iowa,
included a version as a provision in a stimulus bill introduced as H.R. 7264.

For the general definition of U.S. shareholder, see section 951(b). For a special rule,
see section 965(c)(5).
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percent dividends received deduction (DRD) on certain cash
dividends received during the relevant tax year from their CFCs.
The DRD effectively amounted to a 5.25 percent federal tax rate
on qualifying dividends — before any applicable credit that may
have been permitted by section 965.3

According to IRS statistics, section 965 resulted in vast sums of
foreign earnings of CFCs being repatriated back to the United
States. Specifically, 843 U.S. corporations took advantage of the
provision, and those corporations repatriated $312 billion in
qualified dividends for a total combined deduction of $265
billion. Manufacturers were responsible for 81 percent of the
qualifying dividends.* The amount of money repatriated
matched the most ambitious estimates and appears to have
exceeded the expectations of Congress’s official scorekeeper, the
Joint Committee on Taxation, which originally predicted that the
provision would raise about $2.8 billion in new revenue in 2005.
Thus, despite the 85 percent DRD, the provision resulted in an
increase in federal tax revenue.

A provision similar to section 965 that would promote the
repatriation of dividends from foreign subsidiaries would have
several demonstrably positive effects. By providing a lower
effective tax rate on qualifying dividends, the proposal would
help alleviate some of the implications of a complex corporate
income tax system that has one of the highest corporate tax
rates.® It also would help alleviate the financial crisis in the

3See Notice 2005-64, 2005-2 C.B. 471.

“See the IRS’s Spring 2008 Statistics of Income Bulletin.

5See, e.g., Robert Shapiro and Aparna Mathur, “Using What We Have to Stimulate the
U.S. Economy: The Benefits of Temporary Tax Relief for U.S. Corporations to Repatriate
Profits Earned by Foreign Subsidiaries,” (Sonecon: Jan. 2008); and Joann M. Weiner,
“Bring Back the Repatriation Tax Holiday,” Tax Notes, Feb. 2, 2009, p. 573.

®The United States has one of the highest corporate income tax rates of all
industrialized nations. See Figure 1 of Weiner, supra note 5. The 27 countries of the
European Union have an average tax rate under 24 percent, with eight taxing at 20
percent or lower. The U.S. system for the taxation of the foreign business of its
companies, including the repatriation of foreign profits, is more complex and burden-
some than that of any of our trading partners, and perhaps more complex than that of
any other country. See generally Fred Murray, ed., The NFTC Foreign Income Project:
International Tax Policy for the 21st Century, National Foreign Trade Council, Washington,
2001. For an analysis of other measures of the high U.S. relative tax rates, including
effective tax rates, on business income, see Peter R. Merrill, “Competitive Tax Rates for
U.S. Companies: How Low to Go?”” Tax Notes, Feb. 23, 2009, p. 1009; and Kevin Markle
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United States and liquidity problems faced by U.S. companies by
providing not only a short-term economic stimulus, but also an
efficient way for U.S. companies to fund their U.S. operations
over the long term. That funding could replace costly external
domestic borrowing and reduce the cost of capital. That, in turn,
would make U.S. companies more competitive in the global
marketplace.

Another possible collateral benefit of the proposal would be a
reduction in the number of companies that may consider relo-
cating their headquarters outside the United States (possibly
reversing a trend in which the United States has been losing
headquarters?), along with decreasing the pressures on the U.S.
tax system that have resulted in the enactment of anti-inversion
provisions such as section 7874. The proposal would also be
consistent with measures other nations are taking to change their
international tax systems to promote the repatriation of foreign
earnings and, in general, to try to be more attractive locations for
multinationals (see, for example, the recent adoption of a foreign
dividend exemption system by Japan and the United Kingdom).®
Moreover, despite the lower effective tax rate on qualifying

and Douglas Shackelford, “Corporate Income Tax Burdens at Home and Abroad,”
University of North Carolina, Jan. 30, 2009.

’Ominously, studies have shown for many years that the United States and Japan are
tied as the least competitive G-8 countries for a multinational company to locate its
headquarters, taking into account taxation at both the individual and corporate levels.
See generally OECD, Taxing Profits in a Global Economy: Domestic and International Issues
(1991). In fact, of the world’s 20 largest companies (ranked by sales) in 1960, 18 were
headquartered in the United States. By 2000 that number had dropped to 8. (Data
provided by the International Tax Policy Forum based on an analysis of the Forbes
International 500 list.) The location of companies’ headquarters has important conse-
quences for future domestic growth and employment trends. See Laura D’ Andrea Tyson,
“They Are Not Us: Why American Ownership Still Matters,” The American Prospect
(Winter 1991), pp. 37-49. (Tyson is the former chair of the Council of Economic Advisers
and former chair of the National Economic Council in the Clinton administration White
House.) These issues also are discussed in the NFTC report, supra note 6, at note 36,
Volume 1, Part One, Chapter 6.

8Jim Carr, Jason Hoerner, and Adrian Martinez, “New Dividend Exemption Systems
in Japan and the U.K.: Tax Considerations for Distributions From U.S. Subsidiaries,” Tax
Management International Journal, Bureau of National Affairs, Vol. 38, No. 6, June 12, 2009.
Pursuing analogous objectives to section 965, Mexico issued a presidential decree,
published in the official gazette on March 26, 2009, to encourage repatriation of funds by
Mexican entities and individuals to Mexico. Under the decree, qualifying funds that are
remitted to Mexico through December 31 will benefit from a 7 percent tax rate for legal
entities and a 4 percent tax rate for individuals.
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dividends, the proposal likely would increase U.S. tax revenue as
a result of the increase in the amount of foreign earnings that
would be repatriated. Finally, the proposal could require that a
certain amount of the repatriated earnings be designated for
national priorities (such as job creation) and could include other
requirements to further promote the effectiveness of the provi-
sion and the growth of the U.S. economy.”

A 2009 study conducted by George Schink and Laura Tyson
shows some of the benefits of a repatriation provision. The
Schink-Tyson study evaluated the potential impact of a tempo-
rary repatriation proposal modeled after section 965 for purposes
of stimulating the U.S. economy. The proposal would permit U.S.
companies to repatriate incremental foreign earnings and pay a
5.25 percent maximum tax on the incremental repatriated earn-
ings during 2009 and 2010.1° It also included a requirement that
the funds be used for a list of permitted uses and required that a
certain amount of those funds be used for national priorities.

The Schink-Tyson study concluded that: (1) the proposal
would attract an estimated $565 billion of additional repatriated
earnings to the United States that would otherwise remain
overseas (and contrasted that with the stimulus bill the House
passed in January that calls for government spending of $545
billion); (2) those incremental earnings would be available to
support the domestic activities of U.S. companies and would
have a substantial effect in 2009 and 2010, years of great
vulnerability for the U.S. economy; (3) the additional funds
would mean 425,000 more jobs during the 2009-2012 period,
resulting from the creation of new jobs and the retention of
existing jobs that would have been lost if those additional funds

°Some recent bills have addressed the criticism from opponents of section 965 as
enacted by proposing modifications to section 965.

%George Schink and Laura Tyson, /A Temporary Reduction in Taxes on Repatriated
Profits for the Purpose of Economic Stimulus and Investment in National Priorities: An
Economic Assessment,” LECG LLC, Jan. 30, 2009. The rate reduction in the proposal was
accomplished by excluding 85 percent of the incremental repatriated earnings from
taxation. The remaining 15 percent would be taxed at the 35 percent tax rate adjusted
downward to reflect foreign taxes already paid on those earnings. The “incremental”
repatriation would be defined as repatriations in excess of “normal” repatriations over
the last six years. The proposal elaborates on this definition.
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were not available!; and (4) the proposal would increase rather
than reduce federal government revenue.!?

The proposal included a requirement that at least 5 percent of
the incremental repatriated earnings be committed to investment
in national priority areas, including renewable energy projects,
energy efficiency projects, healthcare initiatives, and broadband
development. The Schink-Tyson study concluded that if, as
expected, the temporary tax relief were to attract $565 billion of
incremental repatriated earnings, the commitment would gener-
ate an additional $28 billion of investment in those areas.’> m

"See Allen Sinai, “Macroeconomic Effects of Reducing the Effective Tax Rate on
Repatriated Foreign Subsidiary Earnings in a Credit- and Liquidity-Constrained Envi-
ronment,” Decision Economics Inc., New York, Jan. 30, 2009.

For a discussion of the increased revenue, see p. 14 of Schink and Tyson, supra note
10.

13See pp. 3-4 of Sinai, supra note 11.
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Creation of National Appellate
Tax Court Will Improve Tax Law

By Jasper L. Cummings, Jr.

Jasper L. Cummings, Jr. is of counsel at Alston & Bird LLP,
Washington.

Copyright 2009 Jasper L. Cummings, Jr.
All rights reserved.

In consideration of President Obama’s tax reform task force,
Tax Analysts has asked for suggestions on ways to reduce the
budget gap not just by raising rates, but by reducing tax evasion
and loopholes, simplifying the code, and reducing corporate
welfare.

I will not join the many others who properly will call for
broadening the base and lowering rates, eliminating the alterna-
tive minimum tax, increasing IRS funding, and the multitude of
other good and obvious proposals; the panel is already aware of
those and won’t care what I think. Rather, I will offer less obvious
suggestions.

Tax Controversy Proposals

Two of the most astute observers of the federal tax system,
Robert H. Jackson and Randolph Paul, said over half a century
ago that the federal tax controversy system had too much
litigation and too many sources of authority (Jackson counted
13). Those characteristics produce maximum flexibility in all
directions for taxpayers. Taxpayer pressure for such flexibility
explains why Congress overruled the Dobson! rule in 1948 and
why the many proposals to create a court of tax appeals have
gone nowhere: Taxpayers don’t want their flexibility constrained.
If the Tax Court is unlikely to rule in a taxpayer’s favor, an
individual can consider his local district court and its related
court of appeals. If that venue is not conducive to victory, he can
consider the claims court and its related court of appeals.

Dobson v. Commissioner, 312 U.S. 231 (1944).
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Perhaps the time has come when we can no longer afford so
much taxpayer flexibility.

I propose reinstating the Dobson rule by statute (which is
where it started), meaning that a high threshold would have to be
surmounted to reverse fact-findings by the Tax Court. I also join
others who have proposed creating a national court of tax
appeals to which all federal tax decisions of the Tax Court, the
district courts, and the claims courts would be appealed. Further
appeal to the Supreme Court would remain the same.

The national court of tax appeals would unify the interpreta-
tion of the tax laws in all parts of the country. Research has
shown that such a specialty court may be expected to interpret
the code so as to try to enforce the purposes of Congress, in
contrast with the current tendency of the courts of appeal to read
the code literally. (See David F. Shores, “Textualism and Inten-
tionalism in Tax Litigation,” 61 Tax Law. 53 (Fall 2007).)

Shores isolated 10 Tax Court cases decided between 2000 and
2006 in which the law was clear but its application produced
results contrary to congressional purpose. In all 10 cases, the Tax
Court ruled contrary to the literal meaning of the code, and in all
10 cases the appeals court reversed based on the plain language
of the statute. I believe the Tax Court’s approach is more
desirable from the viewpoint of the fisc and would be shared by
the court of tax appeals.

Antiabuse Proposals

The code’s principal antiabuse rules are sections 269, 482, and
various rules targeting specific related-party transactions such as
section 267. Sections 269 and 482 have fallen into disuse (except
in the international area). Rather than create new and untried
antiabuse rules, Congress should beef up those sections and
direct Treasury to issue additional regulations, particularly under
section 269.

If Congress wants to create another statutory antiabuse rule, it
should focus on allowance of losses and deductions, which are
by far the main components of tax shelters. The courts already
strictly construe deductions, and section 165(a) requires that
losses be sustained, a term that has never been fully defined.
Congress should expand on those concepts.
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Regulatory Authority

There is a fair amount of confusion about Treasury’s authority
to issue regulations and their effect on litigation, under the
Chevron doctrine. For example, Treasury capitulated to an ill-
considered appellate court decision in Rite Aid, which invali-
dated a consolidated return regulation (which Treasury now has
spent over 20 years on), leading to legislation Congress used to
address the problem created by that case by gingerly amending
section 1502 in 2004.

Congress can cut through that confusion by enhancing Treas-
ury’s authority in section 7805(a) to issue binding regulations,
including upgrading the status of existing interpretive regula-
tions.

Conclusion

These proposals are not taxpayer friendly, but that was not the
goal. Their unifying theme is that better tax law is made not in
the courts, but by Treasury and Congress. Dean Griswold ob-
served long ago that tax law is principally a matter of adminis-
tration, not litigation. Although he was a great tax litigator,
presumably he was speaking from the viewpoint of what was
best for the system. [ |

32 TAX ANALYSTS

Ju81u09 Aured paiyl o urewop a1qnd Aue ul 1ybuAdoo wreld 10u saop sisAleuy xe | ‘panlasal S)ybu ||V ‘6002 S1sAleuy xe] (D)



Obama’s Treasure Hunt
By Chris Edwards

Chris Edwards is director of tax policy studies at the Cato Institute
and a former economist at the Joint Economic Committee.

Copyright 2009 Chris Edwards.
All rights reserved.

One news headline announcing the Obama administration’s
tax reform task force got it exactly right: “Obama Tax Panel on
Treasure Hunt.”! The task force, which is to report its findings by
December, does not appear to be a serious effort at tax reform.
Instead it seems to be another administration initiative to hold
Americans upside down by the ankles and shake them.

A presidential “tax reform” effort reminds one of the biparti-
san Tax Reform Act of 1986, which eliminated loopholes and
dramatically cut tax rates. Could the Obama task force lead to
similar major reforms? Very doubtful. While the task force has
some talented members, the Democrats have moved so far to the
left that there are few centrists around these days to broker a
compromise deal with the Republicans, as occurred in 1986.

Consider that President Obama has been actively working
against all four major themes of 1986: marginal rate cuts, tax base
reform to increase neutrality and horizontal equity, distributional
neutrality, and revenue neutrality.

Rather than cutting marginal tax rates, Obama plans to in-
crease effective marginal rates at the top end in a variety of ways.
Rather than reforming the tax base, Obama has proposed creat-
ing numerous special breaks, such as a new tax credit for college
expenses.

Regarding the distribution of tax payments, Obama is raising
taxes on households at the top while providing refundable
giveaways to households at the bottom, such as the Making
Work Pay tax credit and expansions in the child and earned

!Jeanne Sahadi, “Obama Tax Panel on Treasure Hunt,” CNNMoney.com, Mar. 27,
2009.
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income tax credits. But the top fifth of households already pay an
effective federal tax rate of 26 percent, while the bottom fifth pay
just 4 percent, on average.? The tax code is already far too
graduated, and Obama is exacerbating this inequity.

The fourth theme of 1986, revenue neutrality, is of no interest
to the Obama administration. When announcing the new task
force, the administration reiterated its promise not to raise taxes
on families with incomes of less than $250,000. But the president
already broke that promise with a cigarette tax increase in
February, and his cap-and-trade energy plan is effectively a large
tax increase on all families. Healthcare reform might also include
a significant tax increase on average families. Thus, it wouldn’t
be surprising if the Obama tax task force also morphed into a
drive to raise taxes on the middle class.

Another issue is that the three stated goals of the task force —
simplifying the tax code, closing loopholes, and reducing tax
evasion — are in direct conflict with current Obama policies.
Many of Obama’s tax plans would further complicate the tax
code, including his proposed tax credits and tax increases on
multinational corporations. As for tax loopholes, Obama favors
adding more special tax breaks in numerous areas such as
alternative energy.

What about the task force’s goal of reducing evasion? Obama’s
efforts to raise tax rates on individual income, dividends, and
capital gains will increase incentives for evasion. And his plan to
increase corporate taxes will likely erode the U.S. tax base as
business activity moves offshore. Microsoft Corp., for example,
has already said it will move jobs abroad if the Obama plan goes
through.

All that said, the task force’s goal of cutting “corporate
welfare” is a good one.? It could, for example, propose eliminat-
ing the low-income housing tax credit (LIHTC), which is a

“Congressional Budget Office, “Data on the Distribution of Federal Taxes and
Household Income,” Apr. 2009. These data include income taxes, payroll taxes, and
excise taxes.

%Jeff Mason, “Volcker Panel to Study Tax Reform, Report to Obama,” Reuters, Mar.
25, 2009.
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$5-billion-a-year giveaway to real estate developers.* Even better,
it could propose cutting the $90 billion of corporate welfare on
the spending side of the federal budget.>

However, eliminating codified giveaways such as the LIHTC is
a different matter than the general issue of growing business tax
avoidance in the global economy. The Obama effort to impose
even more tax rules and regulations on corporations is a dead
end. We've been going down that road for more than two
decades, and the only result is a highly complex and uncompeti-
tive corporate tax code.

A much better way to deal with corporate tax avoidance and
evasion is to cut statutory tax rates, as just about every other
major nation has figured out.® Recent reforms in Canada’s
industrial heartland of Ontario, for example, cut the combined
federal-provincial corporate tax rate to just 25 percent — 15
points lower than the average U.S. federal-state rate. Ontario’s
marginal effective tax rate on business investment is being cut in
half.” Why did Ontario make those changes? To improve tax
competitiveness, to generate economic growth, and to increase
productivity, according to the government.®

While Canada is making fundamental reforms, Obama’s task
force is on a wild-goose chase to “aggressively” close the $290
billion federal tax gap.® That won’t do anything for American
competitiveness, and it seems like a total waste of time given that
U.S. tax compliance is already at a high level of about 86
percent.’® That rate is higher than the U.S. compliance rate with
seat belt laws, and it appears to be a higher tax compliance rate
than in most other countries.!

*Edward L. Glaeser and Joseph Gyourko, Rethinking Federal Housing Policy (Wash-
ington: American Enterprise Institute, 2008), pp. 112-114.

5See http:/ /www.downsizinggovernment.org/special-interest-spending.

°For a discussion, see Chris Edwards and Daniel J. Mitchell, Global Tax Revolution
(Washington: Cato Institute, 2008).

ZSee http:/ /www.rev.gov.on.ca/english/notices/str/01.html.

1d.

Sahadi, supra note 1.

“Government Accountability Office, “Tax Compliance: Multiple Approaches Are
Needed to Reduce the Tax Gap,” GAO-07-391T, Jan. 23, 2007.

"The U.S. seat belt law compliance rate is 81 percent. See National Highway Traffic
Safety Administration, “Seat Belt Use in 2006: Overall Results,” Nov. 2006. For
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The tax gap is not a primary problem — it is a side effect of our
grossly complex tax law and high tax rates. The Government
Accountability Office has noted that the proliferation of special
tax breaks increases the tax gap by providing return filers more
chances to claim unjustified benefits.'> For example, about one-
third of EITC payments are fraudulent or erroneous.'? Politicians
complain about the tax gap, but they are the ones responsible for
more than doubling the number of federal tax expenditures since
1974.14

In sum, the Obama administration needs a more consistent
and constructive tax policy approach. If it believes in a simplified
tax code with fewer loopholes, then it should stop pushing to
add new tax credits. If it favors reduced corporate tax avoidance,
it should propose a reduction in the statutory tax rate.

Most importantly, the Obama administration should rethink
its devotion to tax increases as the solution to seemingly every
policy issue. Tax increases make no sense in the competitive
global economy, and they imply that there are no savings left to
be made on the spending side of the federal budget. But after
years of studying federal spending programs, I am confident that
that is not the case.'® ]

international comparisons of black markets, see Friedrich Schneider and Dominik Enste,
“Shadow Economies Around the World: Size, Causes, and Consequences,” IMEF,
Working Paper 00/26, Feb. 2000; and Friedrich Schneider, “Shadow Economies of 145
Countries All Over the World: What Do We Really Know?” Aug. 2006.

2GAO, supra note 10.

3GAO, “Federal Budget: Opportunities for Oversight and Improved Use of Tax-
payer Funds,” GAO-03-922T, June 18, 2003.

MGAO, supra note 10.

I have begun to outline possible budget savings at http://www.downsizing
government.org.
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On May 4 President Obama proposed sweeping changes to the
US. rules for taxing the foreign business activities of U.S.
multinationals. Those changes, the cost of which would be borne
largely by a few hundred U.S. multinationals, were projected to
increase overall corporate tax collections by upwards of 10
percent. Several of the proposed changes were derived from
proposals put forward in 2007 by House Ways and Means
Committee Chair Charles B. Rangel, D-N.Y,, in the context of
more fundamental, and revenue-neutral, corporate tax reform.
There has been surprisingly little consideration of international
trends and norms in assessing the merits of the proposed
changes.

U.S. international tax rules need reform. They are needlessly
complex. They create incentives to engage in inefficient, tax-
driven practices, most notably the accumulation rather than
repatriation of foreign earnings. The rules are difficult for the IRS
to administer, and they raise little revenue. In most cases,
taxpayers that can opt out of them do; thus, companies have
inverted their corporate structures and removed their foreign
business operations from the U.S. tax net altogether, and entre-
preneurs are advised to structure start-ups as foreign-based
companies from the outset.

The proposals under consideration appear to be a good-faith
attempt to address some of those deficiencies. Overall, however,
they represent a missed opportunity. They would exacerbate the
complexity of the current system. In some cases, they would
increase the perverse incentive to accumulate earnings offshore.
In others, they would reduce U.S. taxpayers” ability to manage
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their foreign tax liabilities, thereby increasing foreign creditable
taxes and potentially reducing U.S. tax collections. They would
increase the incentive to remove foreign business operations
from the U.S. tax net, perhaps prompting another round of
legislation to further restrict this phenomenon.

Even when a proposal seems sensible in isolation (and it is
difficult to defend any aspect of our international tax system in
isolation), enactment of it would upset balances that have been
struck in our system. Yes, under the current system taxpayers
may optimize their foreign tax credit position by selectively
repatriating earnings from some foreign subsidiaries and not
others — but that is appropriate under any system that attempts
to match taxes with associated earnings (the laudable objective of
one of the proposals). And yes, the check-the-box rules do allow
taxpayers to redeploy active business earnings among their
foreign business operations without incurring U.S. tax under the
antideferral rules. But that result has been allowed since 2005 by
statute as a necessary patch on our increasingly outdated anti-
deferral rules, and the administration has proposed extending
this statutory treatment until 2011. In our system, two wrongs
sometimes make an uneasy right, and addressing one without
the other can lead to undesirable results.

A better starting point could be to ask what we want out of our
international tax rules (and more generally, our corporate tax
system). If we want a system for taxing the foreign business
activities of U.S. multinationals in light of global economic forces,
we could examine the policies our major trading partners have
adopted in response to the same forces. In recent years our
trading partners have abandoned efforts to tax the foreign
business activities of their resident multinationals, reduced the
rate of corporate tax on domestic business activities, and in-
creased indirect taxes. Those policy trends should matter to U.S.
policymakers for two reasons.

First, it is instructive to observe the reactions of our trading
partners to the same economic forces facing the United States.
Sometimes we can benefit from considering global trends that we
did not initiate.

Second, the policies adopted by our trading partners have
placed further downward pressures on the tax rates applicable to
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foreign business activities. That has had the effect of setting a tax
cost or “price” of operating in a given market for most (non-U.S.)
businesses equal to the local tax burden. Businesses that face a
higher tax under home country tax rules have a reduced ability
to compete in that market. Perhaps in light of that, home
countries have abandoned their taxation of foreign active busi-
ness income, leaving host countries to benefit from any addi-
tional domestic corporate rate reductions. That cycle has
repeated itself across the globe and has led countries to rely
increasingly on taxes other than the corporate income tax.

Many policy responses could be considered in light of these
developments. The most promising may be to consider either
forgoing U.S. tax on active foreign business operations, as our
major trading partners have done, or imposing current U.S. tax
on active foreign business operations at a rate more in line with
international norms. Either approach could be implemented in a
manner that would simplify the rules, reduce or eliminate
barriers to repatriation, and even raise revenue if coupled with
true loophole closers.

Policymakers may instead prefer to focus on the preservation
of our domestic tax base by discouraging U.S. multinationals
from engaging in foreign operations. From that perspective,
exempting active foreign business income from U.S. tax, or
taxing it at a lower rate, would leave intact or even exacerbate the
incentive to shift income (and, at times, related business activi-
ties) abroad.

In other words, adopting international norms for the taxation
of foreign income without doing so for domestic income would
throw into relief the relatively high tax cost of conducting U.S.
business activities in taxable corporations. Perhaps, in the context
of broader corporate tax reform, we should consider whether it is
in the interest of the U.S. economy and its participants to
maintain a tax rate on incorporated U.S. business activities that is
higher than that of virtually all of our major trading partners.
This is less a tax policy question than a political and economic
policy question.

In the meantime, the least we can do is give due consideration
to international norms and trends in developing international tax
policy proposals. ]
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The Volcker task force on tax reform, part of the President’s
Economic Recovery Advisory Board, faces a daunting task that is
made materially more difficult by ex ante constraints placed on its
purview and recommendations. Broad-based reform proposals
seem to be out of the question, and distributional constraints
appear to eliminate many serious ideas. Nevertheless, I believe
that significant tax simplification is feasible despite the task
force’s constraints, and I will take it as a given that simplification
is desirable.

Simplification efforts are never easy, of course. Although
almost everyone agrees that the overall tax system is too com-
plex, every year taxes become even more complicated. Why is
that? We all know the reasons. Simplicity often conflicts with
other tax policy goals, like equity and enforcement. People often
don’t mind complexity that reduces their taxes; indeed, many
groups lobby for specific provisions that provide targeted ben-
efits. There is a vicious cycle in which targeted subsidies for one
group create demand for additional targeted subsidies by other
groups. Complexity is hard to measure and so is often ignored in
the political process. Simplification, in short, tends to get sacri-
ficed for other policy goals; it is always a bridesmaid, never a
bride. That fact, however, could turn the task force’s limited
focus into an advantage for simplification efforts because more
ambitious reforms are off the table. Here are five thoughts on
simplifying the tax system.

First, the goal should not be to just simplify the tax system; it
should be to simplify citizens’ interactions with government.
Converting all deductions, credits, etc., to government spending
programs would simplify “taxes” greatly, but would greatly
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complicate people’s lives if it meant they had to apply separately
for each benefit. That the income tax form serves as the applica-
tion for literally dozens of government programs makes the
income tax more complex, but it can reduce citizens” overall cost
of dealing with government.

Second, simplification is not just an issue of filling out forms;
it also involves how individuals pursue activities that minimize
or avoid taxes. Thus, the overall structure of the tax system — for
example, lower marginal rates — can have a first-order effect on
complexity, even if the forms don’t change.

Third, complexity is now affecting taxpayers in all income
groups; it is not just a problem for high-income taxpayers.

Fourth, several existing compendiums contain good, specific
simplification proposals.! Those studies highlight several areas of
low-hanging fruit for simplification efforts:

m consolidate family, work, and dependent provisions;
consolidate education incentives;
consolidate saving incentives;
tax capital gains like ordinary income;
repeal the alternative minimum tax;
reduce the number and variety of phaseouts;
eliminate hidden taxes and “take-back” taxes, including the
personal exemption phaseout and the Pease itemized de-
duction limitation; and

m increase the use of withholding taxes.

Fifth, and most important, the task force should recommend
gradually moving an increasing number of people to a “return-
free” tax system. This could be either a fully return-free system,
which would feature exact withholding, or, more likely, a tax
agency reconciliation system, in which the IRS sends households
a provisional tax return for confirmation or changes. These
systems are feasible; they already exist in several developed
countries. And a recent California experiment with a tax agency
reconciliation system was successful and popular.?

See Joint Committee on Taxation (2001), IRS national taxpayer advocate annual
reports to Congress, President’s Advisory Panel on Federal Tax Reform (2005), and
Treasury (2003).

2See Goolsbee (2006).
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A return-free filing system would have several advantages.
First, it would simplify taxes for many people. Second, it would
create an objective, measurable benchmark. Most simplification
gains are hard to document; a return-free system would resolve
that problem by providing a clear, objective criterion: Is the
system simple enough to operate in a return-free manner? If not,
which provisions of the system are getting in the way? Third, it
would help prevent further complexity. With a return-free system
in place, any new provision that could not be accommodated into
that system would face a natural hurdle for enactment.

There are two major objections to a return-free system. One is
that the current system is too complex to accommodate a
return-free system. While it is correct that return-free systems
would require some structural simplification, I view that as a
strength of the proposal, not a weakness. A return-free system
could even create a “virtuous cycle”: The availability of return-
free filing for some taxpayers, and the likely resulting popularity
of the system, would create pressure to simplify the tax system
further so that more people could use the return-free system.

The second objection is that the IRS lacks the capacity to
administer a system like this. However, the system could prob-
ably be applied to up to 50 million returns with relatively small
structural changes.? IRS capacity can be addressed fairly straight-
forwardly. A similar problem existed a few years ago with
electronic returns. In response, Congress set a goal for the IRS to
have 80 percent of returns filed electronically by 2007. A similar
phase-in approach would work well for a return-free filing
system. And increasing the number of taxpayers in a return-free
system would probably prove to be a more politically palatable
way to justify additional IRS funding than giving the IRS more
resources to monitor and enforce an ever-more-opaque set of tax
rules.

So let’s start small and grow. Let’s aim to get 10 million people
into a return-free system by 2013 — that’s less than one-fifth of all
people who file forms 1040a and 1040EZ — and then aim to get
all 60 million filers of those forms on the no-return system by

3See Gale and Holtzblatt (1997) and Treasury (2003).
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2016. At that point, voters can decide how far they would like to
see the system extended to the rest of the population.
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