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v INTRODUCTION = R
The House Committee on Ways and Means has scheduled a pub-
lic hearing on July 18, 1996, on issues relating to the impact on
international competitiveness of replacing the Federal income tax.
The hearing will focus on the effects of the following possible pro-
posed replacement tax systems: (1) a national retail sales tax, (2)
a value-added tax, (3) a consumption-based flat tax, (4) a cash flow
tax, and (5) a “pure” income tax. Some of these proposals have been
the subject of introduced legislation. On March 6, 1996, Messrs.
Schaefer, Tauzin, Chrysler, Bono, Hefley, Linder, and Stump intro-

duced H.R. 3039, the “National Retail Sales Tax Act of 1996.” On

May 26, 1994, Senators Boren and Danforth introduced S. 2160
(103rd Cong.), the “Business Transfer Te ]
method, value-added tax. On July 19, 1995, Mr. Armey and Sen-
ator Shelby introduced H.R. 2060 and S. 1050, respectively. These
bills provide for consumption-based flat taxes. On April 25, 1995,
Senators Nunn and Domenici introduced S.722, the “USA Tax Act
of 1995,” which contains two consumption-based taxes—a cash flow
tax on individuals and a subtraction-method, value-added tax on
businesses. This pamphlet,! prepared by the staff of the Joint Com-
mittee on Taxation, describes several aspects of present law and
the various tax restructuring proposals with respect to U.S. per-
sons doing business abroad and foreign persons doing business in
the United States. T R

Part I of this pamphlet is an overview of the discussions con-
tained in the remainder of the pamphlet. Part II provides a de-
scription of certain present-law income tax provisions that apply to
U.S. persons doing business abroad and foreign persons doing busi-
ness in the United States. Part III contains background and data
relating to the taxation of international transactions. Part IV con-
tains summary descriptions of the various proposed replacement
tax systems. Part V is a discussion of particular issues related to
the proposed replacement tax systems and the taxation of inter-
national transactions. The Appendix presents data used in Figures
1 through 7. I T

ransfer Tax,” which is a subtraction-

1This pamphlet may be cited as follows: Joint Committee on Taxation, Impact on Inter-
national Competitiveness of Replacing the Federal Income Tax (JCS-5-96), July 17, 1996. C

(D
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I. OVERVIEW

Under the present-law Federal income tax system, U.S. persons
are subject to U.S. income tax on all income, whether derived in
the United States or abroad. However, the United States generally
allows a credit against the U.S. tax imposed on income derived
from foreign sources for the foreign income tax imposed on such in-
come. Foreign persons are subject to U.S. tax only on income that
has a sufficient connection to the United States.

Within this basic framework, there are a variety of rules that af-
fect the U.S. taxation of international transactions. Detailed rules
govern the determination of the source of income and the allocation
and’ apportionment of expenses between foreign-source and U.S.
source income; such rules are relevant not only for purposes of de-
termining the U.S. taxation of foreign persons (because foreign per-
sons are subject to U.S. tax only on income that is from U.S.
sources or otherwise has sufficient U.S. nexus), but also for pur-
poses of determining the U.S. taxation of U.S. persons (because the
U.S. tax on a U.S. person’s foreign source income may be reduced
or eliminated by foreign tax credits). Authority is provided for the
reallocation of items of income and deduction between related per-
sons in order to ensure the clear reflection of the income of each
person and to prevent the evasion of tax; these rules are particu-
larly important in the context of transactions between a U.S. per-
son and a related foreign person, where manipulation of the terms
of such transactions would permit the artificial shifting of income
from the higher-tax Jurlsdlctmn to the lower-tax jurisdiction. Al-
though U.S. tax generally is not imposed on a foreign corporation
that operates abroad, several anti-deferral regimes apply to impose
current U.S. tax on income from foreign operations of a U.S.-owned
foreign corporation.

An international transactlon potentially gives rise to tax con-
sequences in two (or more) countries. The tax treatment in each
country generally is determined under the tax laws of such coun-
try. However, an income tax treaty between the two countries may
operate to coordinate the two tax regimes and minimize the double
taxation of the transaction. In this regard, the United States’ net-
work of bilateral income tax treaties includes provisions affecting
both U.S. and foreign taxation of both U.S. persons with foreign in-
come and foreign persons with U.S. income.

This pamphlet describes five alternatives to replace the current
income tax system. These are (1) a national retail sales tax, (2) a
value-added tax, (3) a consumption-based flat tax, (4) a cash flow
tax, and (5) a “pure” income tax. Other than the “pure” income tax,
these alternative tax systems generally are consumption-based,
rather than income-based, taxes. The major difference between a
consumption-based tax and an income-based tax relates to the
treatment of savings. Under an income-based tax, returns on sav-
ings (e.g., dividends, interest, and capital gains) generally are sub-
ject to tax; under a consumption-based tax, these returns generally
are excluded from the tax base. This exclusion may be provided by
taxing consumption directly, excluding investment income from the
base, or providing a deduction for increased savings. The current
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Federal “income” tax contains some features that are consumption-
based (e.g., the treatment of qualified retirement plans).

The various alternatives to replace the current income tax sys-
tem will have different effects upon international transactions. For
example, many analysts believe that increased U.S. saving gen-
erated under a consumption-based tax would reduce the demand
for imported goods and redress the current imbalance of imports
over exports. The adoption of a consumption-based tax should in-
crease U.S. investment by U.S. persons and may increase U.S. in-
vestment by foreign persons. The adoption of a pure income tax
also should increase U.S. investment by U.S. persons. While the
adoption of a replacement tax system would eliminate some of the
complexities created by the current income tax provisions affecting
international transactions, it is likely that new complexities would
arise under any new system. One such difficult issue is the treat-
ment of cross-border transactions involving the provision of serv-
ices. An evaluation of the effect of a replacement of the U.S. tax
system on cross-border transactions also must consider the impact
of foreign tax laws. In this regard, the U.S. network of bilateral tax
treaties, which treaties operate to coordinate the U.S. tax laws and
those of the treaty partner with respect to transactions within the
taxing jurisdiction of both countries, would be affected by a fun-
damental change in the U.S. tax system. :
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- IL PRESENT LAW
A.US. Taxatlon of U.S. Persons w1th Forelgn Income

1. Overview

The United States taxes US. citizens, reSIdents and corpora-
tions (collectively, U.S. persons) on all income, whether derived in
the United States or elsewhere. By contrast, the United States
taxes nonresident alien individuals and foreign corporations only
on income with a sufficient nexus to the United States.

The United States generally cedes the primary right to tax in-
come derived from sources outside the United States to the foreign
country where such income is derived. Thus, a credit against the
U.S. income tax imposed on foreign source taxable income is pro-
vided for foreign taxes paid on that income. In order to implement
the rules for computing the foreign tax credit, the Code and the
regulations thereunder set forth an extensive set of rules governing
the determination of the source, either U.S. or foreign, of items of
income and the allocation and apportlonment of items of expense
against such categories of income.

The tax rules of foreign countries that apply to foreign income of
U.S. persons vary widely. For example, some foreign countries im-
pose income tax at higher effective rates than those of the United
_ States. In such cases, the foreign tax credit allowed by the United
States is likely to eliminate any U.S. tax on income from a U.S.
person’s operations in the foreign country. On the other hand, oper-
ations in countries that have low statutory tax rates or generous
deduction allowances or that offer tax incentives (e.g., tax holidays)
to foreign investors are apt to be taxed at effective tax rates lower
than the U.S. rates. In such cases, after application of the foreign
tax credit, a residual U.S. tax generally is imposed on income from
a U.S. person’s operations in the foreign country.

Under income tax treaties, the tax that otherwise would be im-
posed under applicable foreign law on certain foreign source income
earned by U.S. persons may be reduced or eliminated. Moreover,
U.S. tax on foreign source income may be reduced or eliminated by
treaty provisions that treat certain foreign taxes as creditable for
purposes of computing U.S. tax liability.

2. Foreign operations conducted directly

The tax rules applicable to U.S. persons that control business op-
erations in foreign countries depend on whether the business oper-
ations are conducted directly (through a foreign branch, for exam-
ple) or indirectly (through a separate foreign corporation). A U.S.
person that conducts foreign operations directly includes the in-
come and losses from such operations on the person’s U.S. tax re-
turn for the year the income is earned or the loss is incurred. De-
tailed rules are provided for the translation into U.S. currency of
amounts with respect to such foreign operations. The income from
the U.S. person’s foreign operations thus is subject to current U.S.
tax. However, the foreign tax credit may reduce or eliminate the
U.S. tax on such income.
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3. Foreign operations conducted through a foreign corpora-
tion s o
a.Ingemeral

Income earned by a foreign corporation from its foreign oper- '
ations generally is subject to U.S. tax only when such income is
distributed to any U.S. persons that hold stock in such corporation.
Accordingly, a U.S. person that conducts foreign operations through
a foreign corporation generally is subject to U.S. tax on the income
from those operations when the income is repatriated to the United
States through a dividend distribution to the U.S. person. The in-
come is reported on the U.S. person’s tax return for the year the
distribution is received, and the United States imposes tax on such
income at that time. The foreign tax credit may reduce the U.S. tax
imposed on such income.

A variety of complex anti-deferral regimes impose current, U.S.
tax on income earned by a U.S. person through a foreign corpora-
tion. The anti-deferral regimes included in the Code overlap, such
that a U.S. person may be subject to multiple sets of anti-deferral
rules with respect to a particular investment in a foreign corpora-
tion. Detailed rules for coordination among the anti-deferral re-
gimes are provided to prevent the U.S. person from being subject
o U.S. tax on the same item of income under multiple regimes.

The Code sets forth the following anti-deferral regimes: the con-
trolled foreign corporation rules of subpart F (secs. 951-964); the
passive foreign investment company rules (secs. 1291-1297); the
foreign personal holding company rules (secs. 551-558); the per-
sonal holding company rules (secs. 541-547); the accumulated earn-
ings tax rules (secs. 531-537); and the foreign investment company
rules (sec. 1246). The operation and application of these regimes
are briefly described in the following sections. S

b. Controlled foreign corporations

' General rules

U.S. 10-percent shareholders of a controlled foreign corporation
(a “CFC”) are required to include in income for U.S, tax purposes
currently certain income of the CFC (referred to as “subpart F in-

come”), without regard to whether the income is distributed to the

shareholders (sec. 951(a)(1)(A)). In effect, the Code treats the U.S.
10-percent shareholders of a CFC as having received a current dis-
tribution of their pro rata shares of the CFC’s subpart F income.
In addition, the U.S. 10-percent shareholders of a CFC are required
to include in income for U.S. tax purposes their pro rata shares of
the CFC’s earnings to the extent invested by the CFC in U.S, prop-
erty or in excess passive assets (sec. 951(a)(1)(B) and (C)). The
amounts included in income by the CFC’s U.S. 10-percent share-
holders under these rules are subject to U.S. tax currently. The
U.S. tax on such amounts may be reduced through foreign tax cred-
its. ' _ \
For this purpose, a U.S. 10-percent shareholder. is a, U.S. person
that owns 10 percent or more of the corporation’s stock (measured

by vote) (sec. 951(b)). A foreign corporation is a CFC if U.S. 10-per-



