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Chapter 9 

 

Tax Issues Surrounding Multinational Corporations 
 

Introduction 
 

In this chapter, we move to a discussion of the special issues involved in designing a tax 

system capable of addressing the unique problem of multinational corporations. When a 

company conducts business in multiple countries, it creates special problems for policy makers. 

Many of these problems are obvious, though that does not make them any easier to address. The 

first problem, of course, is to determine which countries have jurisdiction to impose income tax, 

and over what portion of the multinational company’s income. There are basically two choices—

a country can tax all income earned in its territory or it can choose to tax all income earned by 

companies that are resident within its borders. These are dramatically different approaches and 

they affect the behavior of those companies subject to taxation in predictable ways. 

In determining which approach to take, policy makers must carefully weigh and balance a 

number of competing objectives. In particular, they must choose between maintaining an 

economically neutral tax system versus attracting and retaining both human and financial capital 

in their economies. In making this choice, and refining it over time, they are substantially 

influenced by the choices made by other countries with whom they trade and with whom they 

compete for economic resources. They are also, not surprisingly, often influenced by political 

considerations. 

One of the key choices policy makers must consider, of course, is the tax rate to be imposed 

on companies operating under their jurisdiction. This choice, when combined with the rules 

governing how income is to be allocated between the countries in which different companies 

operate, will determine the relative tax burden on those companies from operating in different 

jurisdictions. This process is made more complex because companies react to the choices made 

by policy makers. Most countries have adopted a view that each of the subsidiaries in a related 

corporate group should be treated as a separate company, and that income earned by dealing with 

related entities should be measured as if the companies are unrelated. While tax authorities can, 

and do, challenge the “transfer prices” at which related companies buy and sell goods and 

services from one another, the process gives companies a significant degree of latitude in 

structuring their affairs so as to shift taxable income among related entities in such a way as to 

minimize their overall tax burdens. The growing perception that many multinationals are abusing 

this flexibility appears to be causing policy makers in a number of countries to reconsider 

whether a more objective system for dividing aggregate taxable income among the countries in 

which a company operates may perhaps be more appropriate.
1
  

In the remainder of this chapter, we will address all of these concerns. We begin with a 

discussion of the various goals and objectives that influence decisions about how to tax 

multinationals. We then briefly discuss how tax policy in a particular country is influenced by 

choices made by other countries, before moving to a lengthy discussion of design issues that 

must be considered in drafting tax policy for multinationals. Finally, we close with a discussion 

of common measurement issues that plague multinational taxation, taking care to point out how 

these issues have fostered an environment in which many multinationals pay hardly any tax at 
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all. It seems likely that the competitive posture that has characterized the evolution of tax policy 

over the past twenty years may soon give way to a more cooperative environment in which 

countries work together to minimize perceived abuse within the overall system.  

 

Policy Makers’ Goals & Objectives 
 

Neutrality 

 

A major objective of policy makers is tax “neutrality.” Tax neutrality is merely the idea that 

tax policy should not distort the allocation of resources. A neutral tax system, for example, 

would not encourage citizens to apply their resources in unproductive (or less productive) 

activities, either by artificially reducing the cost of deployment of those resources in 

unproductive activities (through favorable tax provisions) or by unnecessarily increasing the cost 

of deployment of resources in productive activities. Thus, a tax system is neutral when it taxes all 

sources of income at the same rate.  

Of course, many countries do not tax income from all sources at the same rate. Many 

countries, for example, tax some forms of income from invested capital (e.g., dividends and 

capital gain) at a lower rate than income from labor. The general assumption is that financial 

capital is more “mobile” than either labor or certain forms of non-financial capital such as land 

or natural resources, and thus many countries tax income from invested capital at lower tax rates 

in order to encourage capital investment within their borders. Consistent with this perspective, 

tax neutrality in an international context is generally assessed in terms of how countries tax 

capital investment.  

There are two dimensions of capital investment neutrality: capital export neutrality and 

capital import neutrality. These terms address the ways in which different countries’ tax systems 

treat returns to domestic capital investments vs. returns to international capital investments. 

Thus, when discussing tax policies across a multinational tax environment, tax neutrality is 

applied at the highest level to refer to tax incentives to allocate capital across countries, rather 

than differences in tax burdens across specific activities within an individual country. 

 

Capital Export Neutrality 

 

Capital “export” neutrality refers to how the tax system affects the choice by domestic 

taxpayers between domestic versus foreign investment. A tax system is capital export neutral 

when the taxpayer faces the same tax rate on returns to both domestic and foreign investment, so 

that the tax system itself does not interfere with the taxpayer’s investment decisions.   

This objective is extremely difficult to satisfy in a world in which tax rates differ across 

countries. Imagine, for example, an investor considering alternative investments in her own 

country and a neighboring country. She faces a tax rate in her own country of 25 per cent, while 

the neighboring country imposes taxes at only 15 per cent. The lower tax rate applicable in the 

neighboring country creates a tax incentive to invest in the neighboring country (i.e., to “export” 

her capital to the neighboring country). 

What is a country to do to offset the capital export incentives faced by its own citizens when 

other countries impose lower tax burdens? There are two basic approaches available, and both 

come with potentially significant costs. One approach is to impose a residential-based tax system 

so that all income earned by those taxpayers who reside within the borders of the country will be 
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subject to the domestic income tax, regardless of where that income is earned. So long as the 

domestic tax allows an offset for foreign taxes paid on “out-of-country” earnings, this approach 

will maintain capital export neutrality in cases in which the country’s neighbors impose 

relatively lower tax rates, because income generated by residents from foreign investments will 

still be subject to the home country’s higher tax rate. This approach runs the risk that residents 

will move out of the country to protect their foreign investments from the higher tax rates of the 

former home country. 

A second approach is for the home country to reduce its tax rate to the level of those 

countries to which capital is most likely to flee. In general terms, the countries to which capital is 

most likely to flee are those that offer relatively competitive pre-tax returns to capital (e.g., 

countries with comparably efficient labor forces, legal protections, etc.). By lowering its tax rates 

to the levels imposed by its neighbors, a country can equalize the tax rate on domestic and 

foreign investment. This approach reduces government revenues, and perhaps worse, can unleash 

a torrent of competitive tax cuts across countries as each strives to undercut the tax rates of the 

others. 

 

Capital Import Neutrality  

 

A country’s tax system is capital import neutral when it taxes the returns to all investments 

within its borders at the same rate, regardless of the residence of the investors. Capital import 

neutrality ensures that a country’s residents are not tax-disadvantaged in competing with foreign 

actors conducting business within the country’s borders. For example, assume country A 

imposes income tax at 25 percent on all returns to invested capital. Assume that policy makers in 

country A want to lure investors from other countries to invest within its borders, and therefore 

decide to exclude returns to foreign capital from its income tax. Because it imposes a lower rate 

of tax on foreign investors than on domestic investors, such a policy would violate the objective 

of capital import neutrality.  

In summary, capital export neutrality is increased when countries tax all the income of their 

own residents without regard to where such income is generated (residence-based taxation), 

while capital import neutrality requires taxation of all actors within a country’s borders (source-

based taxation). These two objectives can be, and usually are, in conflict with one another. The 

choice between capital import vs. capital export neutrality is an important factor explaining 

certain key differences between different countries’ tax systems.  

 

“National” Neutrality  
 

Policy makers often address the conflict between capital export and import neutrality by 

taking a national versus an "extra-national" perspective. From this perspective, the tax authorities 

acknowledge that they cannot impose their preferences on other countries, and therefore measure 

neutrality at the national level.  

A country only concerned about neutrality within its own borders faces a difficult choice—

how should it tax nonresidents? If it chooses not to tax nonresidents, those from lower tax 

countries will enjoy a competitive advantage over domestic actors. If it taxes income earned by 

nonresidents, then it risks reducing capital export neutrality at the global level—when investors 

are taxed at the tax rates imposed by the countries in which they invest, rather than at the tax rate 

imposed by their home countries, the tax burden on capital investment will depend on where 
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such capital is deployed, thus increasing the effect of taxes on where investors decide to invest. 

Policy makers in democratic countries are often more concerned about the competitive 

environment faced by their own citizens and thus tailor their tax systems to address concerns 

over neutrality at the national, rather than the international level. 

As a result, most countries choose to apply their income tax to income earned within their 

borders by residents and nonresidents alike. The question then arises, how should a country's tax 

system address the foreign taxes paid (if any) by foreign investors residing in a country that taxes 

their worldwide income? Proponents of national neutrality suggest that foreign taxes paid by 

nonresident investors should be treated as simply another cost of doing business. Such taxes 

might, at most, be deducted from the tax base, but not credited or otherwise allowed to offset the 

domestic tax. This perspective is comparable to how the United States treats state level income 

taxes for purposes of the federal (national) income tax. When filing their national returns, U.S. 

citizens and residents subtract state taxes from the tax base used to calculate their federal income 

liabilities. Differences between state level taxes thus become issues to be addressed by state-level 

policy makers. States impose income tax rates ranging from zero to over 7 percent and citizens 

are left to analyze the state tax as merely a cost of living and doing business in a particular state. 

At the national level, the tax system is evaluated without concern for the differing taxes imposed 

in non-national tax jurisdictions. 

 

Competition for Capital and Skilled Labor 

 

A common theme in this book is that tax systems are often used by policy makers to 

influence economic behavior. Taxes are a significant cost of doing business and it is only natural 

that countries use their tax systems as a means of encouraging increased economic activity 

within their borders. Although capital is widely viewed as more mobile than labor, countries are 

in a constant state of competition for both increased capital investment and skilled labor. Tax 

policy is a commonly used tool in this competition.  

The tax competition for capital is especially fierce. As discussed in Chapter 5, the trend in 

global corporate tax rates has been significantly negative in recent years. Indeed, over the past 3 

decades, corporate tax rates across the globe have declined substantially. The brief summary 

provided in Table 9.1 illustrates the magnitude of this trend: from 1981 to 2013, corporate tax 

rates declined by amounts ranging from almost 25 per cent in the U.S. to over 50 per cent in the 

U.K. and Germany.  

 

 

Table 9.1 

Maximum Statutory Corporate Income Tax Rates 

Selected Countries 

1981-2013 

 

 Canada France Germany Japan U.K. U.S. 

1981 36% 50% 56% 42% 52% 46% 

1991 28% 34% 50% 37.5% 33% 34% 

2001 27% 33.33% 25% 30% 30% 35% 

2013 15% 34.43% 15% 25.5%* 23% 35% 

Pct. change       
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1981-2013 -58.33% -31.14% -73.21% -39.29% -55.77% -23.91% 
 Source: OECD Tax Database, Table II.1. (http://www.oecd.org/tax/tax-policy/tax-database.htm) 

 * Does not include a three-year surtax for reconstruction. Inclusion of this temporary surtax increases the Japanese rate to 28.05 per 

cent. 

 

In addition to the overall corporate tax rate, policy makers can and do use special tax 

allowances (described in earlier chapters as tax expenditures) to attract investment. Some such 

tax expenditures have the added benefit of attracting skilled labor. In particular, countries are 

interested in attracting talented individuals in science and technology. One way in which to 

accomplish this objective is to use the tax system to attract corporate R&D (research & 

development) activities. Thus, tax allowances which decrease the tax burden on R&D activities 

may attract corporate R&D investment to a country, requiring companies to relocate skilled 

workers to that country. If a country is particularly effective in such efforts, the creation of a 

large pool of skilled workers may further attract R&D capital investment without the country 

having to provide further tax incentives.  

While reducing a country's corporate tax rate may not violate the objectives of tax neutrality, 

introducing provisions into the tax system to benefit a particular type of behavior, such as R&D 

investment, clearly does reduce the neutrality of a country's tax system. In this case, the tax code 

interferes with investors' decisions with respect to the allocation of capital across alternative 

investment opportunities, reducing the cost of R&D activities relative to others. If the primary 

goal of policy makers in favoring this type of expenditure is to attract foreign capital investment 

in such activities, then the tax benefits will reduce capital import neutrality. If the goal is to 

encourage domestic businesses to make such investments domestically rather than investing 

capital in foreign markets, then the tax benefits will reduce capital export neutrality.  

Countries using their tax systems to subsidize particular business activities relative to others 

are signaling that they value successful competition for capital and/or skilled workers more 

highly than they value neutrality. Due to the vast differences in resources available to policy 

makers in different countries, this is not surprising. Countries that possess a wealth of physical 

and natural resources may place a higher value on economic efficiency and seek a more 

economically neutral tax system, while those lacking in such resources may place a lower value 

on neutrality. In this sense, tax policy is a tool much like other forms of regulation (e.g., those 

governing worker safety, environmental protection, etc.) used by policy makers in some 

countries to reduce the cost of doing business within their country's borders. 

 

Protecting Domestic Industry 

 

In addition to attracting outside investment, the tax code is also frequently used to protect 

domestic industry. The most common form of protective taxation is the tariff. The World Trade 

Organization (WTO) defines a tariff as a customs duty on merchandise imports, designed to 

provide a price advantage to domestically produced goods over imported ones, and notes that 

"after seven rounds of GATT trade negotiations that focused heavily on tariff reductions, tariffs 

are less important measures of protection than they used to be."
2
  

But tariffs are not the only form of tax protection extended to a country's domestic industry. 

The income tax can also be used to provide cost advantages for domestic industry. For example, 

until 2004, the United States excluded 15 percent of the income of so-called "foreign sales 

corporations" (FSCs) from its tax base in an effort to reduce the tax burden on export sales. The 
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U.S. argued that this effort was necessary to reduce the burden on U.S. multinationals relative to 

their non-U.S. competitors. If the tax burdens on non-U.S. multinationals were lower than those 

on U.S. multinationals, then the tax break would increase capital export neutrality. These 

provisions were declared to be unacceptable by the WTO, however, whose members viewed the 

provisions as reducing capital import neutrality within their own borders. The WTO threatened 

to impose sanctions on U.S. exports if the FSC rules were not eliminated. The U.S. acceded to 

the WTO ruling, repealing the FSC rules in 2004. 

In that same year, however, the U.S. implemented a new provision, the "domestic production 

activities deduction," which excludes a portion of income derived from "domestic production 

activities" from the income tax. This exclusion began at 3 per cent, and has grown to 9 per cent. 

The net effect is to reduce the U.S. income tax rate on such income from 35 per cent to 31.85 per 

cent (91 per cent of the U.S. corporate income tax rate of 35 per cent). The objective of the 

special deduction is to reduce the cost of domestic manufacturing and other production activities 

(e.g., film production) in an effort to discourage companies from outsourcing such activities to 

countries with lower labor and/or regulatory costs. This effort is an attempt to discourage 

multinational firms from exporting capital previously employed in the manufacturing process in 

the U.S. and thus may reduce capital export neutrality (by reducing the tax cost of domestic 

production). Alternatively, because the U.S. corporate tax rate is higher than other countries to 

which multinational firms may be willing to invest capital, then this provision, by offsetting the 

higher tax cost of U.S. investment, may increase capital export neutrality (by reducing the net 

effect of taxation on the investment location decision). This example illustrates the complexities 

faced by policy makers in a competitive global tax environment. Thus far, the WTO has not 

objected to this effort.  

 

Keeping Within the Boundaries Established by the World Trade Organization (WTO) 

The World Trade Organization is a global international organization formed to establish and 

monitor the rules of trade between nations. The organization was founded on January 1, 1995 

under the Marrakech Agreement as a replacement for the General Agreement on Tariffs and 

Trade (GATT) which had governed international trade since 1948.The rules of trade are 

established by negotiation among the organization's 159 member nations, and ratified by the 

governments of those nations. The WTO also provides a dispute resolution process aimed at 

enforcing member nations' compliance with agreements negotiated under the WTO umbrella. 

WTO's primary objective is to facilitate global trade among nations. 

The WTO influences tax policy through its restrictions on subsidies. Subsidies are defined as 

financial contributions by a government to provide assistance to domestic producers or to 

diminish the competitive position of foreign producers.
3
 Importantly, the WTO expressly limits 

both direct subsidies (e.g., cash payments to subsidize export sales by domestic producers) and 

indirect subsidies provided via tax reductions. Thus, prohibited subsidies can take the form of tax 

rate reductions for export sales (e.g., the U.S. foreign sales corporation benefit described above), 

tariffs on imported goods, and other similar tax benefits. The term subsidy does not include 

broad-based tax reductions applicable to all investors subject to a country’s tax system, but only 

those reductions that are targeted at certain “preferred” investor classes such as a country’s own 

                                                 
3
 http://www.wto.org/english/docs_e/legal_e/24-scm_01_e.htm#ArticleI 

http://en.wikipedia.org/wiki/Marrakech_Agreement
http://en.wikipedia.org/wiki/General_Agreement_on_Tariffs_and_Trade
http://en.wikipedia.org/wiki/General_Agreement_on_Tariffs_and_Trade
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companies or consumers. Thus, a country risks WTO sanctions only when it applies tax 

provisions selectively, so that they affect some taxpayers and not others.  

 

Protecting the Revenue Base of Government  

 

Accepting that policy makers recognize and choose among all of the goals of taxation 

discussed in the previous portion of this chapter, the primary purpose of the income tax system is 

still to raise revenues to finance the operations of government. Competition among governments 

for business investment has resulted in an accelerating race to reduce tax rates, especially 

corporate tax rates. Reducing tax rates reduces tax revenues in the short run, but in the long run, 

policy makers hope that reductions in the corporate tax rate may attract enough additional capital 

investment to offset much of the revenue loss. This is a tall order, however. Consider, for 

example, how a country's policy makers should have responded when Ireland reduced its 

corporate income tax rate to 12.5 per cent.  

Imagine a country with a corporate tax rate of 30 per cent. Assume that it currently has a 

corporate tax base of approximately €100 billion. It fears that it may lose as much as 10 per cent 

of this tax base to Ireland as companies relocate to take advantage of the lower Irish tax rate. The 

potential revenue loss is thus €3 billion in corporate tax revenues (30 per cent tax rate times €10 

billion reduction in tax base). By contrast, a reduction in its corporate tax rate to 12.5 per cent to 

match Ireland would cost €17.5 billion in lost corporate revenue, far more than it risks losing by 

allowing some of its tax base to move away. (It assumes it will not lose its entire tax base to 

Ireland because taxes are only one concern in the investment location decision). Assume the 

country decides to lower its tax rate, but not all the way to 12.5 per cent. Perhaps it settles on 25 

per cent, still higher than Ireland’s but comparable to other developed countries with whom it 

competes for capital. How will this affect its revenues? If the tax rate reduction is sufficient to 

dissuade companies from shifting their investment to Ireland, the country will still lose €5 billion 

in revenue, almost twice as much as it fears losing from the erosion of its tax base. Moreover, 

policy makers must consider that even with this reduction, its tax rate is still twice that of 

Ireland, so it is still likely that some portion of its domestic business tax base may leave. As this 

example illustrates, in a global marketplace, tax rate reductions implemented by one country 

have significant implications for policy makers across the world.  

Of course, policy makers recognize that the corporate tax is not the only source of revenue 

loss when companies relocate. Tax authorities also collect income tax on the earnings of 

employees who work for those companies operating within their jurisdiction. As these 

companies transfer their activities to Ireland, the taxable domestic wage base will also shrink, as 

will the taxable consumption of the labor base that transfers with their employers (or becomes 

unemployed as a result of the transfer of the employer's production activities to Ireland). The 

total potential lost revenues are a multiple of those lost in corporate revenues alone. Thus, policy 

makers must consider reducing their own tax rates in response to the rate reduction implemented 

by Ireland. And so they have. 

Not all countries will attempt to match the Irish in slashing corporate tax rates. The ability to 

resist the competitive pressure will depend on the other resources that a country can offer to its 

employer base. Taxation, while significant, is less important to many companies than are the 

availability of an educated and trained (or trainable) work force, a reliable and accessible system 
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of legal protection, high-quality infrastructure, closeness to product placement markets, ready 

access to necessary inputs (energy, commodities used in production, etc.), and many other 

factors. Countries that can successfully compete on these factors of production are less 

compelled to compete on tax rates. The varied availability and quality of such non-tax benefits 

across countries has resulted in an uneven pattern of corporate income tax rates across the globe. 

The result is an environment of enormous opportunity for multinational corporations to choose 

the tax rates at which their incomes will be taxed.  

 

Design Issues in Formulating a Tax System to Address the Treatment of Multinationals 
 

The flexibility afforded multinationals to choose their tax rates is in large part a function of 

the difficulty of disaggregating a multinational company's worldwide earnings to reflect the 

portions earned in each of the countries in which it does business. For example, assume a 

company that produces and manufactures pharmaceuticals. Its major products enjoy patent 

protection in the markets in which it operates. The company itself is based in Ireland, but holds 

the intellectual patents on its drugs through a subsidiary incorporated in the Cayman Islands. It 

manufactures the drugs in Thailand, and sells them to customers in 12 different countries through 

six distribution subsidiaries located in separate countries. In what countries should its earnings be 

taxed and how much in each? To answer these questions, tax authorities must address several 

others. What portion of the company’s revenue is attributable to the intellectual property held by 

the Cayman subsidiary? This portion is deductible from the tax base in all the countries in which 

the company sells its product. What portion is attributable to manufacturing? Should this portion 

be taxed in Thailand, regardless of where the drugs are ultimately sold? How about to its selling 

efforts? Those are costly, and a portion of revenues surely must be allocated to the countries in 

which the distribution centers are located. Should any portion be attributed to the skills of the 

management team housed in Ireland? How about the owners of the company? Should any 

portion be taxed to shareholders, who themselves are scattered across a variety of countries, and 

if so, when? These are thorny questions, and the answers are not obvious. It is not surprising, 

then, that the answers are not uniform across countries. These questions form the basis for the 

design issues to be discussed in this section of the chapter. 

 

Worldwide vs. Territorial Taxation of Cross-Border Income--in General  

 

When businesses or individuals do business in more than one country, the question naturally 

arises as to who (which country) has tax jurisdiction? Is it the country in which the individual or 

business resides, or the country in which the business is transacted? Both countries can make 

plausible claims for jurisdiction. The residential country provides certain resources for all those 

who live there—protection, infrastructure, energy, legal system, etc.—and may reasonably take 

the position that all residents share the cost. Likewise, the country in which the business is 

conducted provides significant resources to those participating in its economy, whether or not 

they live there. Those participating in the economy of a country should also share the costs. 

Thus, perhaps the first issue that policy makers must address is what theory of jurisdiction will 

form the foundation of their system for taxing cross-border business or investment activities? 

As noted above, there are essentially two options. Worldwide taxation imposes income tax 

on all income earned by residents or citizens of country, regardless of where such income is 

derived. Territorial taxation imposes income tax on all income derived within a country's 
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territory, regardless of the residence or citizenship of those who earn it. Thus, worldwide 

taxation imposed tax based on the residence of the taxpayer (residence-based taxation), while 

territorial taxation imposes tax based on the source of the income (source-based taxation). The 

tax systems in many countries incorporate a combination of these two approaches, although most 

are based predominately on territorial taxation. The United States, in contrast, claims the 

jurisdiction to tax the worldwide income of its citizens and residents. 

 

Worldwide vs. Territorial Taxation and Tax Neutrality 

 

Evaluating the two approaches to taxation in terms of the policy goals described earlier in 

this chapter provides some insight into how policy makers in different countries rank those goals. 

For example, a worldwide tax system is more consistent with the goal of capital export neutrality 

than is a territorial system. Recall that capital export neutrality is based on the idea that tax 

considerations should not influence the investment location decisions made by a country's 

domestic taxpayers. In a worldwide tax system, the residence-country tax burden on returns to 

investment is the same whether the investment is made at home or abroad. As a result, 

investment location decisions made by residents of a worldwide tax country are governed by 

business considerations, and are not distorted by tax considerations. 

Thus, one way to view capital export neutrality is through a competitive lens. Countries 

seeking to maintain capital export neutrality are focused on ensuring that other countries cannot 

lure investment capital away by offering lower tax rates. Residents of a country that imposes a 

worldwide tax system will owe domestic income tax at the same rates on their foreign income as 

on their domestic income. In other words, investing capital in a lower tax rate country will not 

reduce the investor's tax burden. This protection is not available to a country imposing a 

territorial tax system. 

To illustrate, consider the tax effects of the two approaches in the following example. 

Corporation X is analyzing whether to invest €100 million either in its home country (domestic 

investment) or in a neighboring country (foreign investment). The company anticipates that it 

can earn a 10 per cent return, before tax, on the domestic investment. Due to higher 

transportation and other costs, its return if it makes the investment in the neighboring country 

will be only 9 per cent. However, its domestic tax rate is 30 per cent, while the tax rate in the 

neighboring country is only 20 per cent. Thus, its analysis will yield the following results: 

 

 Domestic 

Investment 

Foreign 

Investment 

If Home country uses territorial tax system:   

Income before income taxes (10% vs. 9%) €10,000,000 € 9,000,000 

Tax burden, territorial system (30% vs. 20%) (€  3,000,000) (€ 1,800,000) 

After-tax income, if home country uses territorial system €  7,000,000 € 7,200,000 

 

If Home country uses worldwide tax system instead:   

Income before income taxes (10% vs. 9%) €10,000,000 € 9,000,000 

Tax burden, worldwide system (30% regardless of source) (€  3,000,000) (€ 2,700,000) 

After-tax income, if home country uses worldwide system €  7,000,000 € 6,300,000 
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As illustrated above, if the company's home country imposes a territorial income tax system, 

the company will make its investment in the foreign country even though the pre-tax return on 

investment is expected to be lower. This outcome is not consistent with capital export 

neutrality—in a system that is capital export neutral, the company will invest its capital in the 

foreign country ("export" its capital) only if the foreign country offers a better pre-tax return. 

Thus, as illustrated in the second part of the example, imposition of a worldwide tax system 

enhances capital export neutrality. In this example, if the home country imposes a worldwide tax 

system, the company will invest in the domestic opportunity because the domestic pre-tax return 

exceeds the foreign pre-tax return. Tax considerations do not affect its investment decision. 

The core philosophical concept underlying the objective of neutrality in economic policy is 

that resources should be allocated to their most productive use. A neutral tax policy does not 

interfere with the process by which businesses (and individuals) make resource allocation 

decisions. A tax system that is capital export neutral ensures that capital is not invested in lower-

yield foreign investments because of tax competition. It is important to note that the goal of 

capital export neutrality is not to discourage domestic actors from employing their capital 

(human or physical) in other countries; rather, the goal of capital export neutrality is that 

investors will invest their capital outside the country’s borders only where the opportunity 

associated with a foreign investment is greater than that associated with domestic alternatives. 

Indeed, policy makers often work to assist companies based within their borders to make 

investments in other countries in order to gain access to foreign markets.  

Access to domestic markets is essentially the focus of capital import neutrality. The idea 

behind import neutrality is that no country should impose tax rules that artificially decrease the 

return to investment realized either by domestic or foreign investors in their own markets. That 

is, all investors within a particular country should be treated the same, regardless of their country 

of residence. This objective would be met if all countries adopted pure territorial tax systems, so 

that residents in any country, when investing in other jurisdictions, would not suffer lower after-

tax returns relative to domestic investors in those jurisdictions solely as a result of their country 

of residence. Capital import neutrality is inherently antagonistic to capital export neutrality. 

When a country imposes a worldwide tax system, so that it taxes the worldwide income of its 

residents regardless of where that income is earned, it violates the objective of capital import 

neutrality with respect to all countries that impose lower tax rates. Because residents of the 

worldwide tax country will pay higher tax rates on investments in other countries than will the 

residents of those countries (assuming those countries impose lower tax rates), residents of the 

worldwide tax country pay more tax on their incomes earned in territorial tax countries than do 

residents of those countries. Thus, capital import neutrality is reduced in these other countries, 

regardless of how they have structured their own tax systems. In contrast, if all countries impose 

purely territorial tax systems, then no protection exists against the competitive reduction of tax 

rates to artificially entice foreign capital into less productive markets (capital export neutrality). 

In a competitive global marketplace, countries are forced to choose between import and export 

neutrality. 

Although the WTO strictly enforces restrictions against the use of tax subsidies to enhance 

countries' trading positions, its rules are limited to tax rules that might inhibit the free trade of 

goods and services between its member countries. Countries are still free to use their tax systems 

to attract capital, create competitive advantages for companies based within their borders, attract 

skilled human resources, etc. As a result, there is very little uniformity across global tax systems 

and the conflict between capital import and export neutrality is exacerbated.  
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Thus, while most countries employ predominantly territorial tax systems, their systems also 

incorporate certain features that promote capital export neutrality. For example, most countries 

around the world tax resident corporations on a predominantly territorial basis, allowing them to 

exclude from their incomes dividends received from foreign subsidiaries operating outside the 

home country's borders. However, the exemption of the income of foreign subsidiaries is usually 

limited to business income. To the extent that the income of such foreign subsidiaries consists of 

passive royalty or investment income, exclusions are not available, in effect converting the tax 

system on such income to a residence-based standard.  

Likewise, the U.S. tax system, although worldwide in scope, also includes many territorial-

type elements that promote capital import neutrality. For example, the U.S. taxes the U.S.-source 

income of all individuals or companies doing business within its borders, regardless of residence. 

This aspect of the U.S. system is essentially territorial. Applying a territorial tax scheme to 

nonresidents increases capital import tax neutrality. Similarly, the U.S. treatment of 

multinationals possesses characteristics of a territorial tax system in that the U.S. tax on foreign 

earnings of such multinationals is deferred. That is, the U.S. income tax on active business 

income earned by foreign subsidiaries of U.S. companies is generally not taxed until such time as 

the income is repatriated to the U.S. parent. By deferring the taxation of foreign business income 

earned by U.S. corporations through their foreign subsidiaries, the U.S. system ensures that those 

companies do not face immediately higher tax burdens on their foreign investments than do 

resident companies doing business in those countries. Thus, the U.S. system is very much a 

hybrid system, combining elements of both worldwide and territorial taxation in an effort to 

accommodate, to the extent possible, both export and import neutrality. 

 

Deferral 

 

Adoption of the worldwide tax approach is a very effective way to improve capital export 

neutrality. As illustrated previously, it is very difficult for other countries to use tax rate 

reductions to lure domestic producers away from a country that imposes a worldwide tax system. 

The worldwide approach, however, creates significant tax disadvantages for domestic companies 

attempting to conduct business in foreign markets. Imagine, for example, a company based in a 

30 per cent worldwide tax country. It is considering investment in a foreign country with a 20 per 

cent territorial tax system. The company is efficient, and believes it can produce a product for 

€40 that will sell in the foreign country for €100. Its competitors in that country can produce the 

same product for €45; however, to compete with the new entrant to their markets, they are 

willing to sell the product for €98. A comparison of the after-tax profits of the company vs. its 

competitors will look like the following: 

 

 Company from 

worldwide tax 

country 

Competitors in 

territorial 

foreign market  

Sales (1,000,000 units at €100 and €98, respectively)  €100,000,000 €98,000,000 

Cost of sales (1,000,000 at €40 and €45, respectively) (   40,000,000) (  45,000,000) 

Profit before tax    60,000,000   53,000,000 

Income tax (30% and 20%, respectively) (   18,000,000) (  10,600,000) 

After-tax profit € 42,000,000 € 42,400,000 
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In this example, the company based in the country with the worldwide tax system is more 

than 10 per cent more efficient than its foreign market competitors (producing the goods for 

88.88 per cent of the cost of its foreign competitors). Yet, because the company must pay tax at 

the relatively higher rate imposed by its home country, its foreign competitors can undercut it on 

price and still produce greater profits after tax. Note that the example compares the profit from 

sales of 1,000,000 units by the company and a hypothetical competitor in the foreign market. It is 

of course likely that the company will have to match the competitor on price or lose sales, in 

which case the comparison will favor the competitor even more. The worldwide tax system 

imposed by the company's home country puts its companies at a competitive disadvantage in 

foreign markets even when they are more efficient producers. 

One way that policy makers can alleviate this problem, while still retaining a worldwide tax 

system, is to allow the company competing in a foreign market to defer the home country tax 

liability until the company withdraws its earnings from the foreign market. Deferral allows the 

company to reinvest its foreign earnings in the foreign market while it builds its business and 

competes for market share. Once it begins to earn “excess” earnings—that is, earnings in excess 

of what it needs to reinvest in the foreign market—such earnings will presumably be returned to 

its domestic parent and can be subjected to the home country tax at that time. In the U.S., 

companies are allowed to defer the U.S. tax on the foreign business income of their foreign 

subsidiaries. Deferral is not allowed for investment or royalty income because there is no policy 

interest in allowing this type of income to be taxed at lower foreign tax rates. 

This, of course, is not a perfect solution. Over time, the company from the worldwide tax 

country is still paying the higher home country tax on its earnings from the lower-tax foreign 

market. But that is not the biggest concern. A bigger concern from a policy-maker’s standpoint is 

that the tax liability imposed when the company brings its excess foreign earnings home 

discourages repatriation. If foreign earnings are never repatriated, the deferral of the home 

country tax becomes permanent. In that case, the worldwide tax system becomes a territorial 

system, at least for those firms that do not repatriate their foreign earnings, and the objective of 

capital export neutrality is severely compromised.  

There is some evidence that deferral may cause firms based in a worldwide tax country to 

keep their earnings in low-tax jurisdictions. For example, Table 9.2 shows that almost 60 per 

cent of the earnings and profits of foreign subsidiaries of U.S. multinationals as of the end of 

2008 were held in tax haven countries, and that for some of these countries, the earnings held by 

U.S. multinationals (again through their foreign subsidiaries) significantly exceeded the GDP of 

the countries in which such earnings were being held. The latter result strongly suggests that 

these companies are not holding their earnings in tax haven countries with the intention of 

reinvestment in productive assets (e.g., facilities expansion, acquisition of other companies, etc.)  

TABLE 9.2 

Earnings and profits of U.S. multinational corporations’ foreign subsidiaries (CFCs), 2008 

 

 

Number of  

CFCs 

 

Earnings and profits  

before taxes  

(millions $) 

Earnings and 

profits as a 

percent of GDP 

All geographic regions 83,642 661,993  

Selected tax havens: 
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Bahamas 372 16,848 204.30% 

Bermuda 1,008 68,587 1,122.50% 

British Virgin Islands 419 7,876 937.90% 

Cayman Islands 1,677 43,044 1,913.00% 

Costa Rica 450 690 2.30% 

Cyprus 138 696 2.80% 

Guernsey 67 604 22.00% 

Hong Kong 2,368 8,325 3.80% 

Ireland 1,202 60,243 22.70% 

Jersey 101 605 11.90% 

Luxembourg 681 30,706 55.80% 

Malta 31 127 1.40% 

Netherlands 3,505 94,411 10.80% 

Panama (including Canal 

Zone) 

282 1,832 8.00% 

Singapore 1,843 13,767 7.20% 

Switzerland 1,411 48,096 9.20% 

      Percent of total–all 

regions 

 

18.60% 59.90% 

 

 

Selected developed countries (excluding tax havens) 

Australia 2,802 23,673 2.20% 

Austria 527 1,476 0.40% 

Belgium 1,222 3,762 0.70% 

Canada 6,829 47,696 3.10% 

Denmark 693 2,103 0.60% 

France 3,522 14,380 0.50% 

Germany 4,094 15,714 0.40% 

Italy 1,665 5,748 0.20% 

Japan 2,730 6,311 0.10% 

Korea 860 5,597 0.60% 

Spain 1,785 13,948 0.90% 

Sweden 1,052 829 0.20% 

Percent of total–all 

regions 

33.20% 21.30%  

 

Source: Hungerford, The Simple Fix to the Problem of How to Tax Multinational Corporations — Ending Deferral (Economic Policy Institute, March 31, 2014). 

 

The figures in Table 9.2 suggest that allowing domestic firms to defer the home country tax 

on foreign-source income in a worldwide tax system may have worse results for the home 

country than would conversion to a territorial system. In a territorial system, no tax is assessed 

on income earned outside the country, and thus no tax is imposed when foreign earnings are 
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returned to the home country (other than withholding tax imposed in the foreign jurisdiction 

where such earnings were generated). In contrast, in a worldwide tax system with deferral, 

multinationals face a substantial incentive not to repatriate foreign earnings. 

In addition, implementing a system of deferral within a worldwide tax system introduces a 

substantial amount of complexity to the tax code. First, extensive record-keeping requirement are 

necessary to keep track of the income earned and not distributed (along with the foreign taxes 

paid on such income). Second, an additional set of rules is necessary to define what constitutes a 

payment back to the home country. Obviously, a dividend distribution to the domestic parent 

triggers the deferred tax. But what about the purchase by the foreign subsidiary of property in the 

home country? Suppose the foreign subsidiary lends funds to the domestic parent: does that 

constitute payment back to the parent? In the U.S., the answer to both these questions is yes. The 

foreign subsidiary obviously has profits in excess of those it needs for investment in the foreign 

country, and thus, taxing those profits will not impact its competitive position abroad. Finally, 

deferral must be subject to some limitations, or a country may as well not adopt a worldwide tax 

system at all. For example, U.S. tax law extends deferral only to certain types of active business 

income, imposing a complex set of “look-through” rules in which the U.S. parent is required to 

separate the income of its foreign subsidiaries between income that is qualified for deferral and 

that which is not. The U.S. income tax burden on non-qualified income cannot be deferred.
4
 

These exceptions to the deferral rules are inherently complex and place additional record-

keeping requirements on the foreign subsidiaries of U.S. multinationals. 

 

Alleviating Double Taxation--Tax Credits, etc. 

 

An additional issue that must be addressed within a worldwide tax system is that of double 

taxation. A country asserting the right to tax the worldwide income of its residents must 

acknowledge that those countries in which the income is earned have primary jurisdiction to 

impose an income tax. Imposition of the domestic country tax on top of that imposed by the 

country in which the income is earned could result in extremely heavy tax burdens on foreign 

business and investment activity. For example, assume a country imposes a worldwide tax at a 

40% rate. Assume further that a resident corporation of that country does business in a foreign 

country which imposes an income tax at 38%. There are at least three ways the worldwide 

country can treat the foreign taxes paid: 1) it can ignore them; 2) it can allow the resident 

corporation to deduct them before paying the domestic income tax; or 3) it can allow the resident 

corporation to credit the foreign taxes paid against the domestic tax liability on the foreign-

source income. The effect of each of these approaches is illustrated below: 

 

 Ignore 

Foreign Tax 

Deduction for 

Foreign Tax 

Credit for 

Foreign Tax 

 

Income earned in foreign country 

 

1,000,000 

 

1,000,000 

 

1,000,000 

Foreign income tax  rate            38%           38%           38% 

Foreign income tax 380,000 380,000 380,000 

Income taxable in home country 1,000,000 620,000 1,000,000 

Home country tax rate           40%           40%           40% 

                                                 
4
 These restrictions are referred to generally as “Subpart F” limitations because they are defined in Subpart F of the 

Internal Revenue Code. 
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Home country tax 400,000 248,000 400,000 

Tax credit             n/a             n/a (380,000) 

Net domestic tax 400,000 248,000 20,000 

Total tax (foreign plus domestic) 780,000 628,000 400,000 

Total effective tax rate 78% 62.8% 40% 

 

The U.S., currently the only country in the world that imposes a worldwide tax system, 

allows taxpayers to choose whether to deduct or credit foreign taxes paid in computing their U.S. 

tax on non-U.S. income. Most taxpayers choose the tax credit, but there may be circumstances in 

which a taxpayer might choose to deduct such taxes instead.
5
 Obviously, this is an important 

issue for policy makers to consider in designing a country’s tax system. 

 

What Types of Income Should be Taxed—and When? 

 

An important issue for policy makers, whether a country uses a territorial or worldwide tax 

system, is what types of income should be taxed. The principle of capital import neutrality holds 

that all income earned in a country should be taxed, regardless of the residence of the taxpayer 

earning the income. Policy makers must weigh this objective, however, against the desire to 

attract additional resources, particularly investment capital, to the country’s economy. For this 

reason, many countries tax interest, dividends, and other investment income received by 

nonresidents more lightly than business income. For example, the United States does not impose 

income tax on the interest income of nonresidents earned from deposits in U.S. financial 

institutions. For other kinds of investment income, most countries engage in an extensive series 

of income tax treaties under which they agree on reduced rates of taxation on income earned by 

residents of one country from sources in its treaty partner(s). Treaties often exempt income 

earned from short-term services for administrative reasons. They generally also provide for 

reduced rates of taxation on income from dividends, interest, and royalties earned within one 

country by citizens or residents of its treaty partner(s). As illustrated in Table 9.3, the treaty 

network is extensive—the number of treaty partners for the selected countries in the table ranges 

from 16 for Argentina to 122 for France and the U.K. Most treaties provide for reduced rates of 

taxation on investment income between treaty partners, but some exclude certain types of 

investment income from taxation altogether. 

 

 

Table 9.3 

Number of Treaty Partners 

Key Provisions 

Select Countries (as of January 2014) 

 

 

Country 

 

Number of Treaty Partners 

 

Common Provisions 

 

                                                 
5
 For example, a company might choose to deduct foreign taxes when it has negative taxable income, even after 

taking foreign-source income into account. The reason is that under current U.S. law, net operating losses may be 

carried forward and applied against future taxable income for up to 20 years, whereas unused foreign tax credits may 

only be carried forward 10 years. 
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Argentina 16 treaty partners 

Reduced rates on investment 

income, varies by treaty 

partner 

Australia 45 treaty partners 

 

Rates on investment income 

reduced by 25-50%, 

depending on treaty partner 

 

France 

 

122 treaty partners 

 

 

No tax on interest income 

 

Germany 98 treaty partners 

 

No tax on interest income 

 

Ireland 70 treaty partners 

Rates on investment income 

reduced by 50-100%, 

depending on treaty partner 

United Kingdom 122 treaty partners 

 

No tax on dividends 

 

United States 67 treaty partners 

Reduced rates on investment 

income, varies by treaty 

partner 

 

 

Inbound and Outbound Capital Flows 

 

Once a country’s policy makers have decided on the appropriate mix of territorial vs. 
residence-based taxation, it still faces a number of issues in implementing that system. First 
among these is whether and how to tax capital as it enters and leaves the country’s tax 
jurisdiction. Inbound capital flow refers to the transfer of capital into the country from outside 
investors, as well as dividends, interest, etc. on capital investments made by domestic investors 
in foreign markets. For a domestically based multinational corporation, inbound capital flows 
consist chiefly of earnings from foreign subsidiaries returned to the domestic parent in the 
form of repatriation dividends from foreign subsidiaries. In a strictly territorial tax system, 
such inbound capital flows will not be subject to income taxation because they represent 
earnings received from investments outside the country’s territorial tax jurisdiction.  

Outbound capital flows, in contrast, are those transfers (exports) of capital from domestic 
taxpayers to foreign investment opportunities. The largest of these tend to be transfers of 
capital by domestic corporations to foreign subsidiaries. Deciding how such transactions 
should be taxed is made more complicated when the capital transfer is not purely financial. For 
example, consider a domestic corporation that transfers machinery to a foreign subsidiary for 
the purpose of conducting business in a foreign market. How should the country treat this 
transfer for tax purposes? Assume that the machinery was subject to a depreciation allowance 
while used domestically and that the depreciation allowance exceeded the actual decline in 
value of the machinery. Should the home country tax the outbound transfer as a sale to the 
foreign subsidiary? If not, how will the home country “recapture” the excess depreciation 
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deductions? Is there any benefit to the home country in not attempting to recapture these 
excess deductions? The answers to these questions have important implications for the home 
country’s tax base, as illustrated when we add numbers to this example.  

Assume that Home Country imposes a 25 per cent corporate income tax, that domestic 
corporation A acquired road building equipment at a total cost of €10,000,000 and that it has 
claimed €5,000,000 in deductions against its taxable income in the home country for 
depreciation expense. Assume further that the value of the machinery is €8,000,000 at the time 
that it is transferred to the foreign subsidiary. Thus, the company has claimed deductions 
against its home country income of €3,000,000 in excess of the actual economic loss in value of 
the property. Over time, depreciation expense and the actual decline in the value of the 
property will balance out, so that the net effect on home country tax revenues would be zero if 
the equipment continued to be used domestically. However, in this case, the equipment is being 
transferred outside the home country’s tax jurisdiction before the actual decline in value 
catches up with the tax deductions. The effect is that the home country is subsidizing use of the 
equipment outside its borders. (To fully illustrate this point, imagine that the company sells the 
equipment for its full €8,000,000 value shortly after transferring it to the foreign jurisdiction).  

This is an even more significant issue when the asset being transferred outside the tax 
jurisdiction is intangible. For example, imagine that the company above is engaged in R&D 
activity rather than road construction. Over some period of time, it conducts substantial R&D 
activity within one tax jurisdiction—claiming significant tax benefits for its expenditures along 
the way—and then transfers the intellectual property arising from such expenditures to 
another tax jurisdiction. The question for policy makers is whether this kind of transaction—
the outbound transfer of capital to another jurisdiction—should be treated as a taxable 
transaction by the home country? In the R&D example, the home country must weigh the value 
of the R&D activity taking place within its borders (and the highly trained workers such activity 
attracts) against the forgone tax revenue. Valuation of the intangible is also an enormously 
complicated process for countries that choose to tax this type of transfer.  

Thus, the question whether to tax the outbound transfer is not an easy one to answer. Not 
surprisingly, the answer differs across countries, and even within countries based on the 
nature of the property being transferred. The U.S., for example, does not generally tax 
outbound transfers between a U.S. corporation and its foreign subsidiary if the property being 
transferred is going to be used in an active business conducted by the foreign subsidiary. The 
rationale for this position is that the U.S. will ultimately tax the foreign subsidiary’s income, and 
so the transfer does not permanently reduce its tax base. 6 Note that this rationale does not 
hold in a territorial tax system, suggesting that such outbound transfers should be taxed by 
countries imposing territorial tax systems.   

Other outbound transfer issues arise with respect to the distribution of profits earned 
inside the jurisdiction to investors based outside the jurisdiction. Most countries impose some 
form of income tax on dividends received, although this tax may be offset for residents by a 
credit for corporate taxes paid on the income used to finance the dividend. Because it is difficult 
to enforce income tax laws on nonresidents, most countries impose a withholding tax on 
outbound dividends in lieu of income tax. Withholding tax is the responsibility of the payor, 
who remits a portion of the dividend to the tax authorities and pays the remainder to the 
investor. For example, if a company in a 15 per cent withholding tax country pays a €10,000 

                                                 
6
 In contrast, the U.S. does impose income tax when a U.S. corporation transfers intangibles to a foreign subsidiary. 

In the U.S., the transfer is analogized to a royalty, with the income recognized by the domestic parent over a number 

of years, based on the revenues generated from sale of the product protected by the patent. 
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dividend to a foreign shareholder, it will withhold €1,500 from the payment so that the 
shareholder only receives €8,500. The withheld taxes will be paid over to the tax authorities in 
lieu of income taxes assessed on the foreign investor. Withholding taxes are typically imposed 
on interest, dividends, and royalty payments paid to foreign recipients. Withholding rates vary 
across countries, as illustrated in Table 9.4. 
 

 

Table 9.4 

Withholding Taxes on Payments to Nonresidents  

Non-treaty Countries
a
 

Select Countries (as of January 2014) 

 

 

Country 

 

Interest 

 

Dividends 

 

Royalties 

Australia 10% 30% 30% 

Brazil 15% 0% 25% 

Canada 25% 25% 25% 

China 10% 10% 10% 

France 0/24/75 30/75 33
1/3

/75 

Germany 26.375% 26.375% 15.825% 

India 5/20 0% 25% 

South Korea 20% 20% 20% 

Spain 21% 21% 21.75% 

Sweden 0% 30% 0% 

United Kingdom 20% 0% 20% 

United States 30% 30% 30% 
 

a 
As indicated  in Table 9.3, income tax treaties reduce withholding requirements for payments to recipients residing in treaty countries. 

 

 

 
Inbound transfers represent tax issues only for countries imposing worldwide tax systems, 

and then only if the countries allow deferral of income tax on foreign earnings until such 
earnings are repatriated to the domestic parent. The U.S. is currently the primary example of 
such a tax system, and the taxation of inbound transfers is fraught with complexity. The 
complexity arises primarily from two sources. First, because the U.S. tax system does not allow 
full deferral of tax on foreign earnings (i.e., some types of foreign income are taxed immediately 
while other types are not taxed until repatriation), inbound transfers must be divided between 
the portion of foreign earnings already taxed and that portion benefiting from deferral. Because 
repatriation dividends are often sporadic and irregular, keeping track of the already taxed vs. 
the deferred stream of earnings by each foreign subsidiary of a U.S. multinational imposes 
substantial compliance costs on corporations and their subsidiaries.  

The second source of complexity is the necessity of a rule-making framework to protect 
against indirect transfers from a foreign subsidiary to its domestic parent. The purpose of 
repatriation dividends is to allow the parent corporation to reinvest some portion of the 
earnings of the foreign subsidiary in another market. For example, the parent may determine 
that a domestic investment would be more profitable than continued reinvestment in the 
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foreign subsidiary’s base country. If the subsidiary repatriates some of its earnings for 
domestic reinvestment by the parent, the repatriation will be taxed, leaving less money 
available for reinvestment. So what if the subsidiary makes the investment in its parent’s home 
country itself? Is this not merely an indirect repatriation dividend? What if the subsidiary lends 
the money to the parent to make the investment? Much of the difficulty of taxing inbound 
transfers from a policy perspective is identifying all the types of transactions that constitute 
indirect dividends.  

Aside from complexity, another major concern with inbound taxation is that it may 
discourage domestic firms from investing earnings of their foreign subsidiaries in the domestic 
economy due to the tax cost of repatriating such earnings (see prior discussion). This effect, 
sometimes called the “lock-out” effect, is not a concern for countries using source-based 
(territorial) income tax systems because they do not tax foreign earnings.  
 

Where is Income Earned? Transfer Pricing and the OECD Model Tax Treaty 

 

Perhaps the biggest problem tax policy makers have faced with the growth of global 

enterprises is how a multinational company’s income should be “allocated” across the various 

countries in which it conducts business. When a single organization divides manufacturing, 

distribution, rights to use intangible property, and management across multiple countries, policy 

makers struggle to determine what portion of its total income should be taxed in each of the 

countries in which it has property or conducts operations. Most countries follow the OECD 

Model Tax Treaty, which is based on a “separate company” accounting model. This model treats 

each subsidiary in a multi-company group as a separate company with its own revenues and 

expenses. Such revenues and expenses may be derived both from its dealings with other 

companies in the group and with other companies and individuals outside the group.  

Under the model treaty, a member company’s earnings from transactions within the group 

are measured based on the concept that all transactions within the group should be priced in so-

called “arm’s length” negotiations as if the members of the group were unrelated. By signing the 

treaty, a country agrees to treat group members as separate companies and essentially restricts its 

tax authorities to reviewing transfer prices (the prices at which goods and services are transferred 

between related members of the group) to determine whether the arm’s length standard has been 

satisfied. While companies in theory are subject to the risk that a too aggressive transfer pricing 

strategy may leave them susceptible to taxation of the same income in two countries, by routing 

much of their business through “tax haven” (i.e., low-, or no-tax countries), this risk can be 

alleviated substantially. The result has been development of an industry in transfer pricing 

consultants as multinationals have been tremendously aggressive in shifting taxable income 

away from higher tax countries and toward lower tax ones. 

To illustrate the problem, assume a country manufactures inventory for resale in a country 

that imposes a corporate income tax rate at 30 per cent. It sells this inventory to a distribution 

subsidiary located in a country with a corporate tax rate of only 10 per cent. The distribution 

subsidiary then resells the inventory to the ultimate consumers of the company’s products. 

Assume that the company manufactures the inventory at a total cost of €15,000,000 and that the 
inventory is ultimately sold to consumers for €35,000,000. Thus, the company earns total 
profits of €20,000,000. The portion of this profit that is taxable in each of the two countries is 
determined by the price at which the inventory is sold by the manufacturing company to the 
distribution subsidiary. Consider the two alternatives below:  
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 Transfer Price 

= €30,000,000 

Transfer Price 

= €20,000,000 

 

Cost of inventory to Manufacturer 

 

€15,000,000 

 

€15,000,000 

Selling price to Distribution subsidiary 30,000,000 20,000,000 

Profit to Manufacturer 15,000,000 5,000,000 

Manufacturing country tax rate           30%           30% 

Manufacturing country tax 4,500,000 1,500,000 

   

Cost to Distribution subsidiary 30,000,000 20,000,000 

Selling price to ultimate consumers 35,000,000 35,000,000 

Profit to Distribution subsidiary 5,000,000 15,000,000 

Distribution country tax rate            10%            10% 

Distribution country tax 500,000 1,500,000 

 

Total tax, both countries  

 

€5,000,000 

 

€3,000,000 

 

As illustrated above, reducing the price at which the inventory is transferred from the 

manufacturer to its distribution subsidiary shifts more of the total profit from the activity to the 

distribution subsidiary. Since that entity is based in a country with a lower corporate tax rate, 

manipulating the transfer price substantially reduces the overall tax burden on the combined 

group’s business operations.  

Note that while the initial transfer price is largely set by the parent company, the price must 

be defensible as a reasonable price that would be agreed to by both parties if the companies were 

not related. For example, if the manufacturer in the example above also sold inventory to other 

customers other than the distribution subsidiary, it would have to provide significant justification 

for charging the distribution subsidiary a different price than it charges to other customers. In 

cases where there are no sales to unrelated customers, tax authorities will look to the prices 

charged by other manufacturers for similar products, to average returns on assets invested in the 

manufacturing process for similar manufacturers, or to other such metrics for comparison.  

Further, it is important to recognize that if the tax authorities in the country in which the 

manufacturing subsidiary is located challenge the transfer price, any resolution affects only that 

country’s tax. The country in which the distribution subsidiary is located will in most cases 

require the company to abide by the income reported in the original tax return. Thus, the parent 

company faces the risk that an overly aggressive transfer price will result in income being taxed 

in both countries (a combined 40 per cent tax rate), rather than in only one country (at either 10 

per cent or 30 per cent). Of course, this risk becomes more acceptable the larger the spread 

between the two countries’ tax rates. For this reason, there is growing frustration with tax haven 

countries amongst economically developed nations. 

An additional component of the OECD Model Tax Treaty is what is referred to as the 

“permanent establishment” principle. Under the permanent establishment principle, a company is 

not subject to tax in a country unless it has created a “permanent establishment” within that 

country. The permanent establishment principle is essentially an effort to require some 

significant level of “presence” within a country before the country can impose its income tax on 

the company’s income. Under the permanent establishment principle, a country cannot impose 

income taxes, for example, upon a company that merely sells products to consumers within the 
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country’s borders, if the company does not have a physical presence in the country, as evidenced 

by either permanent employees, or some sort of physical structure within the country. For 

example, a company selling goods over the internet to consumers living in a country will not 

owe income tax in that country unless it has a permanent establishment (e.g., a warehouse in 

which such goods are housed prior to delivery) therein. 

 

An Alternative to Transfer Pricing: Formulary Apportionment of Income  

 

An alternative to the transfer pricing model is formulary apportionment. Countries following 

an apportionment approach apply a formula to a company’s total income to determine the portion 

that will be subject to the country’s income tax. For example, a country might choose to 

determine the portion of a company’s income that is subject to its tax jurisdiction by multiplying 

the company’s total income by the portion of its total sales that were generated within the 

country’s borders. Formulary apportionment offers the advantage of objectivity, and therefore 

increased certainty—to both the tax authority and the company. There is no need for the tax 

authority to audit a company’s transfer prices for economic validity. The company merely 

accounts for its sales (or other apportionment factors) by jurisdiction and applies the formula to 

determine the share of its taxable income subject to the apportionment country’s income tax. 

The individual states of the United States use formulary apportionment to allocate a 

corporation’s income across the various state jurisdictions in which it does business. Every state 

that imposes an income tax uses formulary apportionment to determine the portion of a 

company’s multi-state income subject to its jurisdiction. Some states use an equally weighted, 

three-factor apportionment formula in which income is apportioned based on the ratio of the 

company’s in-state to total sales, in-state to total payroll, and in-state to total plant, property and 

equipment (PP&E). For example, assume a state uses the three-factor, equally weighted formula 

for apportionment. A company with 40 per cent of its sales in that state, 10 per cent of its payroll 

(i.e., 10 per cent of its employees are located in that state), and with 7 per cent of its PP&E 

located there, would pay tax in that state on 19 per cent of its total income, computed as the 

simple average of the three factors: (40+10+7) ÷ 3 = 19. 

An additional advantage of the apportionment approach is that there is no need to adopt the 

separate company doctrine for each member of a related group of corporations. The separate 

company doctrine is necessary for a transfer-pricing system to function, but it is certainly 

arguable that the apportionment approach works best when all companies in a related group are 

treated as a unitary entity. Treating all the companies in a group as a unitary entity significantly 

limits the opportunity for tax abuse through the widespread use of “shell” companies. Shell 

companies are just what their name implies--lacking either assets or actual business operations, 

they are used merely as a conduit through which other companies in the group transfer goods or 

services. Shell companies are typically established in tax haven countries (e.g., the Cayman 

Islands) allowing the related group to shift its income to jurisdictions where there is no (or very 

little) income tax. This approach is substantially less effective in an apportionment system that 

applies the unitary principle and uses an apportionment formula which includes PP&E and/or 

payroll factors. Because the shell company has no employees or assets (or very few of each), a 

multi-factor apportionment formula apportions less income to the tax haven in which the shell 

company is located. It is thus not surprising that a growing number of countries are beginning to 

express interest in switching to a formulary apportionment model, especially among countries in 

the European Union.  
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It is important to note that the apportionment approach does not prevent countries from using 

their tax systems competitively. For example, in the U.S., the individual states use formulary 

apportionment to determine how much of a company’s multi-state income is taxable in each 

state. Although all states use formulary apportionment, the states use a variety of different 

apportionment formulas. Some states weigh one factor more heavily (for example, they may 

double-weight the sales factor), while others use only a single factor (typically sales). The 

rationale for these different approaches is based on the recognition that the factors used by a tax 

jurisdiction to apportion income may influence the behavior of those subject to income tax in 

that jurisdiction. Use of the PP&E factor to apportion income, for example, may impact a 

company’s investment location decisions—the greater its investment in a particular state, the 

greater share of its total income will be taxed in that state. To counter this potential investment 

disincentive, a state’s policy makers may decide to drop PP&E from its apportionment formula 

so that additional investment in that state does not increase the company’s income tax burden in 

that state.  

Of course, when different jurisdictions use differing apportionment formulas, it is possible, 

and perhaps even likely, that some companies will pay tax in two jurisdictions on the same 

income. But there is also the possibility that companies might avoid paying tax at all on some 

portion of their income. For example, assume a company doing business in two jurisdictions has 

the following amounts of sales, payroll and PP&E attributable to each jurisdiction:   

 

 Jurisdiction 1 

(3-factor, equally 

weighted formula) 

Jurisdiction 2 

(Sales factor 

Only) 

 

Total 

 

Sales 

 

€15,000,000 

 

€10,000,000 

 

€25,000,000 

Payroll 3,000,000 6,000,000 9,000,000 

PP&E 8,000,000 24,000,000 32,000,000 

Income apportioned to 

each jurisdiction: 

(60%+33%+25%)/3 

= 39% 

(10,000 ÷ 25,000) 

= 40% 

 

79% 

 

In this example, 21 per cent of the company’s income escapes taxation under the formulary 

apportionment method because it has its major property and labor investments in the jurisdiction 

that uses only sales in the apportionment formula, while the majority of its sales are in the 

jurisdiction that weights the three factors equally. If jurisdiction 1 used the single factor 

apportionment formula, it would claim the right to tax 60 per cent of the company’s income 

(rather than 39 per cent), which would eliminate the opportunity for the company to avoid 

taxation. Alternatively, if jurisdiction 2 used the 3-factor apportionment formula, it would claim 

the right to tax 61 per cent of the company’s income [(40 + 66 + 75)/3], which also prohibits the 

company from avoiding taxation. Finally, if jurisdiction 1 used a single-factor formula (sales), 

while jurisdiction 2 used the 3-factor formula, the two jurisdictions would each claim the right to 

tax 60 or 61 per cent of the company’s income, with the result that 21 per cent of the company’s 

income would be taxed in both jurisdictions (60 per cent + 61 per cent = 121 per cent). The 

company would likely react in that situation by reconsidering its PP&E and payroll location 

decisions, thereby encouraging jurisdiction 2 to reconsider its apportionment formula. 
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“Sourcing” of Income and Deductions. 
 

In addition to allocation rules, policy makers must also consider how to determine where 

income was earned and where expenses were incurred. Imagine a boat dealer in Italy who sells a 

boat to a buyer in Portugal. Which country should have jurisdiction to tax the profit from sale of 

the boat? If the sale is deemed to take place in Portugal (location of the buyer), should some 

portion of the dealer’s operating costs also be attributed to Portugal? What about costs such as 

interest expense on debt incurred to carry the company’s inventory of boats? These are obviously 

important questions, and the answers are broadly agreed upon by tax authorities around the 

world. That is not to say, however, that the answers are easy. 

Generally speaking, most countries source income from the sale of purchased inventory (e.g., 

boats purchased by a dealer for resale) based on where title passes—in the example, above, the 

profit from sale of the boat would be taxed in Italy if title to the boat passed in Italy, and Portugal 

if it passed in Portugal. The cost of the boat to the dealer (i.e., cost of goods sold) would be 

subtracted from the sale price in order to calculate the profit from sale. For manufactured 

inventory, the allocation is a little more difficult. Some portion of the income from the sale of 

manufactured inventory will be subject to the tax authorities in the country of manufacture, even 

if title passes in another jurisdiction. Many countries follow a 50:50 rule, under which income is 

allocable 50 per cent to the country of manufacture and 50 per cent to the country in which title 

passes.  

For other types of income and expenses, most countries follow the sourcing rules broadly 

summarized in Table 9.5. 

 

 

 

Table 9.5 

Tax Jurisdiction 

Where is Income Deemed to be Earned? 

 

Type of Income 

 

Country with Primary Tax Jurisdiction 

 

Interest income Residence of Borrower (payer) 

Dividend income Residence of Payer 

Wages, salary, other income from personal 

services 

Country where services were performed 

Rent, royalty income Country where underlying property is located 

Gain from sale of inventory: 

 Purchased for resale 

 

 Manufactured 

 

Country where title passes 

 

Split between country where manufacturing 

occurs & country where title passes 

Gain from sale of depreciable property Country where title passes 

Gain from sale of securities Residence of Seller 

Gain from sale of intangibles Residence of Seller 
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Note that these sourcing rules allow companies some flexibility in sourcing their revenues 

and expenses, particularly with respect to the sale of services and inventory. To illustrate, return 

to the example of the boat dealer from above. If the tax rate is higher in Italy than it is in 

Portugal, the dealer may prefer to transport the boat to Portugal before completing the sale to 

ensure that title passes in the lower tax jurisdiction. A particularly aggressive taxpayer might go 

so far as to establish a shell company in a nearby tax haven country and have the buyer meet 

there to take possession of the boat. Policy makers must be aware of the incentives to structure 

exchanges in order to take advantage of the flexibility afforded taxpayers in these types of 

transactions, and craft exceptions accordingly.  

 

Summary 

Tax policy is designed with many goals in mind aside from raising revenue for government. 

Unfortunately, many of these goals are contradictory—policy makers strive to compete for 

capital while remaining economically neutral and raising revenue to finance government 

operations. Nowhere is this struggle more difficult than in designing tax systems for 

multinational corporations. Not surprisingly, given these competing objectives, tax policies for 

multinational operations vary quite dramatically across countries.  

The trend over the past two decades has been toward increased competition for capital. 

Corporate tax rates have been slashed dramatically around the world as countries respond to tax 

rate reductions implemented by their trading partners and competitors. Some countries have 

reduced rates to zero or nearly zero in an effort to find a role as financial centers in a global 

marketplace. 

This competition, combined with the widespread adherence to separate company accounting 

for related corporations has evolved to the point where many large global companies are 

effectively able to avoid income taxes on much of their incomes. By filtering their business 

processes through shell corporations established in tax haven countries, multinationals are able to 

shift substantial amounts of income to low- or no-tax countries, placing ever more pressure on 

governments to lower their corporate tax rates even further. 

It seems likely that the next two decades will see a shift in the posture of tax policy makers 

across the world away from tax competition and toward cooperation in an effort to thwart 

perceived tax abuses by global companies. One possible direction for future compromise is for 

multiple countries to join together and adopt formulary apportionment approaches to allocate a 

company’s taxable income among the various countries in which it may do business. This 

approach, at least, should diminish the ability of global companies to shift income to tax haven 

countries in which the companies do not make meaningful economic investments. Of course the 

move toward formulary apportionment models will not end tax competition. Rather, such a 

transition will merely change the rules within which countries—and companies—must compete. 
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