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U.S. SENATE,
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Washington, DC.

The hearing was convened, pursuant to notice, at 9:33 a.m., via
Webex, in the Dirksen Senate Office Building, Hon. Ron Wyden
(chairman of the committee) presiding.

Present: Senators Cantwell, Menendez, Carper, Cardin, Brown,
Whitehouse, Cortez Masto, Warren, Crapo, Grassley, Portman,
Toomey, Cassidy, Lankford, Daines, Young, Sasse, and Barrasso.

Also present: Democratic staff: Jonathan Goldman, Senior Tax
Counsel, International; and Joshua Sheinkman, Staff Director. Re-
publican staff: Courtney Connell, Senior Tax Counsel; and Gregg
Richard, Staff Director.

OPENING STATEMENT OF HON. RON WYDEN, A U.S. SENATOR
FROM OREGON, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN. The Finance Committee meets today to discuss
international corporate taxes, and the 2017 Trump tax law will be
a significant part of this discussion.

The lesson of the Trump tax law is that somehow you can spend
hundreds of billions of dollars on multinational corporate tax hand-
outs and not produce any lasting boost in jobs and investments.

Today’s hearing comes days after the release of a jaw-dropping
report from the Joint Committee on Taxation. That report found
that the Trump tax law slashed the average U.S. tax rate paid by
the Nation’s biggest mega-corporations by more than half. Add to
that data from the Congressional Budget Office, and you will see
that corporate tax revenues have fallen through the floor. From
2016 to 2019, they dropped by a third. The fact is, before 2017 the
United States collected relatively little tax from corporations com-
pared to other major economies.

Despite this, Donald Trump and Republicans still sent the
United States diving headlong into a global race to the bottom on
corporate taxes. After all, that race to the bottom is based on the
old trickle-down philosophy that has been misleading the American
people, blowing budgets, and driving inequality for 50 years. The
worst part is, it was done in a way that makes America less com-
petitive in tough global markets.
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Under the Trump tax law, multinational corporations have spe-
cial new breaks for shipping jobs and profits overseas. There is a
specific new tax break for investing in factories outside our coun-
try. There are even new barriers to bringing back good-paying jobs
in research and development, or investing in key areas like clean
energy.

So, it is no surprise that the investment boom Republicans talked
about turned out to be more of an investment whisper. Manufac-
turing even went into recession in 2019, months before the pan-
demic hit.

Now, hearing this has got to be a punch in the gut for Americans
who live in communities where hulking shuttered factories sit
there as reminders of what prosperity used to look like. Americans
have recognized this kind of basic unfairness and imbalance in the
Trump approach from the get-go—colossal benefits for colossal mul-
tinationals, with promises to workers always coming up empty.

So here is the bottom line, from where I sit. As the committee
begins today, I reject the proposition that the United States has to
participate in a worldwide race to rock bottom on corporate taxes
just to compete or to create good-paying jobs. Our country does not
have to behave like some kind of minor island off the coast of no-
where, selling zero-tax P.O. boxes to corporate headquarters to
crank up a quick buck.

Whether it was the result of shoddy legislating or misleading
double-speak, the Trump incentives for shipping jobs overseas are
a disaster for working people in Oregon and across the land.

It is time the Congress took a fresh approach. In the coming
days, joined by Senator Brown of Ohio and Senator Warner of Vir-
ginia, I will be releasing a new framework for international tax
that reverses the Trump era handout for multinationals.

Our new framework is based on just a couple of simple propo-
sitions. First, multinationals will pay a fair share just like Ameri-
cans who work for a living. There were too many corporate loop-
holes and opportunities for gaming the system before the Trump
tax law, and the Trump law just made things worse. The rates are
too low, and it is too easy for corporations to skip out on paying
their fair share simply by shifting profits and gaming the system.

Second, the tax code needs to reward companies that invest and
create good-paying jobs in the United States, and stop rewarding
companies that ship jobs and factories overseas. Inequality is get-
ting worse, and millions of Americans are hurting and out of a job.
Provisions of the Trump tax law that shortchange American work-
ers and make us less competitive have got to go.

As I mentioned, we have members already hard at work on these
issues. I know others have big ideas to bring to this debate.

I want to thank our witnesses. This issue represents a big, dif-
ficult challenge, but I think the cross-section of people we have
today gives us a chance to start this debate. And let’s get at it.

My friend and colleague, Senator Crapo, is here, the ranking mi-
nority member, and we will recognize him at this time.

[The prepared statement of Chairman Wyden appears in the ap-
pendix.]
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OPENING STATEMENT OF HON. MIKE CRAPO,
A U.S. SENATOR FROM IDAHO

Senator CRAPO. Thank you, Mr. Chairman, for holding this hear-
ing today. And thank you to our panelists for joining us today.

Before the Tax Cuts and Jobs Act, or the TCJA, we shared a
common concern for the many threats to the U.S. corporate tax
base and the collateral threats to U.S.-centered economic activity,
including investment, growth, and jobs.

Corporate inversions were on the rise as a defensive strategy
adopted by U.S. businesses to ward off foreign takeovers. The com-
bination of one of the world’s highest corporate tax rates of 35 per-
cent, and the disadvantages of the U.S. worldwide deferral system,
made it a losing proposition to be a U.S.-based company when com-
peting in overseas markets.

That environment led this committee’s bipartisan working group,
chaired by Senators Portman and Schumer, to conclude that our
international tax system was clearly broken. I challenge anyone to
reasonably argue that we should return to the pre-TCJA inter-
national tax landscape.

Our shared view was not limited to the state of our flawed sys-
tem. There was also bipartisan agreement on the optimal path for-
ward. President Obama, then-Senate Finance Committee chairman
Max Baucus, and then-House Ways and Means Committee chair-
man Camp, all proposed lower tax rates with minimum taxes on
foreign earnings.

There is nothing controversial about the problems that plagued
our international tax system, or our collective acknowledgment of
the fundamental changes that needed to be made. Consistent with
these bipartisan objectives, the TCJA reduced the corporate tax
rate, ended the deferral system, and introduced a new minimum
tax on foreign earnings of U.S. companies, as well as other anti-
abuse rules to prevent base erosion.

While the reduced corporate rate moved the United States more
in line with the rest of the world, the anti-base erosion measures
that were enacted into law are the most robust in the world. In-
deed, they are prompting other countries, through the OECD, to
consider similar measures.

The goal of our new system was to both ensure that the United
States and U.S. companies are competitive in global marketplaces,
and to protect the U.S. tax base.

TCJA is a vast improvement over the prior system. And since the
TCJA, the flood of inversions has ceased entirely. And U.S. compa-
nies are no longer easy targets for takeovers. Prior to the pan-
demic, U.S. companies were sharing their business stories of in-
creased investment, wages paid to workers, and jobs in the United
States—outcomes I expect to resume once our economy can reopen
completely, provided adverse changes are not made to our tax laws.

It is of course healthy to deliberate and to consider refinements
to allow U.S. companies to further invest and expand in the United
States without harming their ability to compete, especially consid-
ering the precarious environment that many businesses find them-
selves in as they recover from the pandemic.

Markets abroad are vast, and we want U.S. companies to be com-
petitive in their ability to serve those markets and not be ham-
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strung by uncompetitive taxation. What we should not do is hastily
change the system purely for purposes of raising revenue, bringing
inversions and foreign takeovers of U.S. companies right back to
the forefront.

Unfortunately, that may be the misguided direction in which the
administration wishes to proceed. Let us not forget, those inver-
sions and foreign takeovers were real and not just academic esti-
mates from certain questionable studies we have seen in the area
of international effects of taxation.

Some of those studies dealing with so-called stateless income,
profit shifting, and base erosion play very fast and loose with the
data and the methods. Sometimes in those analyses, politics and
advocacy for political position overcome rigor—and it shows.

Under President Biden’s proposed corporate rate increase, which
would result in a combined U.S. rate of nearly 33 percent, we again
would have one of the highest combined statutory rates among de-
veloped countries.

Worse, the President’s proposed 100-percent increase in the
GILTI rate—one current provision of the international part of the
tax code—would put the United States at an even greater dis-
advantage, as no other country taxes foreign earnings at even close
to that rate.

America’s future jobs, income growth, and prosperity will depend
on how well U.S. businesses compete in this country and in foreign
markets. American headquarters, research, and other domestic jobs
depend on U.S. firms’ viability here and abroad.

Strong U.S. companies mean financial security for millions of
Americans who need look no further than their 401(k) accounts and
IRAs, which hold the largest plurality of publicly traded stock.

As the Schumer-Portman working group said, when U.S. busi-
nesses can compete and win in this growing global market, the real
winners are U.S. workers—and I might add, those millions of
Americans who own stock in their 401(k) accounts and IRAs.

As we examine proposals that would dramatically alter the
TCJA’s international provisions, we should test the potential out-
comes against our shared policy objectives voiced before and since
the TCJA. Will the U.S. tax base be strengthened? Will the U.S.
growth rise? Will U.S. workers have better job opportunities and
wages? Will U.S. workers and retirees see their retirement account
balances rise?

Mr. Chairman, I look forward to hearing from today’s witnesses.
4 [The prepared statement of Senator Crapo appears in the appen-

ix.]

The CHAIRMAN. Thank you, Senator Crapo.

Here is how we are going to proceed. And I was just advised that
we may have a number of votes, starting before too long. I want
to tell our guests we very much appreciate them, and we are just
going to do our best to keep this going, with members asking their
questions.

Our first witness is Dr. Clausing, Deputy Assistant Secretary for
Tax Analysis at the Treasury Department. We are particularly
pleased that she is on leave from Reed College, which is right
around the corner from my home, and Oregonians are very proud
of her, and we appreciate her testifying.
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Our next witness will be Ms. Olson, formerly the Assistant Sec-
retary for Tax Policy at the Treasury Department, now with PWC.

Our third witness will be Ms. Huang, who is executive director
of the Tax Law Center at NYU. And there she is.

And our final witness will be Dr. Jim Hines, Richard Musgrave
collegiate professor of economics and the L. Hart Wright collegiate
professor of law at the University of Michigan

Let us proceed, Dr. Clausing.

STATEMENT OF KIMBERLY A. CLAUSING, Ph.D., DEPUTY AS-
SISTANT SECRETARY, TAX ANALYSIS, DEPARTMENT OF THE
TREASURY, WASHINGTON, DC

Dr. CLAUSING. Thank you so much, Chairman Wyden, Ranking
Member Crapo, members of the committee. Thank you so much for
inviting me to share these views on the international aspects of
business tax reform.

In my testimony today, I will discuss several crucial issues re-
lated to international tax reform. First, we need to better protect
the U.S. tax base from the shifting of corporate profits to offshore
havens. Second, international tax reform is an essential ingredient
to a fair tax system. And third, it is important to modernize our
tax system to better suit a globally integrated world economy, re-
ducing the tax preference in favor of foreign operations and ena-
bling U.S. workers to compete.

First, consider the important problem of profit shifting, which
erodes our corporate tax base, reducing tax revenues. Compared to
our trading partners, the U.S. Government raises very little cor-
porate tax revenue as a share of GDP. The United States raised
only 1 percent of GDP from the corporate tax in recent years;
whereas, other nations consistently raised 3 percent of GDP from
the corporate tax.

Our corporate revenues are low despite the fact that U.S. compa-
nies produce very high corporate profits, both in historic and com-
parative terms. Indeed, the U.S. corporate sector is the most suc-
cessful in the world. The United States hosts 37 percent of the
world’s top company profits, despite the fact that the United States
only comprises 24 percent of world GDP and less than 5 percent
of the world’s population.

Yet, despite the enormous success of our corporate sector, U.S.
companies continue to shift corporate profits offshore, reducing the
U.S. corporate tax base. This costs the U.S. Government enormous
amounts of foregone revenue. Further, the Tax Cuts and Jobs Act
has not changed the magnitude of profits shifted abroad. The role
of foreign tax havens in the years 2018 and 2019 is quite similar
to what it was in the years before the 2017 law.

While the 2017 law contained two modest measures that were
supposed to stem profit shifting, those two measures had harmful
unintended consequences. Also, the 2017 law directly encouraged
profit shifting in other ways by exempting from U.S. tax the first
10 percent return on assets, and by taxing foreign profits at half
the rate of U.S. profits. Both of these provisions tilt the playing
field in favor of offshore activities and earnings relative to domestic
activities and earnings.
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Second, consider fairness. Improving international taxation will
improve the progressivity of our tax system, ensuring that large
corporations and those that own them pay their fair share. The cor-
porate tax is one of our most progressive taxes, far more progres-
sive than the individual income tax or the payroll tax. All respect-
able economic models agree on this point: the corporate tax bur-
dens the owners of capital, and those with excess profits.

Recent decades have witnessed a worrisome increase in income
inequality, combined with the falling labor share of income. This
makes it especially important to modernize the tax system so that
we can tax internationally mobile capital. If companies move their
profits to avoid tax, we miss our only chance to tax most capital
income, since about 70 percent of U.S. equity income goes entirely
untaxed by the U.S. Government at the individual level.

In addition to enhancing the progressivity of the U.S. tax system,
the corporate tax is also efficient, since taxing excess profits can
generate revenue without undue distortion. And evidence indicates
that a rising share of the corporate tax base, now likely well over
three-quarters, is comprised of excess returns.

Finally, we need to counter the offshoring incentives that are
baked into current law. At present, U.S. domestic corporations pay
income tax at 21 percent, a lower marginal tax rate than that faced
by many schoolteachers or firefighters. Yet, multinational compa-
nies operating offshore receive even more favorable tax treatment.
Under the GILTI minimum tax, the first 10 percent return on tan-
gible assets is completely free of U.S. tax. And subsequent income
is taxed with a 50-percent deduction, facing tax at approximately
half the full U.S. rate.

Our tax system would benefit from a much stronger minimum
tax. We are not alone in pursuing these types of solutions. There
is presently an international effort to move to a global agreement
on a country-by-country minimum tax. Working with our allies and
friends in this area can help nations rebuild the cooperative spirit
that is needed to tackle other important problems such as climate
change and global public health issues.

Finally, it is important to have a competitive tax system. And
competitiveness is really about ensuring that our tax code does not
incentivize foreign operations at the expense of those at home.

Competitiveness is also about nurturing the many fundamental
strengths that make the U.S. such a great place to do business. In-
vesting in our institutions, in the abilities and education of Amer-
ican workers, in the quality of our infrastructure, and in cutting-
edge research, is all-important.

Thank you.

4 ['Iihe prepared statement of Dr. Clausing appears in the appen-
ix.
The CHAIRMAN. Okay; our next witness is Ms. Olson. Welcome.

STATEMENT OF PAMELA F. OLSON, FORMER ASSISTANT SEC-
RETARY FOR TAX POLICY, DEPARTMENT OF THE TREASURY,
WASHINGTON, DC

Ms. OLSON. Chairman Wyden, Ranking Member Crapo, and dis-
tinguished members of the committee, thank you for the invitation
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to participate this morning as the committee considers the impact
of U.S. international tax policy.

I am appearing on my own behalf, not on behalf of PWC or any
client, and the views I express are my own.

The written statements submitted for the record today, and what
we have already heard, demonstrate widely differing views on the
efficacy of our current international tax rules, but agreement on
how policy should be judged: whether it delivers what all Ameri-
cans want—jobs and investment that lead to rising wages, eco-
nomic security for American workers and their families, and more
broadly shared prosperity.

I hope my testimony, which draws on my experience as a policy-
maker and as a practitioner observing how the rules work in real
life, will help the committee chart a path.

U.S. international tax policy prior to the TCJA was dysfunc-
tional. It allowed U.S. companies to compete in foreign markets,
but put a tax wedge between reinvesting foreign profits abroad and
in the U.S., a wedge that grew in size as the differential between
U.S. and foreign corporate tax rates increased, disincentivizing the
reinvestment of foreign profits in the U.S. The U.S. financial state-
ment treatment of unrepatriated profits differed from the reporting
of companies headquartered in territorial systems, making U.S.
companies a target for foreign governments in search of revenue.
The high U.S. corporate tax rate and worldwide system placed a
discount on the value of business assets in the hands of American-
owned companies, leading to the loss of corporate headquarters,
with broad consequences for both the local communities and the
governments where the headquarters were located.

Besides being dysfunctional, U.S. tax policy was out of sync with
the rest of the world, which had reduced corporate rates, adopted
territorial systems, enacted laws to safeguard their domestic tax
bases, and turned increasingly to consumption taxes like a VAT to
meet revenue needs.

There was broad bipartisan recognition—which has already been
acknowledged this morning—that U.S. international tax policy be-
fore 2017 was unsustainable.

Chairman Wyden, you have led in this area with your 2010 bi-
partisan comprehensive tax reform bill, lowering the corporate rate
to 24 percent and significantly broadening the base. Democrats and
Republicans alike—President Obama, Ways and Means chairman
Camp, Chairman Baucus, Senator Portman, and Majority Leader
Schumer, who co-chaired this committee’s working group on inter-
national tax reform—put forward proposals to lower the corporate
rate, broaden the corporate base, and transition to an international
system that ended the disincentive to repatriate foreign earnings.
In 2014, Senator Cardin introduced legislation that coupled a 10-
percent VAT with a reduction in the corporate tax rate to 17 per-
cent.

To be sure, there were differences among the many proposals put
forward, but the differences were of degree, not direction. As an ob-
server of the legislative process, the TCJA reflected a remarkable
triumph of bipartisan policy development, despite the ultimate
vote—lowering the rate of taxing offshore earnings, ending the dis-
incentive to reinvest in the U.S., and adopting strict anti-base ero-



8

sion provisions. Though early, initial BEA data on the activities of
U.S. multinational companies since TCJA indicate its success.

What has mattered most? Reducing the corporate rate from num-
ber one among OECD countries to the middle of the pack, was key
to addressing base erosion and increasing U.S. investment and job
creation. The base broadening in TCJA meant that corporate re-
ceipts as a share of corporate income have stayed relatively un-
changed, despite the rate reduction. Mandatory deemed repatri-
ation of foreign profits wiped the slate clean, subjecting earnings
to tax and allowing companies to reinvest them in the U.S.

Two minimum taxes—GILTI and BEAT—guard against base ero-
sion and profit shifting. Neither is a perfectly designed provision,
but the flaws are not in details like QBAI. I am unaware of any
taxpayer enticed to move operations out of the U.S. to be taxed
under GILTI. Indeed, taxpayers may go the other direction to avoid
it, becoming subject to full current tax under subpart F. Others
have repatriated IP to avoid GILTI and take advantage of FDII,
which was designed to create a level playing field for U.S. income
derived in foreign markets.

Looking ahead, the OECD’s project on taxation of the digitalizing
economy—not on the list of topics for today—is the elephant in the
room. The U.S.’s jurisdiction to tax is on the menu. Congressional
guidance to Treasury is lacking, even though the proposals may re-
quire conforming legislation and amendments to treaties requiring
Senate ratification. Waiting for the OECD agreement is too late to
begin consideration of what the Senate would like to see in it.

Whatever the outcome of the OECD negotiations, other govern-
ments are going to act, and they will act in a manner that they be-
lieve will foster the interest of workers, jobs, and investments in
their countries, not in the United States. It is up to you to look out
for the best interests of America.

Thank you again for this opportunity.

[The prepared statement of Ms. Olson appears in the appendix.]

The CHAIRMAN. Thank you very much, Ms. Olson.

Ms. Huang, welcome.

STATEMENT OF CHYE-CHING HUANG, EXECUTIVE DIRECTOR,
TAX LAW CENTER, NEW YORK UNIVERSITY SCHOOL OF LAW,
NEW YORK, NY

Ms. HuaNG. Chairman Wyden, Ranking Member Crapo, and
members of the committee, thank you for the opportunity to testify
today. My name is Chye-Ching Huang, and I am executive director
of the Tax Law Center at NYU Law. It is a new public interest ini-
tiative to strengthen the tax system by weighing in on technical
but consequential tax law issues.

Decades of productivity gains, followed by large tax cuts on cor-
porate profits, have not benefited hard-working families enough.
They have faced near-stagnant wages and have been hit hardest by
the COVID recession.

A recovery package may soon invest in priorities, including infra-
structure, education, and making historic reductions in child pov-
erty permanent, as well as ensuring low-wage workers are not
taxed into poverty. That would permit shared prosperity for work-
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ers, visitors, and children from all backgrounds who could be in the
next generation of innovators and entrepreneurs.

If lawmakers decide to offset some of the cost, international tax
reform can ensure that multinationals contribute to the infrastruc-
ture and workforce that benefits them. And aside from the reve-
nues, it can reduce tax incentives for companies to locate profits
and investments offshore, or to invert.

My testimony makes three points. First, the current system has
incentives for multinationals to locate both paper profits and real
investments offshore. Second, elements of it can be salvaged and
strengthened to build a coherent, workable system that is less tilt-
ed. And third, doing so now would not only help workers in an
economy in need of strengthening, it could also help to secure a
once-in-a-century chance to build a modern, global international
tax system.

So first, the law’s incentive to shift profits and investment off-
shore. The 2017 law has a very lopsided basic structure that cut
the corporate rate to 21 percent but set a rate on multinational’s
foreign profits as low to zero. And that is a large incentive to locate
profits and investment offshore.

Now the law did create GILTI, BEAT, and FDII to try to limit
that damage, but their design is flawed. The GILTI and minimum
tax on multinationals’ foreign profits is not very robust. It applies
only to profits that exceed 10 percent of a multinational’s invest-
ment and tangible assets, like factories in foreign countries.

So that is a U.S. tax rate of zero on large swaths of foreign prof-
its, and it is also an incentive for companies to have factories and
other assets offshore so that they can get that zero rate on more
foreign income.

Now GILTI is calculated on a global basis instead of for each
country separately. So multinationals can take income and taxes
from countries where they pay little or no tax and combine them
with income and taxes from countries where they pay significant
tax. And that average rate lets multinationals face less GILTI on
their overall foreign profits. And from a tax perspective, it can
make the U.S. the least attractive place for a multinational to in-
vest or put profits. At about half the U.S. rate, the GILTI rate is
far too low.

Now BEAT, the base erosion tax, aims at multinationals shifting
profits out of the U.S. and into low-tax countries by making big
payments to foreign affiliates. But it catches payments that are not
a big base erosion risk, while ignoring others that are.

FDII’'s purpose is unclear and its design muddled. And it looks
a lot like an export subsidy, which could be a fatal WTO problem.

My second point is that parts of the law can be salvaged and
strengthened. A reformed GILTI can apply to a broader set of for-
eign profits, can be calculated on a country-by-country basis, and
the rate should be at least 75 percent of the U.S. rate. A strong
GILTI and a retooled BEAT could be the basis of a coherent tax
structure that reduces the tilt toward offshore profits and invest-
ment.

And third, these reforms would not only directly benefit U.S.
workers, families, and the economy, they could also help the U.S.
to take a leadership role in the current multilateral effort to build
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a modern, cooperative international tax system that could have fur-
ther profound benefits for the U.S. workers and families.

It is an honor to be here today, and I welcome the chance to an-
swer your questions.

[The prepared statement of Ms. Huang appears in the appendix.]

The CHAIRMAN. Thank you very much, Ms. Huang.

Dr. Hines?

STATEMENT OF JAMES R. HINES, Jr., Ph.D., RICHARD A.
MUSGRAVE COLLEGIATE PROFESSOR OF ECONOMICS AND
L. HART WRIGHT COLLEGIATE PROFESSOR OF LAW, UNI-
VERSITY OF MICHIGAN, ANN ARBOR, MI

Dr. HINES. Chairman Wyden, Ranking Member Crapo, and com-
mittee members, thank you for the opportunity to participate in
these hearings.

International taxation involves multinational firms which are im-
portant parts of our economy. Twenty percent of the private-sector
U.S. workforce is employed by U.S.-based multinational firms, and
another 6 percent work for foreign-based multinational firms.
These are good jobs that pay well above the country’s average com-
pensation.

Multinational firms are responsible for 73 percent of the coun-
try’s manufacturing employment, 53 percent of total plant and
equipment investment, and 84 percent of industrial R&D. Multi-
national firms constitute a big portion of the U.S. economy, and in
particular the advanced part of the economy that is the engine of
growth and provides the best jobs.

Multinational firms compete in global markets, but one of the
understandable concerns that people have about multinational
companies is that they might shift production out of the United
States to lower-cost foreign alternatives, and thereby reduce U.S.
investment and employment. These types of substitutions definitely
occur. But it is important to note that something else that happens
is that foreign operations make multinational firms more produc-
tive, and this productivity effect enhances U.S. output and employ-
ment.

All of the available evidence indicates that, for the economy as
a whole, this productivity effect is much larger than the substi-
tution effect. As a result, 10-percent greater foreign investment by
U.S. multinational companies is associated with 2.6-percent greater
U.S. investment by the same firms, and 10-percent greater foreign
employee compensation is associated with 3.7-percent greater U.S.
employee compensation.

Foreign expansion makes companies more profitable. And when
they are more profitable, they do more business, both in the United
States and abroad. What would happen if we were to adopt tax
rules that make it more costly for U.S. companies to do business
abroad?

To some degree there would be less substitution, which would
save some U.S. jobs. But at the same time, the reduction in U.S.
business productivity would lose the United States far more jobs.
Of course, any business tax increase has the effect of reducing busi-
ness activities, so it is natural to wonder whether it makes more
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sense to direct any new business taxes to the foreign operations of
U.S. firms rather than their U.S. operations.

The problem with this logic is that international business oper-
ations face much greater competition from foreign firms, and as a
result, studies consistently show that they are much more affected
by taxation than are domestic operations. It does not make sense
to try to impose heavy taxes on economic activities that will there-
by be greatly diminished.

U.S. firms are often subject to lower tax rates in foreign coun-
tries than they are in the United States. As I note in my written
remarks, statistics on the extent to which the foreign operations of
U.S. firms are lightly taxed are commonly misinterpreted in a way
that greatly overstates their importance and leads to exaggerated
estimates of tax avoidance by U.S. companies. But it is true foreign
tax rates are often low.

If the U.S. operations of a company are taxed at 21 percent, is
any failure to tax the foreign operations also at 21 percent some-
how an implicit subsidy? The answer is “no.” And the reason why
is that the foreign operations of U.S. companies compete with for-
eign companies that are not subject to U.S. taxes.

Creating a level playing field requires not that taxes on U.S. and
foreign operations be equal, but instead that the foreign operations
of U.S. firms not be subject to a tax regime that disadvantages
them relative to their true competitors, which are foreign compa-
nies.

Heavier taxation of international business operations leaves the
United States a less attractive home for multinational firms. In the
past, this has been responsible for corporate inversions, which are
visible instances in which previously U.S. companies become
foreign-headquartered for tax purposes. But more importantly, and
particularly in the pre-2018 era, there were many cases every day
when U.S. firms lost out on foreign business opportunities because
they could not compete on an equal basis with companies from
Great Britain, Canada, Germany, and other places whose home
countries did not subject them to the same taxes.

These lost opportunities have the same economic and tax con-
sequences as classic inversions, but they are less visible because
newspapers do not describe business transactions that never took
place. Furthermore, these lost business opportunities for U.S. com-
panies cannot be prevented by anti-inversion legislation. What pre-
vents them is sound, competitive tax policy.

[The prepared statement of Dr. Hines appears in the appendix.]

The CHAIRMAN. Thank you very much, Dr. Hines.

I will go to you, Dr. Clausing, first. The committee had a terrific
hearing last week on promoting manufacturing in America—a
great turnout from both Democrats and Republicans—and what
was front and center was the need to make sure the best research
and manufacturing is done in America.

Yet, the international system the Republicans created in 2017
says just the opposite. If you look, for example, at research and de-
velopment: don’t do it here, build everything overseas.

My question is, aren’t we undercutting all the time and money
spent trying to get research and development and manufacturing
in the United States by having this backward system in place,
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where you have all these incentives to ship the jobs overseas, and
ship our factories outside our country?

Dr. CLAUSING. Thank you for that question. The Biden adminis-
tration most definitely shares your goal of ensuring that research
and development and manufacturing prosper in the United States.
And it most certainly works against those goals to have a tax sys-
tem that directly rewards offshoring.

Consider two provisions of the 2017 law. First, the GILTI gives
you a larger tax exemption the more tangible assets you have off-
shore. Second, the FDII gives you a less-generous deduction the
more U.S. assets you have, all things equal. Together, these two
provisions mean that if a company moves plant and equipment
from Indiana to India, it both increases its ability to earn tax-free
income offshore, and it also increases its FDII deduction.

These are two powerful incentives that directly encourage off-
shoring. There have also been studies that have documented these
sorts of effects and found that U.S. companies with the largest
GILTI benefits are those that are doing the most foreign invest-
ment, with no noticeable effect on domestic investment.

The CHAIRMAN. Thank you, Dr. Clausing.

Ms. Huang, your talking and your scholarship is all about how
corporate revenues are falling through the floor since the 2017 tax
law. I had the Joint Committee on Taxation pull some data for the
hearing that shows for some big companies, the biggest, rates were
cut more than in a half. My question to you is—I believe you think
these trends are going to continue, absent reform. How would the
country meet the challenge for priorities that are inherently gov-
ernmental, like infrastructure, if we continue to see these revenues
fall this way?

Ms. HuaNG. Yes. Thank you, Mr. Chairman. There is really no
getting around that the law was a really big corporate tax cut. You
can see that on the JCT estimates by companies, but also revenues
as a share of GDP, all but cut in half. And investments, some
things like infrastructure, skilled workforce, future innovators,
they are all things that multinationals benefit from too.

If one is looking to offset some of that cost of making those over-
due investments, reducing the tax subsidy for foreign profits—
which is something that the Joint Committee treats as a subsidy—
is one of a number of really sound revenue sources that you could
look to to do that.

The CHAIRMAN. Thank you.

One more question for you, Dr. Clausing. And it goes back—I
think the point was made by Ms. Olson. I do believe we ought to
try to find a way in the tax system to be bipartisan. My bipartisan
proposals were tied to American investment. That is what Demo-
crats asked for in 2017. We were denied the opportunity. So I want
to ask a question about this Republican claim, because they are al-
ways saying this is about competitiveness.

I bet you we will hear that 25 times in the course of the morning.
It seems to me what their definition of “competitiveness” is is that
these big megacorporations do not have to pay real taxes. I think
that is their definition of the concept of competitiveness. And if you
are wondering if that is what they mean, look at what they did in



13

2017. They cut taxes for those megacorporations, and they did well,
and our country did not do well.

Tell us, in my remaining time, what kinds of policies, in your
view, would really address what we need to do to be more competi-
tive?

Dr. CLAUSING. Yes. So there are two really important ideas here.
One is the competitiveness of the U.S. location as a place to do
business relative to opportunities offshore. And we can do a lot bet-
ter there.

But another really important aspect of competitiveness is our
larger business climate. And that means things like making invest-
ments in infrastructure, investing in people, addressing urgent so-
cial needs such as responding effectively to crises. Both of these
types of competitiveness are too often overlooked.

The CHAIRMAN. Thank you.

Senator Crapo?

Senator CRAPO. Thank you, Mr. Chairman.

Ms. Olson, I will go to you first. First, thank you again for ap-
pearing here today, and for your discussion of how the TCJA actu-
ally has worked since it was adopted.

The current U.S. combined statutory rate of 25.8 percent brings
our system more in line with the rest of the world, but the rate is
by no means low. It is still two points higher than the OECD aver-
age.

We were also the first country to enact a global minimum tax,
and we were very deliberate about the burden imposed on U.S.
companies’ global activities. While we wanted to protect the U.S.
tax base and prevent tax base erosion, we did not want to accom-
plish those goals at the expense of our companies’ ability to com-
pete and to continue to invest in the United States and increase
U.S. jobs.

What is your view of President Biden’s proposal to increase the
combined statutory rate to nearly 33 percent and to double the
GILTI rate?

Ms. OLsON. Well, the increase to 33 percent would put us num-
ber one again in OECD rankings, and that is a place that I do not
think we want to occupy. We would like to be first in a lot of
things, but that is not one of them. So you know, other countries—
there has been a lot of talk about a race to the bottom. I do not
think there has actually been a race to the bottom. There has been
a race to the middle, and that race to the middle continues.

So we have a couple of countries that are lowering their rates,
one country that is increasing its rates. They are all going to about
the same place. Those rates still tend to be lower than ours. We
are, I think, number 12 on the OECD list. But if we were to add
in a significant increase, we would be back at the top of the list.
And I do not think that would be advantageous for U.S. investment
and jobs, and I also think it would increase the incentives to erode
the base. So I think that would be a mistake.

GILTI, I think, allows American companies to compete. And as
Professor Hines’s testimony indicates, it is important that the U.S.
be able to compete, because that adds jobs in the United States.

Senator CRAPO. Well, thank you very much.
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And, Dr. Hines, we just heard from Dr. Clausing that she be-
lieves profit shifting is resulting in significant U.S. revenue loss.
Her estimates are that profit shifting by U.S. multinational compa-
nies results in a 35- to 40-percent loss of U.S. corporate tax reve-
nues. That is a critical factor. However, there are other studies—
in fact, one I am looking at by Jennifer Blouin and Leslie Robin-
son—that suggest that those estimates are overstated, and their
study estimates that profit shifting results in only 4 to 8 percent
of U.S. tax revenues being lost.

Dr. Hines, do you believe profit shifting is occurring anywhere
near the levels suggested by some of the testimony today? And
given the research that I just referenced and others, do you believe
there is a commonly held view by economists of the data and meth-
odology used to reach that conclusion?

Dr. HINES. There is profit shifting, but its magnitude has been
greatly exaggerated. And I think part of the reason is that the sta-
tistics are commonly misinterpreted. The terrific work by Drs.
Blouin and Robinson pointed out a common misinterpretation of
the available data. And I think everyone agrees that this is a very
important critique.

Senator CRAPO. Well, thank you very much. And my last ques-
tion, Dr. Clausing, is for you. I have said directly to Secretary
Yellen, both publicly and privately, that I appreciate how the
Treasury Department and bipartisan tax leaders in Congress have
consistently spoken with one voice when it comes to pursuing an
agreement at the OECD that is fair to the United States. I think
that is a critical negotiation that we are engaged in.

And in our opposition—both with regard to our business commu-
nity and in our opposition to unilateral efforts to single out the
U.S. businesses for unfair taxation—that kind of unity is essential.
And it will require continued coordination and transparency be-
tween the administration and the bipartisan tax leaders on the
Hill.

I just wanted to follow up with you on a commitment that Sec-
retary Yellen has already made to keep the Finance Committee ap-
propriately updated on the OECD negotiations. Nothing has
changed at the administration, has it, about being willing to coordi-
nate with us on a bipartisan basis regarding those negotiations?

Dr. CLAUSING. No. We are delighted to continue to coordinate
with leadership in both parties, and with the tax staff on your com-
mittee, as well as the House Ways and Means Committee. We have
already held a bipartisan, bicameral briefing on the OECD negotia-
tions, and our intention is to do those on a regular basis, both to
share with you our thinking, but also, more importantly, to hear
your thoughts about the direction that you would like the negotia-
tions to go. So we are committed to that.

Senator CRAPO. Well, thank you very much. I think those nego-
tiations are a very critical aspect of what is happening with regard
to, not only the U.S., but global tax policies, and I appreciate that
commitment on your part. Thank you.

The CHAIRMAN. Thank you, Senator Crapo.

Next will be Senator Cantwell, and then, following Senator Cant-
well will be Senator Thune.

Senator Cantwell?
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Senator CANTWELL. Thank you, Mr. Chairman, and thank you,
Ranking Member. I appreciate the hearing this morning, but if I
could be local yet global, I want to bring up an issue that I have
been hearing about in my State, and that is the issue of tax policy
and the movement of our tax date to May 15th.

We still, though, have the requirement that people have to pay
their first quarterly taxes before that. I think this is something
that is causing a great deal of consternation at home, particularly
as it relates to other provisions in the CARES Act that we passed.
So I hope we can look at legislation that would actually move that
requirement to coincide with the May 15th date.

I do not know if anyone on the panel wants to say anything
about that? Anybody want to get local?

Dr. CLAUSING. I know that the Treasury is committed to working
to make sure that the tax deadlines are suited to the needs of the
American people. And the extension of the original tax deadline
was meant to help taxpayers have more time in this difficult time
to file their taxes. And we are continuing to focus on implementa-
tion issues.

Senator CANTWELL. Thank you for that. I think the issue is that
we actually, legislatively, have to pass that date. So we should get
on it, Mr. Chairman, Ranking Member, and actually figure out how
to do that sometime in the next—you know, when we return at the
beginning of April, we should just do that. And that is my—any-
way, we will continue that drum beat.

But if I could turn to international tax policy issues, the North-
west is a very big export economy, and we want to continue to
see—with so much growth happening outside of the United States,
we feel that the opportunities of a growing middle class reaching
past a 50-percent threshold of the population in general provide a
new world middle-class market to sell to.

So what should we be looking at as tax policy that would help
us encourage more exports from the United States? What kind of
tax policies? And, Dr. Clausing, if you want to try that—not to put
you in the hot seat twice, but

Dr. CLAUSING. Sure; no problem. So I think the important thing
with our tax code is to avoid unnecessary distortions to the location
of our economic activity. And one of the problems with the tax code
as we have it right now is that it incentivizes operations offshore
relative to those in the United States.

So we would much rather have a more even treatment of the
profits earned from activities here in the United States as those
earned from activities abroad, so that we can produce products
right here in the Pacific Northwest and export them throughout
the world.

And I think that the kind of reforms that we are discussing
today would be a helpful move in that direction.

Senator CANTWELL. Well, thank you. Yes, I think that—I mean
all of these things go hand in hand, and obviously we need to lead
in a skilled workforce, we need to lead in R&D, we need to have
more open trade policies that get our products in the door, in my
opinion. But there is just a lot more here to do. But I do think get-
ting this equation right—and the Obama administration had a goal
of increasing exports by 50 percent over a 5-year window. I think
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they got like 70 percent there, or something. And to me that is the
heralding of more economic opportunity for the United States. So
I hope we will look at these policies.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator Cantwell.

Senator Thune?

Senator THUNE. Well, thank you, Mr. Chairman. And I want to
thank all our witnesses for being here.

Let me just start by saying that our colleagues on the other side
of the aisle like to describe the Tax Cuts and Jobs Act as nothing
but a tax cut for corporations, but the truth is that tax bills went
down for most families across this country—and businesses. The
law cut taxes for households, increased tax credits for families with
children, narrowed the AMT, and expanded the standard deduc-
tion.

As for the lowered corporate rate, it was part of an effort to give
companies an incentive to invest in the United States rather than
overseas. The corporate rate cut was fully offset by base broad-
eners, and the closure of corporate international loopholes, which
enabled those provisions to be permanent under reconciliation.

It is also important to point out that even with the current 21-
percent Federal rate, the U.S. combined statutory rate is 25.77 per-
cent when taking into account State taxes. Based on OECD data,
the average combined rate among OECD countries is 23.27 percent.
So our rate is not that low. It is actually higher, as has already
been pointed out, than the OECD average.

We heard last week from the CEO of the National Association of
Manufacturers, and several companies, about how important it is
to keep the corporate rate at the current level in order to ensure
that U.S. companies can compete with their foreign competitors.

Ms. Olson, this week, as we are talking about profit shifting and
our current international system, how does the U.S. rate play into
that equation? And isn’t keeping the U.S. rate competitive with the
rest of the world an important anti-base-erosion metric?

Ms. OLsON. Yes, Senator, it is critically important that the
United States keep its rate low, and I do think that is the most
important thing that was done in the Tax Cuts and Jobs Act to en-
courage investment in the U.S., as well as to reduce base erosion.
So I think that is a really critical thing.

We need to keep our rates in the ball park of where other gov-
ernments are. Right now we are at the high end of the pack. That
]ios oka;&, but going back to being number one in the pack would not

e good.

Senator THUNE. As I reviewed the testimony of this very quali-
fied panel of witnesses, there were a couple of things that stood out
to me.

On the one hand, Dr. Clausing’s testimony relies on the conclu-
sion that corporate tax revenues are too low. And her testimony fo-
cuses on the relative drop in U.S. corporate revenues as a percent-
age of GDP compared to the OECD average of corporate revenues
to GDP.

On the other hand, Ms. Olson’s testimony notes that American
pass-throughs account for a significant share of business income.
This share of business income has only increased over time. For in-
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stance, the most recent IRS data shows that pass-throughs ac-
counted for more than half of business income from 1998 to 2015,
with the exception of one year. Pass-throughs are much smaller
players among the other OECD countries. Whereas pass-throughs
account for only 25 percent of business income in OECD countries,
they account for 50 percent of U.S. business income, and that num-
ber continues to grow.

Ms. Olson, isn’t comparing the OECD average and the U.S. aver-
age a bit of an apples and oranges exercise? And don’t we need to
consider the context of the relative importance of pass-through en-
tities as a business form in the United States?

Ms. OLSON. Yes, Senator, I think that is right. It is interesting.
I think that the statistics I was looking at show, relative to the
OECD, that countries are actually moving in opposite directions. So
as the U.S. pass-through sector has grown, the pass-through sector
in other countries has shrunk. So we are moving in different direc-
tions, and we have to take that into account when you look at what
we’re collecting in corporate receipts.

Another mistake that is often made in looking at the data is that
they look at income that includes, for example, the income of S cor-
porations, which is taxed on pass-through basis. So there is a lot
of apples and oranges kind of comparisons that go on as we look
at the data regarding corporate tax receipts.

Senator THUNE. As a candidate, President Biden proposed an ad-
ditional 10-percent offshoring penalty surtax when U.S. companies
buy from an affiliate outside the United States, effectively what
would be a broad tariff. And the Biden proposal ignores the reality
of global supply chains. There are certain products and components
that simply cannot be manufactured or created here in the United
States, especially when they are to be sold abroad.

I understand the purpose of such a provision would be to discour-
age offshoring. But as it has been described, it would have a far
more expansive and severe effect. As a specific, a very timely exam-
ple, I have heard from the U.S. company Johnson & Johnson that
manufactures a COVID vaccine that said that taxing the import in-
gredient of the vaccine would result in a higher cost, and con-
sequently either lead to higher prices or serve as a disincentive to
U.S. companies bringing products invented overseas to the U.S.,
which is contrary to what everyone wants.

Dr. Hines, if foreign companies are not subject to a similar tax
in their country of jurisdiction, doesn’t this surtax penalize compa-
nies for being headquartered in the United States?

Dr. HINES. Yes. Yes, it does.

Senator THUNE. Very good. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you. I thank all my colleagues for their
brevity.

Senator Menendez is next.

[Pause.]

The CHAIRMAN. Are you out there in cyberspace?

[No response.]

The CHAIRMAN. Senator Portman?

[No response.]

The CHAIRMAN. Senator Carper?

[No response.]
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The CHAIRMAN. Senator Toomey?

[No response.]

The CHAIRMAN. Senator Cardin?

[No response.]

The CHAIRMAN. Senator Cassidy?

[No response.]

The CHAIRMAN. Senator Brown?

[No response.]

The CHAIRMAN. Senator Lankford?

[No response.]

The CHAIRMAN. Senator Bennet?

[No response.]

The CHAIRMAN. Senator Daines?

[No response.]

The CHAIRMAN. Senator Casey?

[No response.]

The CHAIRMAN. Senator Barrasso?

[No response.]

The CHAIRMAN. Senator Whitehouse?

[No response.]

The CHAIRMAN. Senator Cortez Masto?

[No response.]

The CHAIRMAN. Senator Warren?

[No response.]

The CHAIRMAN. Senator Sasse?

[No response.]

The CHAIRMAN. Senator Young?

[No response.]

The CHAIRMAN. Senator Grassley?

[No response.]

The CHAIRMAN. There is Senator Toomey. Senator, you are up,
and please proceed.

Senator TOOMEY. Thank you very much, Mr. Chairman. I cannot
help but reflect on the big picture about this tax reform from 2017
that some of my Democratic colleagues seem not terribly fond of.
It is amazing to me, when we think about where our economy was
imr}xllg?diately prior to the pandemic strike, but it is not a mystery,
right?

The economy had accelerated. Growth was very strong and ro-
bust. Unemployment was crashing down and reaching lows that
many economists did not think were even possible. We hit all-time
record lows for African American unemployment, Hispanic unem-
ployment, women’s unemployment.

We had record job gains. We had more job openings than there
were people looking for work, and wages were going up. The in-
crease in wages was accelerating, and the wage gap, the income
gap between high-paid workers and low-paid workers, that was
narrowing. And the narrowing was accelerating.

So I wish my Democratic colleagues would tell me what is wrong
with that picture? Why did they object to record-low unemploy-
ment? Why did they object to accelerating wage gains, especially
for low-income workers? And do we really think that it is all just
a big coincidence that we had passed major structural tax reform
2 years earlier, and these benefits started to occur?
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With respect to the international side, my friend, Chairman
Wyden, had long been an advocate for doing something about the
inversions that we were plagued with. And in 2014, the chairman
likened inversions to a virus outbreak, and talked about how bad
this problem was, how long it had persisted, how Congress had not
fixed this problem. And Chairman Wyden was 100-percent correct.

Then we fixed it. And the changes we made to our global system
of taxing American multinationals brought a complete halt to in-
versions. Let me be clear. It did not slow them down. As best I can
determine, we ended them. There have been no inversions since,
because we diminished the incentive to be a foreign-based multi-
national instead of being an American-based multinational.

So let me go to Ms. Olson and ask, based on your experience both
in Treasury and in the private sector before and after TCJA, do you
think it is just a coincidence that inversions stopped pretty much
immediately after the enactment of the TCJA?

Ms. OLSON. No; I think the two are definitely related. The 21-
percent rate made the United States a much more attractive place
to be located. The anti-base-erosion rules were—they are actually,
in the view of the corporate world, quite onerous, rather than gen-
erous, as has been suggested. And so that went a long way.

And then of course there is the tightener on 163(j), which was
what had driven a lot of the corporate inversion transactions. So
all those things coming together make the U.S. a much better place
to invest, and have eliminated, I think, the movement of corporate
headquarters offshore via inversions.

Senator TOOMEY. Now is it fair to think of the GILTI tax as, in
a way, similar to a global minimum tax?

Ms. OLsoON. If that is to me, yes, I would say that it is.

Senator TOOMEY. I think that is the case also. And isn’t it true
that many OECD countries do not have a global minimum tax at
all? We do. Ours is effectively 12%2 percent. Actually, the GILTI
tax rate is effectively 13%s percent when you take into account the
foreign credits, as I understand it. And is that not actually more
onerous than many of our OECD competitors?

Ms. OLSON. Yes, again the—we are the only country that has a
minimum tax. Other countries generally have territorial taxes.

Senator TOOMEY. So the way I think about this—and tell me if
you disagree—we do actually put our multinationals based in the
U.S. at a competitive disadvantage with respect to the tax code,
with respect to other countries, but it is not so onerous that we
drive everybody out of the country. Is that a fair way to think
about it?

Ms. OLsoN. I think it is.

Senator TOOMEY. But is there a point at which, if you decided to
just keep raising this minimum tax, that the cost would be so high
that the rational decision for a multinational would be to locate
somewhere other than the United States because the cost is just
too much?

Ms. OLsoN. Well, what the high tax rate does is, it puts a dis-
count on the value of assets in the hands of a U.S. company, and
over time they tend to migrate in other ways, whether it is through
acquisition or sale of parts of a business, but they migrate.
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Senator TOOMEY. Right. So I would just—let me just point out
that we have made tremendous, tremendous progress. I think our
challenge now, the way we ought to be thinking about the economy,
is how do we get back to the best economy of my lifetime, the best
economy for low-income workers of my lifetime, the best economy
for creating opportunity of my lifetime? That is what the goal
should be, and we are not going to get there by unwinding the
progress we made in the TCJA.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator Toomey.

Senator Menendez?

Senator MENENDEZ. Thank you, Mr. Chairman. You know, I have
listened with interest to our Republican colleagues claim that drop-
ping the corporate rate down far below the OECD average is the
holy grail of U.S. competitiveness; that somehow American busi-
nesses and the U.S. entrepreneurial ecosystem are unable to com-
pete with foreign counterparts without a significant tax advantage.
But I believe that in order for the U.S. to out-compete our competi-
tors, we need to out-innovate them.

But unfortunately, the U.S. now ranks in the bottom half of the
OECD when it comes to investment in research and development.
And rather than enhance incentives for R&D, the Republican cor-
porate tax bill actually went in the opposite direction, and it gutted
critical tax incentives like the R&D tax credit.

In addition, the poorly constructed BEAT is penalizing many
businesses that are playing by the rules, creating jobs in the
United States, while turning a blind eye to some of the worst base
eroders.

So, Secretary Clausing, what is more beneficial to the American
economy and U.S. workers, a lower corporate rate or targeted tax
incentives to increase research and development investments?

Dr. CLAUSING. I needed to unmute. Thank you for that question.
I absolutely think it is more important to focus on investing in both
infrastructure and research and development, rather than worrying
about further reducing corporate taxes, which as of now, as we
have noted, we pay the lowest corporate taxes as a share of GDP
of any OECD country, or right near the bottom. And that is despite
the fact that our corporate profits are very high.

So just looking at corporate profits as a share of GDP, they are
much higher now than they were in decades past.

Senator MENENDEZ. And I would assume research and develop-
ment creates jobs here at home, and the high-paying jobs and the
continuing effort to help us innovate and be competitive, for exam-
ple with China?

Dr. CLAUSING. Yes. Research and development is essential to our
future, as well as investing in education and having an economy
that is open to the talents of the world, foreign students and immi-
gration being another important source of comparative advantage
for the United States.

Senator MENENDEZ. Now the 2017 Republican corporate tax bill
was the largest corporate tax giveaway in our Nation’s history, pe-
riod, from my view. According to the Joint Committee on Taxation,
Congress’s nonpartisan scorekeeper, cutting the corporate rate from
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35 to 21 percent cost a whopping $1.5 trillion alone—nearly the en-
tire price of the entire package.

As a result, in 2018 the average tax rate paid by U.S. corpora-
tions dropped by more than half to only 7.8 percent. Now I know
most families in New Jersey would love such a sweetheart deal to
pay a Federal tax rate of less than 8 percent. But because working
families are not politically connected and do not make big cam-
paign contributions, they get stuck paying the bill, as millions now
face double taxation due to the new cap Republicans put on the
State and local tax deduction.

So again, Secretary Clausing, in your opening statement you
noted that the U.S. only collects about 1 percent of its GDP worth
of corporate tax, which is half the level we collected prior to the
GOP corporate tax bill, and one-third of the OECD average.

So how did the 2017 GOP corporate tax bill shift the tax burden
between corporations and individuals? And can you explain the
tangible impact this large cut in corporate taxes has on middle-
clasg families in New Jersey and, for that matter, across the Na-
tion?

Dr. CLAUSING. Yes. So when we cut corporate taxes so dramati-
cally, one of two things has to happen. Either we are increasing the
relative burden on others in the economy—and that is definitely
true: the relative amount of taxes paid by households and small
businesses is higher relative to that paid by corporations. But we
also put a lot of budget pressure on the government. We raise only
about 16 percent of GDP in Federal revenue right now. The last
time we balanced the budget, it was 20 percent of GDP. And so,
when you look at those consequences, they are pretty important for
middle-class families. And when you look at that 2017 law, the pro-
visions that were permanent were those that cut corporate taxes;
whereas, the provisions that are permanent on the individual side
are those that make health insurance more expensive for the most
vulnerable among us, and those that change the inflation indexing
olf the tax code in a way that is a stealth tax increase on the middle
class.

So those permanent provisions show a real shifting of the bur-
den, again away from corporations and to middle-class Americans.

Senator MENENDEZ. So corporations got a permanent cut, and av-
erage citizens in short order will then find themselves again with
a whack. Thank you very much.

The CHAIRMAN. Thank you very much, Senator Menendez.

Next will be Senator Carper, who is with us.

Senator Carper?

[No response.]

The CHAIRMAN. Senator Carper, you might be on mute.

[No response.]

The CHAIRMAN. Senator Carper?

[Pause.]

The CHAIRMAN. Senator Carper? Senator Carper?

[No response.]

The CHAIRMAN. Okay, let’s go to Senator Cassidy while we wait
for Senator Carper.

Senator Cassidy?

Senator CASSIDY. Thank you for having me.
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Let me just kind of echo a little bit of what Senator Toomey said.
I was on Fox News Sunday a few weeks ago when Jared Bernstein,
who is part of the President’s Council of Economic Advisors, said—
before he caught himself—we need to go back to the economy we
had before COVID hit.

It was like, “Oh, wait, I cannot say that because that would ac-
knowledge that the economic policies of the previous administra-
tion had given us an economy which was admirable, and even aspi-
rational.”

I think it is also important to notice the words the witnesses are
using. Dr. Huang said something along the lines of, those who are
lower-income are not doing as well as they should. Well, as it turns
out, under the previous administration, as Senator Toomey pointed
out, there was relative wage growth that was higher in the lower
quintile of Americans, and indeed they were the ones that, rel-
atively speaking, benefited more than those of the upper income.

You may not like the fact that I use “relative,” but Dr. Clausing
just used the word relative. Yes, if you cut corporate tax rates and
their profits go up, they will pay more taxes. But, relatively speak-
ing, the family would pay more, but it is relative. We are playing
word games here.

I would rather go back to what Mr. Bernstein said on Fox News
Sunday. If we can get back to that economy that we had prior to
COVID, wouldn’t we all be happy? Wouldn’t the Biden administra-
tion be doing victory laps?

One thing to point out: we had a hearing yesterday in the Home-
land Security Committee on how do we reshore important indus-
tries for domestic production of PPE, for example of antibiotics and
other things that have migrated overseas.

One of the witnesses—nonpartisan—said that if we raised cor-
porate rates, it would be a disincentive for companies to reshore.
This kind of makes sense. If it costs more to do business here, you
are less likely to do business here. And it is so kind of 101 in terms
of why a company would locate someplace. I am just kind of
amazed that we are having a debate over this, but clearly not ev-
erybody in this hearing is nonpartisan, unlike the person yester-
day.

Let me mention something. Ms. Olson, I am concerned about an-
tibiotic production. Right now, our so-called beta-lactam drugs,
which are penicillin, cephalosporins, are made entirely in China.
And their shelf life is not great.

So, if you want to store the active pharmaceutical ingredient, you
have less ability to store it long-term. But if there would ever be-
come a reason why China would wish those drugs not to be sent
to us, then obviously we would be worse off.

So the question is, how do you incentivize companies to restart
manufacturing here in the United States of a medication such as
this? So tell me—we have fewer pharmaceutical companies based
here because of our tax code, I am told, but what do you think
about raising relative tax rates in the United States versus tax
rates overseas as regards the incentive for someone to begin to set
up a whole new manufacturing apparatus to create antibiotics here
in the United States versus say, for example, China?
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Ms. OLsoON. Well, the corporate tax rate is clearly very important
in company decisions about where to locate their activities. And so
keeping it low is a good thing. Attending to R&D, and encouraging
that that be done in this country is also important.

When you add in our State and local rate to our corporate rate,
we are not below the OECD average. We are above it by a couple
of points. And so if we increased it further, we would very quickly
go back to the head of the pack there.

On the R&D side, as has been said, we are on the low side. So
we need to fix some of those things in order to incentivize more of
that to be done here in the United States.

Senator CASSIDY. So tell me this. If what the other side is alleg-
ing, that our rates of corporate tax are important, but they are also
alleging that our rates are much lower than they should be relative
to our competitors, has there been a massive movement of compa-
nies moving from those other countries into the United States?

I mean, from what you just said, if our rates are so much lower
relatively speaking, and we have all the advantages of being in the
United States, it seems as if companies would move from other
countries to the United States to take advantage of our relatively
low tax rates.

Has that mass migration occurred?

Ms. OLsON. Not that I've seen.

Senator CASSIDY. Not that I have seen, either. I yield back, but
just point out that some of this just defies common sense, and it
is word games in order to advance an agenda. With that, I yield
the floor. Thank you, Mr. Chairman.

The CHAIRMAN. I thank my colleague.

Senator Carper is next.

Senator CARPER. Thank you, Mr. Chairman and Ranking Mem-
ber. I want to address my one question to the reformed Base Ero-
sion and Anti-abuse Tax, also known as BEAT. I want to thank our
witnesses for joining us today.

There has been a fair amount of discussion this morning about
areas where we disagree, for example, with respect to the corporate
gcrlx rate and Global Intangible Low-Taxed Income, also known as

ILTIL

But I think there might be some consensus in another area
among Democrats and among Republicans, and industry, that an-
other international tax provision in the 2017 tax law—the Base
Erosion and Anti-abuse Tax, also known as BEAT—needs some re-
forms.

For example, Congress created tax credits to encourage private
investment in clean energy projects. I strongly supported these
credits which helped lead to the creation of good-paying jobs, much
more reliable power, and cleaner air. However, the basic design of
the BEAT disincentivizes the use of these tax credits, especially
after 2025 when the credits can no longer be factored into the
BEAT calculation.

These concerns will be partially addressed by a bill that I've in-
troduced today, and it is called the Save America’s Clean Energy
Jobs Act, which would help get projects that are stalled by the pan-
demic off the ground by providing temporary refundability for clean
energy tax credits.
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In addition, the recent report from the Joint Committee on Tax-
ation showed that in 2018, large multinationals paid a fraction in
BEAT taxes compared to what the BEAT was projected to raise.

And to each of our witnesses today, let me just ask this. Why
does this enormous gap exist between projected and collected BEAT
revenue? And where might there be consensus on reforming the
BEAT so that it achieves its goal of preventing profit shifting by
avoiding unintended consequences?

And to that end, does the BEAT just need some tweaks, or
should it be repealed and rewritten from scratch? In other words,
the question before us—with apologies to the late Congressman
Sonny Bono of California—is, should the BEAT go on?

Dr. CLAUSING. Thanks. I am happy to start with that. The BEAT
was intended to target in part the profit shifting and income strip-
ping that was happening from foreign multinational companies
that are investing in the United States. And if you look at the UN
reports on inward foreign investment, the United States actually
was sort of the top destination for foreign direct investment from
other countries for many years. We are a really good place for for-
eign companies to invest. But it is important that when they are
investing and doing things in the United States, that they are also
paying the tax and not moving the income offshore.

So the BEAT was designed to address that problem. But there
were many problems with both the final legislation and also with
implementing regulations that made it such that the BEAT’s reve-
nues have been very disappointing. So it has not really stemmed
the income stripping of foreign companies offshore as much as was
intended.

In addition, as you point out, it has mistakenly hit a lot of U.S.
companies that benefit from tax credits that encourage things like
clean energy, which is a very important shared goal of yourself and
the Biden administration. But we do not want to be mistakenly
harming companies that are investing in clean energy, rather than
targeting this foreign profit shifting.

So some of those companies have done very little profit shifting
themselves, but are nonetheless being hit by the BEAT. So I think
there is ample room to improve on the BEAT. The Biden adminis-
tration has not yet taken a position on reforms, but we are actively
studying that problem, and we are aware of all of these issues.

Senator CARPER. All right; let me ask the same question, if I
could, to our other witnesses. Pam Olson, please?

Ms. OLSON. Yes, I think there is definitely room to improve the
BEAT. One of the things that it does is to target on a gross basis,
without looking at whether or not income that is paid out of the
United States is subject to tax somewhere else. So it does have
some very odd effects.

The credit that you are focusing on is also one of the odd effects.
I would say that the Joint Committee on Taxation, at the time that
they were estimating revenues from the BEAT, said that it was the
hardest provision that they had to estimate in the TCJA because
it was a completely novel provision and they did not have good
data from which to draw in order to make the revenue estimate.
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So in some sense, it is not surprising. I do think it will ramp up
in future years, which will exacerbate some of the effects that you
do not like, such as when it goes from 5 percent to 10 percent.

Senator CARPER. All right; thank you.

Ms. Huang, same question. Does the BEAT just need some
tweaks, or should it be repealed and rewritten from scratch, or in
other words, should the BEAT go on?

Ms. HUANG. Senator, I think it is very muddled. A polite word
would be “curious,” but a less polite word is “bizarre.” It really does
have some quite strange features. And in terms of the revenue
piece that you were talking about, one reason is that it was written
to have a lot of holes in it. I am looking at a tax advisory firm that
has a report that says taxpayers may be able to reduce BEAT li-
ability by increasing cost of goods sold. And there are lots of big
holes like that in the BEAT that allow for reduction in the liability.

There are also the regulations which—by one report, just one
regulation exempting foreign banks will cost about $50 billion over
10 years.

The CHAIRMAN. We are going to have to move on, Senator Car-
per.

Senator CARPER. Could I get a “yes” or “no,” Mr. Chairman, from
our last witness, Dr. Hines? Should the BEAT go on?

Dr. HINES. No.

Senator CARPER. Thank you so much.

The CHAIRMAN. Thank you.

Senator Warren?

Senator WARREN. Thank you, Mr. Chairman.

So we have a lot of work to do to fix the international tax system,
and I am looking forward to working with my colleagues here to
do that. A good place to start is to be clear about the extent to
which giant corporations are already manipulating the tax code to
avoid paying their fair share.

Dr. Clausing, between 2018 and 2020, what was the corporate in-
come tax rate?

Dr. CLAUSING. The corporate tax rate was 21 percent.

Senator WARREN. Okay; 21 percent. So, Dr. Clausing, how much
profit did Amazon make? And what tax rate did Amazon pay dur-
ing that same 3-year period?

Dr. CLAUSING. So there was a recent ITEP study that looked at
this, and Amazon earned over $40 billion over that 3-year period
and paid about a 4%2-percent tax rate.

Senator WARREN. Okay; so how is it possible that Amazon was
able to rake in profits like that and pay only a four—I think it is
about a 4.3-percent tax rate, when the corporate income tax rate
was 21 percent?

Dr. CLAUSING. Yes; so there are lots of reasons that we have dis-
cussed in this hearing today about why U.S. companies end up
with very low tax burdens. And I think that the one that we are
focused on here the most is the international profit shifting prob-
lem. And Amazon, as well as many other companies, has benefited
from the favorable treatment that our tax code provides for inter-
national profit shifting.

There are also other reasons why companies pay less in tax.
Those might include receiving large R&D credits, or having losses
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in past years that might reduce their tax liability, or they are pay-
ing a lot of stock compensation, which is favorably treated in tax
laws as well.

Senator WARREN. Okay; so you have given us the technical
names. I think the rest of us would call them loopholes and tax
shelters that they have used to drive down their liability.

But let me ask, is this kind of manipulation that Amazon used
unusual?

Dr. CLAUSING. I would say there’s a wide recognition that the
kinds of loopholes that we have been talking about today are very
common. And there is a lot of agreement on this. So some of our
witnesses have focused on disagreement, but I would point out that
the American Enterprise Institute, the Tax Policy Center, econo-
mists at OTA, at the Treasury, and economists at the JCT, they
all agree that profit shifting is a very large problem, and they have
put out revenue estimates that suggest very similar magnitudes
across all those different organizations.

So this is a very common, and a very large problem. And I think
that is why it is so important to have this hearing today, to be able
to address this rampant avoidance of tax.

Senator WARREN. So let me ask, then, Ms. Huang: if we applied
just a flat 7-percent tax on the more than $20 billion in profits that
Amazon reported to investors in 2020, Amazon would have paid
nearly $1%% billion more in taxes.

If we applied a 7-percent flat tax to the more than 1,000 corpora-
tions that reported more than $100 million in profits, would that
help ensure that big companies paid their fair share, regardless of
loopholes and other tax avoidance schemes?

Ms. HUANG. Well, Senator, that is an idea that just makes so
clear how easy it is for companies to control what they report on
paper, whether it is for tax purposes or whether it is for financial
reporting purposes, and as you are pointing out, sometimes neither
of tﬁ{)se pieces of paper can reflect what is going on in the real
world.

And as Dr. Clausing said, you can try to get at that by making
them both look more like the real world or, as in your proposal, you
can target the gap between them, which also could be thought of
as a backstop on the first approach. So I think that makes crystal
clear what the problem is.

Senator WARREN. Yes. Well, something has to change. And I am
all for raising the corporate tax rate. I am also for closing loop-
holes. I am all for shutting down tax havens. But we also need to
recognize that corporations will never stop trying to bend the rules.
You know, when you plug one loophole, they are going to bring in
armies of lawyers and lobbyists and accountants to try to find an-
other one.

A small tax on profits, like the number that CEOs like to brag
about, their book profits, would ensure that even the companies
that are most skilled at gaming the tax code would have to con-
tribute a fair share.

President Biden agrees, and he has proposed a similar tax on
book profits. And in the coming weeks, I am going to be introducing
legislation to make a tax on book profits for the largest, most prof-
itable companies in America a reality.
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I think it is time for this. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator Warren. Senator Brown is
here. Senator Cortez Masto is here. Senator Warner is here. We
are going to do our best to just keep this all moving.

Senator Brown?

Senator BROWN. Thank you, Senator Wyden, for this really im-
portant hearing.

For decades we have had a corporate business model where com-
panies shut down production in Toledo, or Dayton, or Youngstown.
They would collect the tax break, move jobs to Mexico or China
where they could exploit workers, only to sell their products back
in the United States.

And, Mr. Chairman, you know the 2017 tax bill only made it
worse. I am working with Senator Mark Warner from Virginia on
this committee on a framework that will get rid of incentives in the
tax code to shift jobs and factories abroad, reward investing in
American jobs, and make multinational corporations pay their fair
share. We have been working together on this for years. I am
proud to be partnering with him and with Chairman Wyden. So I
would thank Chairman Wyden for this work to take the renegoti-
ation of NAFTA, another corporate trade agreement, and go to
work with making changes to make NAFTA into USMCA, which
actually looks out for workers.

So my question, Dr. Clausing and Ms. Huang—imagine for a mo-
ment a CEO deciding whether to retrofit an empty factory in Ohio,
or whether to build a brand-new factory in Mexico. He is asking
his chief tax counsel which option would get the company more fa-
vorable tax treatment. What would the CEO’s tax expert say?
Which would they say gives the company a bigger tax break, keep-
ing it in Ohio or going to Mexico? Dr. Clausing and Ms. Huang, if
you would both answer.

Dr. CLAUSING. Thank you for that thoughtful question. So, one
of the problems with our tax code now is it does not just incentivize
operations in low-tax countries and havens—which is something we
have been talking about so far today—but it also incentivizes oper-
ations in high-tax countries because you get to blend the income in
the high-tax country with the low-tax country, and together you get
to half the U.S. rate.

So, take Mexico, which was your example. They have a corporate
tax rate of 30 percent. But if you have some income in Mexico and
some income in an offshore haven, you can blend those streams of
income and together get that 50-percent deduction relative to doing
business in Ohio. And so that is a large tilt in the playing field in
favor of any foreign operation relative to U.S. operations. I some-
times refer to this as an “America last” tax bill.

Senator BROWN. Ms. Huang, your comments?

Ms. HuanG. I absolutely concur. You have incentives within
GILTI where having those tangible assets in Mexico allows you to
exempt profits from both Mexico and potentially from Bermuda, if
you have managed to shift some profits to Bermuda. You get to
shield both of those from the GILTI tax.

And then, as Dr. Clausing mentioned, because of the averaging
feature, there is an incentive that makes America potentially the
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least attractive place to put that physical asset from a tax perspec-
tive.

Senator BROWN. So the 2017 tax law which Senator Wyden and
I and others on this committee, the Democratic side, opposed for
many reasons, was a giveaway to the wealthiest people in the coun-
try, some of what Senator Warren has talked about. And also, the
GILTI provision gave 50 percent off taxes if they move overseas.

So, Dr. Clausing, in the last minute, or even less, talk a little bit
about what incentive this creates.

Dr. CLAUSING. Yes. So those two together—the powerful incen-
tive of having the first 10 percent of your assets be completely tax-
free offshore, means that if you take some equipment from the
United States and move it abroad, you qualify for even more tax-
free treatment abroad.

There is also another provision in the current tax law—the
FDII—which turbo-charges that because, if you reduce your invest-
ments in the United States, you get even larger FDII deductions.
So with both hands, you are encouraging movement offshore in
plant and equipment through that tangible asset exclusion.

In addition, there is the blending issue that we mentioned before,
which means that in all of the foreign operations, like a master dis-
tillery, you can combine the high-tax and low-tax income and get
to this outcome. It’s really much better than what you would get
operating in the United States.

And you know, I think that if we are focused on competitiveness
for the United States, we need to think about ways to make this
a productive location to do business. And that includes fixing all of
these tax things, but it also includes making key investments in
things like infrastructure, education, our institutions, and our re-
sponse to crises. And if we combine those two things together, then
nothing can stop us, and the United States, I think, will be an ex-
cellent place to do business.

Senator BROWN. Thank you, Ms. Clausing. I just came off of our
tenth year of our presentation with manufacturers, doing 6th, 7th,
8th graders’ manufacturing camps in Ohio. We have done about
100 of them to encourage young people to go into manufacturing.
We need a government that is going to support their futures, and
these tax changes that Chairman Wyden is fighting for are so im-
portant.

Thank you very much, Mr. Chairman.

The CHAIRMAN. Thank you very much, Senator Brown.

We are going to try to get both Senator Cortez Masto and Sen-
ator Warner in before we will have to take a little break, and hope-
fully we can keep it moving.

Senator Cortez Masto?

Senator CORTEZ MASTO. Thank you. This is a great conversation.
I have had to pop off to Energy and Natural Resources, so I am
going to follow up on some of the testimony I'm sure was covered,
but thank you so much.

Let me start with Ms. Huang. I have to thank you for high-
lighting the need to prioritize our workers and families, particu-
larly in the wake of COVID-19 and its impact on low-wage workers
and workers of color. And in the State Nevada, our hospitality
workers have been so affected.
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What is the best way that we can ensure that we have good-
paying, stable American jobs, particularly in the hospitality indus-
try that just requires a lot of input around the low wage? What
should we be doing with the tax code, or anything?

Ms. HUANG. Absolutely. Thank you very much, Senator, for that
question. And I think investments that directly focus on supporting
workers and businesses, tourism and hospitality and other hard-hit
sectors, would be far better than the poor economic return that we
are getting from tax-subsidizing multinationals to shift profits and
investments offshore.

For example, your leadership on securing a boost in the Earned
Income Tax Credit in the American Rescue Plan heavily benefits
workers in tourism and hospitality. It directly benefits about a
third of all cooks, for example. And making that provision perma-
nent, with other needed investments, would be far better for deliv-
ering shared prosperity to the economy overall than continuing
these deeply discounted tax rates for foreign profits.

Senator CORTEZ MASTO. Thank you. And because we know, when
particularly workers in hospitality and leisure do well, the Amer-
ican public does well, right? I mean, when there is opportunity,
that lifts up that income that is so necessary for our struggling
families.

So let me jump to Ms. Olson. In your testimony, you mentioned
a lack of congressional guidance in relation to the digitalization
project, among other related measures. Can you talk a little bit
more about that and how you feel Congress can take a greater ini-
tiative in international tax policy?

Ms. OLSON. Certainly. Thank you for that question. In the trade
area, there is something called Trade Promotion Authority, which
you are probably familiar with, where the Congress gives instruc-
tions to the negotiators when they go off to negotiate trade deals.
I think something like that is something that would work really
well in this case, where what we are talking about is the United
States’ jurisdiction to tax. It is something that, if an agreement is
reached at the OECD—and I do hope agreement is reached at the
OECD—is going to come back and land in this committee, and in
the Senate Foreign Relations Committee, to write legislation and
to ratify treaties that might have to be changed as a consequence.

So it is really important that you get engaged in that process,
and something formal along the lines of the Trade Promotion Au-
thority process would be a good thing to think about.

Senator CORTEZ MASTO. Thank you very much. Thank you again
for the conversation.

The CHAIRMAN. Thank you very much, Senator Cortez Masto.

Senator Warner?

Senator WARNER. Thank you, Mr. Chairman. Let me echo what
Senator Brown said. I look forward to working with you and Sen-
ator Brown as we try to get this international corporate structure
right. The 2017 bill did not get it right. I think that some of our
friends thought with the GILTI system and FDII that they would
balance it right. In actuality, by doing some of these blending rates
that Ms. Huang and Dr. Clausing have talked about, they actually
got it flat wrong and incented, particularly R&D and intangible as-
sets, to go offshore.
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Dr. Clausing, I want to raise a quick point with you. When you
look at our corporate revenue levels, 1.1 percent of GDP in 2019,
we are bottom of the barrel of the G7. You look at our overall rev-
enue levels in terms of the OECD, we are 33rd or 34th.

If we are going to stay competitive with China, for example,
which is making record investments in next-generation technology,
how are we going to be able do that in any kind of fair way with
these kind of revenue levels?

Dr. CLAUSING. One important feature of having a competitive
economy is having adequate funds to make the public investments
in things like infrastructure, research and development, our edu-
cation system, our highways. You know, all of those are really im-
portant parts for making a strong business climate.

As you point out, we have very low Federal revenues. We only
raise about 16 percent of GDP in Federal tax revenue. That is
much, much below any peer nation, and it is well below the 20 per-
cent that we raised when we last balanced the budget at the turn
of the century.

So I think that there is room for a lot more tax revenue. Now,
when you look at where to raise the revenue, one thing that is
quite clear is that our corporate revenues are particularly low.
They are one-third that of other nations in the OECD. And that is
despite the fact that our corporate profits are really high, both in
historic terms as a share of GDP, but also relative to those in other
countries.

So I think there is room to collect more in this area without cre-
ating undue concerns about the competitiveness of our companies.
The important thing is the competitiveness of our location as a
place to do things, and that requires an adequate funding of the
state.

Senator WARNER. And I agree, and that also requires an incen-
tive system. As Senator Brown pointed out in his questions, we are
encouraging, maybe not intentionally but indirectly, placing your
best assets, your R&D assets, oftentimes offshore.

Ms. Huang, one of the things that you raised is the importance
of investment in human capital. I am going to throw out something
I have raised with this committee a number of times. It seems to
me we have people who say they want to invest in human capital,
but we have nothing in our tax accounting or reporting system that
incents a company to do that.

As a matter of fact, I always like to point out, if a company goes
out and buys a robot for $5,000, oftentimes the company will get
an R&D tax credit for that robot. The robot is viewed as an asset,
and that asset can be reported, if you are a public company, in a
public way.

If the same company spends $5,000 training two human beings
to be more efficient than the robot, yes, you get to deduct those
costs, but you do not get an R&D tax credit. It is viewed as an ex-
pense. And until recently the SEC did not even have any public re-
porting components for companies that invest in human capital.

Can you talk about, on a broad basis, the idea of whether we cre-
ate an R&D tax dredit for human capital investment, or other ways
that we can put real muscle behind this notion that we ought to
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incent companies to invest in their most valuable asset, human
capital?

Ms. HuaNG. Well, I can tell you a few things that we should not
do, Senator, and I think that will point to some of those structures
that are in the 2017 tax law that actually create incentives to move
capital and investment offshore, and therefore potentially jobs and
wages, and also the potential to do that investment in U.S. workers
and infrastructure.

So, as you were mentioning, we were talking with Senator Brown
about some of these perverse incentives. The FDII tax break is one
example that is supposed to help create incentives for manufac-
turing and creating jobs in the U.S., but the fewer tangible assets
that a company has in the U.S., all else equal, the larger the tax
break. So that is an incentive to move assets offshore, which in
some cases would be helpful to producing wages and benefits for
workers.

And the other problem with that is that it is also a tax break
on both old and new assets, and a lot of that is a wasteful give-
away. So if one were to think about how you invest in workers, you
would want to make sure that the benefits are very direct; that
there isn’t an ability to have windfall gains going to corporations
for things that they were doing anyway, and really target it to all
the types of investments that would help create shared prosperity.

Senator WARNER. Thank you, Mr. Chairman.

The CHAIRMAN. Now Senator Portman was here

Yes, Senator Portman?

Senator PORTMAN. Thank you, Mr. Chairman. Thank you for
working with us on other committee hearings.

Ranking Member Crapo started off this morning talking about
the fact that I co-led a task force back in 2015 with Senator Schu-
mer on international tax, and we had a lot of consensus. We agreed
that the high corporate rate, highest in the OECD, and the world-
wide system, was simply unsustainable. And you remember what
it was leading to. We had companies that were literally inverting,
you know, moving from the United States overseas.

In fact, we had a number of inversions in Ohio. We were losing
jobs, loving investment. The system was causing a lock-out effect.
That was the reality. And we recognized the need to transition to
a better system.

In that report—I just looked at it—we said, and I quote, “When
U.S. businesses can’t compete and win in the global market, the
real losers when they can’t compete are U.S. workers. The real win-
ners are U.S. workers when we can compete.” And the TCJA re-
flected that consensus.

So there were lots of parts of that bill that were relatively con-
troversial, but the international part actually reflected that con-
sensus: lower the rate, territorial system, and making our compa-
nies more productive and more competitive. And that is exactly
what has happened.

So there is a lot of investment that has occurred, coming back
into this country. I look at the IP side that was just talked about.
New IP is largely now being done in America. Companies like
Google brought their IP back, as did others. So that is the reality.
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And, Ms. Olson, we have heard from Democrats and several pan-
elists today that TCJA incentivizes offshoring. Specifically, they are
pointing to the Global Intangible Low-Tax Income, the GILTI min-
imum tax and its allowances for Qualified Business Asset Invest-
ment, to reduce the level of taxes paid.

However, the QBAI is not a loophole. It is a recognition that
earnings attributable to tangible property are not susceptible to
profit shifting. In order for U.S. companies and businesses and
workers to compete in foreign markets, they need to be where the
customers are. Think of General Electric, as an example. The en-
gine plant is in Ohio. They sell a lot of engines overseas. That is
good. We like that. It creates jobs here. But the servicing of those
engines has to be done in those foreign countries. They cannot
bring the engines back for service.

We have Owens Corning in Ohio. They cannot be competitive try-
ing to ship glass halfway across the world, but we are glad they
are an American company and that they are able to have foreign
markets. Procter and Gamble in my hometown of Cincinnati, they
gannot ship diapers from Ohio overseas profitably. It just cannot be

one.

So the vast majority of foreign operations of U.S. companies
serve foreign markets. In fact, approximately 90 percent of all sales
of those foreign operations are to foreign customers and not an
offshoring of operations to serve U.S. markets.

That is data that is real. That is what is happening. So, Ms.
Olson, do you believe GILTI’s treatment of tangible assets is appro-
priate? And in your experience, does this actually incentivize U.S.
companies to move U.S. assets or jobs overseas?

Ms. OLSON. Thank you, Senator Portman. Yes, I do not think
that the GILTI provisions have done anything to incentivize the
movement of operations outside the U.S. What QBAI does is to
measure a return on tangible assets. When those tangible assets
are in another country, they have primary jurisdiction to tax the
income from it. That is all it does—it recognizes that.

There has been a long recognition that what is mobile is intan-
gible income. And what intangible income is measured by in GILTI
is a return on tangible assets in excess of 10 percent. So I think
it exactly targets what it should target. I do not believe that it pro-
vides any kind of incentive. I am unaware of any company that has
moved operations to take advantage of GILTI. Quite to the con-
trary, they try to escape it. And some of that escape is even sub-
jecting themselves to subpart F or bringing the assets, as you men-
tioned, back to the United States to take advantage of the U.S. rate
and FDIIL.

Senator PORTMAN. Last week we heard testimony in the com-
mittee on tax incentives for encouraging investment in the United
States, something we should all want.

Professor Hanlon, from MIT, testified that in terms of a com-
pany’s next marginal decision, the lower corporate rate and the
FDII are more likely to lead to decisions to retain IP in the U.S.,
and also to manufacture in the U.S., all else constant.

So FDII works in tandem with GILTI and provides the deduction
on the GILTI tax for U.S. IP used abroad. A competitive effective
rate is needed to prevent the GILTI provision from harming the
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competitiveness of U.S. companies relative to their foreign competi-
tors.

FDII is just as important to provide a disincentive against mov-
ing intangible property offshore. As shown by the legislative history
of FDII that we just did in 2017, one of the committee’s goals was
to remove the tax incentive to locate intangible property abroad
and encourage U.S. taxpayers to locate intangible income, and po-
tentially valuable economic activity, in the U.S.

Professor Hines, some academics have called for repealing FDII.
Don’t you think doing so would risk undermining the attractiveness
of the U.S., not only as a place for locating intangible property, but
also as a place for high-paying jobs in research and manufacturing?

Dr. HINES. Oh, yes, I completely agree. It would be a big mistake
to repeal FDII for two reasons. One, because it encourages compa-
nies to locate their intellectual property and other high-tech stuff
in the United States; and second, because it offers a more competi-
tive tax rate on higher-tech companies that are more internation-
ally mobile. And those are the companies we want to make sure
stay in the United States.

Senator PORTMAN. Thank you very much. And thank you, Mr.
Chairman, for allowing me to ask questions today.

Senator CRAPO [presiding]. Thank you. Senator Wyden has gone
over to vote. I do not know if he explained this to everybody, but
we have a series of four votes going on right now on the PPP pro-
gram. And we are going to be kind of switching out with each other
while those votes go on.

And we also have three hearings for many members of this com-
mittee that are going on at the same time. So that is why we have
a little bit of difficulty getting coordination of our attendance here.

As a result of that, I do not see anyone else here at this moment
who is in line. Senator Portman, if you had any other questions,
you are certainly welcome to keep going.

Did you have any other questions, Senator Portman?

Senator PORTMAN. I certainly do. And if you do not mind, Ms.
Olson, I would love your views on FDII, and in particular, does it
not make sense, as we are talking about reform, to be sure, when
we are looking at tax incentives to invest in America, that we start
with retaining FDII?

Ms. OLSON. Yes, I think FDII is an important provision. And I
do think that we should retain it. I also think you need to take a
look at R&D—which as you know switches from expensing to cap-
italization and amortization next year—as another thing that af-
fects where R&D gets done. And I think it would behoove the com-
mittee to consider changing that provision so that we do not start
driving R&D other places.

R&D is so important in terms of the jobs it creates here in the
United States, as well as the knock-on effects. And that is why
other countries put so much effort into trying to attract that kind
of investment. We are number 27 out of the 36 or whatever OECD
countries when it comes to R&D incentives. We will get worse once
we switch from expensing to capitalization and amortization. And
if we were to get rid of FDII, we would probably fall to dead last.

Senator PORTMAN. Well, that is a great point. And we do hear
quite a bit about the R&D issue, and the fact that, during the 2017
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bill, it was really used as a pay-for, not because of good policy rea-

sons, and hopefully there is a bipartisan consensus that going to

amortization does not make sense to encourage exactly what we all

%hould want, which is more R&D to be done here in the United
tates.

So my hope is, that will be part of whatever package people are
talking about putting through. My concern is that, based on what
I have heard today from some of my colleagues and some of the
witnesses, we could be shooting ourselves in the foot by doing away
with FDII or otherwise making it more difficult for U.S. companies
to invest here.

And again, a lot of companies that are American companies are
global companies. That is good. We want them to have markets
overseas. It is not a bad thing that they are servicing GE aircraft
engines overseas. Otherwise, GE would not have the market in the
first place. And so we have to be, I guess, cognizant of the fact that
there are going to be some foreign operations to serve foreign mar-
kets. And our tax code ought to encourage that.

Do you agree with that, Ms. Olson?

Ms. OLSON. Yes; wholeheartedly.

Senator PORTMAN. Well, Mr. Chairman, thanks very much for al-
lowing me to continue. I appreciate your fitting us all in between
our hearings and the votes and so on.

Senator CRAPO. Thank you, Senator Portman. And while we are
waiting, let me just ask, is there any other Senator who I do not
see here? If you are here, click on and let us see you show up on
the screen. If not, I have a couple of questions.

I know that when Senator Wyden gets back, he has at least one
more question. And then we will see if other Senators are able to
make it back to the hearing.

My next question is for you, Dr. Hines. Most economists, from
Jason Furman on the Democrat side to Doug Holtz-Eakin on the
Republican side, agree that cost recovery for investments in busi-
ness assets, especially plant and equipment, provide a significant
tax incentive for that investment.

Indeed, the Joint Committee on Taxation’s macroeconomic anal-
ysis specifically states that. That is the reason I have introduced
legislation to make bonus depreciation provisions of the TCJA per-
manent. The report on this policy choice, after enactment of the
TCJA and before the pandemic, bears it out.

But today, many of my colleagues on the other side have focused
on JCT’s snapshot of an average tax rate of 7.8 percent for certain
companies in 2018. What they are not acknowledging is the fact
that U.S. companies can reduce their taxes paid by increasing in-
vestment in capital assets like plant and equipment in the United
States. And that is exactly what we hoped U.S. businesses would
do when we provided bonus depreciation in the TCJA.

I believe most of us on this committee would agree that it is a
good policy, as greater investment leads to greater productivity,
which leads to more jobs and higher wages for workers.

Dr. Hines, could you just tell me if you agree? And comment on
this issue, if you would.

Dr. HINES. I do agree. And both economic theory and the avail-
able evidence indicate that bonus depreciation encourages greater
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investment, exactly as you would expect. And the economy benefits
from that.

So it is true, when you introduce bonus depreciation in the first
year or two, you are going to have diminished corporate tax reve-
nues because you are front-loading the deduction, and that is what
TCJA did. But that does not mean it is not a good policy. It makes
some sense if you want a country with lots of investment and lots
of business activity.

Senator CRAPO. Well, thank you very much. I appreciate that. It
is just that we are hearing a lot of statistics thrown around today
on both sides, and a lot of comparisons relative to that, and both
sides are using relative analysis as well.

So I just kind of wanted to get some clarity on the fact that we
have to be very careful when we look at snapshot statistics or com-
parative analysis of ratios of tax burden and so forth. They are all
relevant, and it is appropriate for both sides to talk about them.
But we need to be sure we understand exactly what these statistics
are showing. So I appreciate that.

Ms. Olson, I also had another question I would like to ask you.
This relates to sort of what I was just talking about. Senator War-
ren just stated that companies with lower U.S. tax rates are
achieving those rates through loopholes and tax havens. But she is
looking at financial statements as she reaches these conclusions, I
believe.

What is the problem with looking to a financial statement to try
to understand how much tax a company paid? And to give a little
more clarity to this question, we have heard a lot about providing
manufacturing incentives like R&D tax credits, but don’t those tax
credits reduce a company’s tax paid? And would that be legiti-
mately described as a tax loophole?

Ms. OLsoN. Thank you for that question, Senator Crapo. Yes,
those are all things that reduce corporate tax receipts. So we tend
to, one, like the effect of the tax benefits—we had this same con-
versation with Senator Carper when he was talking about BEAT.
We like those provisions. At the same time, we do not like what
they do for corporate tax receipts.

And so, when we look at a tax return and when we look at finan-
cial statements, they are prepared for different purposes. A finan-
cial statement is intended to give a picture to investors of the
health of the company. The tax return is prepared in compliance
with what the Internal Revenue Code says, which is of course writ-
ten by Congress, and there are all sorts of incentives that are built
into the tax code, like bonus depreciation, like R&D tax credits,
like green energy credits, that all affect the tax liability that is ulti-
mately paid. Those are not reflected on the financial statements,
except as a reduction of tax liability, because they do not affect
what the company shows as its income.

Senator CRAPO. Well, thank you. I think it is important to under-
stand that distinction. You know, we have an ongoing debate here
in Congress over our tax extenders, as we have come to call them.
We have all kinds of tax credits and other pieces of our tax code
that have to be extended, often on an annual basis. And we go
through this lurch and stop, and lurch and stop with tax policy in
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the United States as we kind of battle over the extension of, or
modification of these tax extenders.

And T suppose that that is one area where some of us would call
some of those bad tax policy and would like to terminate them, and
some of us would call some of those very good tax policy, like the
R&D tax credit or the bonus provisions that I talked about a mo-
ment ago, which we would call good tax policies.

But it seems to me we should conduct the debate in the context
of exactly what it is in the tax code that is causing whatever ap-
pears on a financial statement or on a tax return and look at the
bottom line as to whether we are having the kind of impact on our
economy that we want in terms of making the economy strong.

Let me—hold on. I am going to have to ask my staff to do some-
thing for me really quickly here. I will be right back.

[Pause.]

Senator CRAPO. Okay, I apologize. I am back. We are checking
on how the votes are going. I expect Senator Wyden to be back any
moment, but until he returns, perhaps I could just ask another
general question. And the question basically is, you know we have
had a lot of talk here about what the corporate rate is, what it
should be, how it works, and so forth.

I have a question about who pays the burden of the corporate
tax. Where does the burden of the corporate tax fall? My under-
standing from the Portman-Schumer report was that it was esti-
mated that a reduction of the corporate tax would significantly ben-
efit workers by allowing greater numbers of jobs, and greater wage
and benefit increases. So there is one group that I think perhaps
sees an impact on them from the corporate tax.

We have heard a lot of talk about the fact that the actual owners
of the corporation are the ultimate ones who may be considered to
have the burden of the tax fall on them, and who would that be?
You know, I understand a significant part of that would be retirees,
or people building their own retirement packages through their
IRAs, 401(k)s, or pension funds. And I know that the argument
goes back and forth on that.

I would just love to toss this out to anyone of you who would like
to speak about it. Where does the payment—who bears the burden
of the corporate tax in the United States?

Dr. HINES. You know, the awful truth is that there is a lot of
controversy about this. And we do not actually know. But what the-
ory says is that in a globalized economy, fixed factors in the United
States—which are land and labor—should bear most of the burden
of a business tax. So that would argue from a theory standpoint in
favor of workers.

But the evidence is mixed. And I think there are a lot of reasons
to think that workers bear a lot of the burden of the corporate tax,
you know, half or more. There are estimates that are lower, that
are close to 25 percent of the tax burden, but it does seem a little
too low, actually.

Dr. CLAUSING. Let me add that there is a lot of consensus actu-
ally on this point. If you look at the American Enterprise Institute
model, the Tax Policy Center model, the Joint Committee on Tax-
ation model, the Treasury model, and the Congressional Budget Of-
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fice model, they all agree that the corporate tax burden, the lion’s
share of it is falling on either capital or excess profits.

And if you look at the evidence for countries that have lowered
their corporate tax, including big ones like us, but also Japan, Ger-
many, Italy, and the UK, you do not see evidence of those corporate
tax reductions showing up in higher wages for workers.

And I think the reason is that a lot of the corporate tax base is
not taxing the normal return to capital, which would create the
theoretical mechanisms that Dr. Hines mentioned, but it is falling
on the excess return to capital. And taxing the excess return to
capital is efficient, right? And there are a lot of changes in our
economy that have increased the market power of companies. And
there are changes in our law that have increased expensing. And
those two changes together mean that more and more of the cor-
porate tax is really falling on these extra returns, which is, I think,
why we cannot see any beneficial effect on wages in all of these
large countries that have run this experiment.

And there is a lot of consensus in the models.

Ms. HUANG. Senator, may I just add in response to what I think
is a really core question that sits behind a lot of the to and fro we
have been having so far, that in addition to the points that Dr.
Clausing made, even in those models that say that some share of
the corporate tax flows through to workers, that share is highly
skewed towards high-wage workers—so executives, CEOs, people
at the top end of the wage distribution.

And in addition, the assumption underlying those models is that
ultimately any cut in the corporate tax is paid for. So one of the
questions ultimately in terms of who benefits or not from a cut in
the corporate tax rate is who ends up paying.

Dr. Clausing pointed out earlier that in the 2017 tax law, for the
permanent corporate tax cut, it was offset by increases on lower-
and moderate-income individuals, plus high-income individuals
through that chained CPI piece.

Your point about IRAs and 401(k)s and other ways in which
lower- and moderate-income people might ultimately own stock is,
I think, a really good question. But if you look again at the dis-
tribution of who does have savings in those stocks, it is not low-
and moderate-income workers that are the lion’s share. And to the
extent that they do, a lot of that is held in tax-preferred accounts
that do not face any tax whatsoever.

Senator CRAPO. Okay, anyone else? Ms. Olson, did you want to
get in on this one? You do not have to if you do not want to.

Ms. OLSON. I think I am the lone non-economist on the panel, so
perhaps I shouldn’t venture in. I have consumed a lot of economic
analysis over the years, and I would say, based on the economic
analysis that I have consumed, I fall more into Professor Hines’s
camp, that the information does not appear at all settled.

Dr. Clausing referred to the models. The models use a number
that is based on a lot of analysis that economists have done, but
I do not think that that represents a final conclusion.

The other thing—and this may be more correlation than causa-
tion—but over the course of the last few years, prior to COVID, we
did see the wages of low- and moderate-income individuals start to
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edge up for the first time in a long time. So again, maybe it is cor-
relation not causation, but that did occur.

Senator CRAPO. Yes, I was going to actually raise that question.
But I see Senator Wyden is back, so, Mr. Chairman, I am not
aware that there are any other Senators available, and I have
asked another question or so. I understand you probably have some
more, but the gavel is in your hands.

The CHAIRMAN. Thank you, Senator Crapo.

Dr. Clausing, I think we are getting close to wrapping this up.
As you know, tax law does not really resemble English; you know,
this kind of arcane set of concepts, and we are blending things, and
we are throwing stuff around, section this and that.

But I am increasingly troubled about the fact that in the United
States, tax havens are driving too much of the world’s largest econ-
omy. And I would like, maybe apropos of this debate about a hand-
ful of sentences in English, for you to kind of walk people through
it.

Because to me, the way these debates get played out is, well,
there is all this competition between the big guys. And then we
have debates about somebody has this rate and somebody has that
rate. But that is not a growing concern of mine because, when you
read Joint Tax, they said it sure looks like the tax havens are get-
ting more of the action.

So my take on this is that it seems increasingly—despite all the
rhetoric about going after tax havens—there is a lot of competition
between the United States and tax havens. And that can really
hurt the cause of creating more high-skill, high-wage jobs.

So why don’t you unpack that, and particularly get into the ques-
tion of to what extent is the problem between the United States
and tax havens? And what is to be done about it?

Dr. CLAUSING. Yes. That is an excellent question. Thank you for
asking me that.

If you look at that JCT report that just came out, there are some
very interesting tables in the back. And one of the things that you
will see is the place where U.S. multinationals, and in fact other
multinationals, invest and put jobs. Those are often high-tax coun-
tries with strong institutions and strong labor forces. But the
places where they put their profits, on the other hand, are often
tiny havens with rock-bottom tax rates.

So if you look at the data in the back of that report, you will see
that in 2017, havens accounted for 10 of the top profit countries,
and 47 percent of all after-tax profits were in just 7 of those ha-
vens. In 2018, after the tax law, havens accounted for 8 of the top
10 profit countries and 51 percent of the profits. So it is clear that
havens are really big in this space.

Another thing that that points out is, there is a shared interest
among non-haven countries in tackling this problem. And as Sec-
retary Yellen has said, we are quite interested in working with
other countries to lessen the pressures of tax competition. Meas-
ures we need to protect our corporate tax base can help other coun-
tries, and measures that other countries take to protect their cor-
porate tax base can help our country.

So there is a mutual, shared interested here in addressing this
problem that havens have been creating for all the non-haven coun-
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tries of the world. So I think it is an essential priority in working
with other countries on this.

The CHAIRMAN. Thank you, Dr. Clausing. And we are going to
follow up with you on that. And as you know, Senator Brown and
Senator Warner and I are getting ready to lay out a framework for
dealing with some of these challenges and loopholes. And I just
think, when you look at that JCT report, I was struck by the fact—
and they are a pretty cautious group; they do things by the book—
they made it very clear that the tax havens are continuing to drain
some of the crucial ability we have to have to create more high-
skill, high-wage jobs here.

So I thank you. We will note for the record Ms. Huang also
nodded affirmatively.

Okay, Senator Daines, you are on.

Senator DAINES. Thanks, Mr. Chairman.

Well, this hearing is examining a really important topic, and that
is how our international tax policy affects workers, jobs, and invest-
ment. Following the enactment of what we did back in 2017 with
the tax cuts, we improved our competitiveness in a very big way,
lowering corporate tax rates from where we had the highest com-
bined rate in the developed world, to where we are at today, about
the OECD average, and we are seeing the results of this working
in our economy, particularly in the job market.

Inversions stopped. Corporate investment in the U.S. increased.
And the unemployment rate in February 2020, just before the pan-
demic hit, was at a 50-year low at 32 percent. And best of all,
workers were thriving. We were seeing median household income
increasing by 6.8 percent in fact, between 2018 and 2019. And
given this positive data across the board, and the fact we are fi-
nally seeing robust wage gains at the lower end of the income spec-
trum, I am scratching my head, truly, as to why we are hearing
from my colleagues that they want to roll back the Tax Cuts and
Jobs Act.

However, I am excited to examine this topic here today. I would
like to start by talking about something I have heard Secretary
Yellen say a few times now. During her appearance before the
Banking Committee yesterday in the Senate, Secretary Yellen ac-
knowledged that it is necessary for U.S. firms to be competitive.

As somebody who spent 28 years in the private sector competing
against companies outside the United States, this is about U.S.
global competitiveness. In response to a question of whether an in-
crease in the corporate tax hike would have hurt U.S. competitive-
ness, Secretary Yellen stated, and I quote, “It would be important
to make sure the corporate tax increase is done in the context of
a global agreement.”

I think increasing the GILTI rate can also be put into that same
bucket. Increasing it unilaterally without corresponding moves by
other countries would be disastrous. And do not take my word for
it. The left-leaning Tax Policy Center wrote last week that increas-
ing GILTI without any corresponding moves by other countries
will, and I quote, “put U.S. firms at a disadvantage and reignite
inversions.”

Remember, we wanted to stop the inversions when we passed the
tax cuts. Guess what? Inversions stopped.
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To be clear, I do not personally think we should increase the cor-
porate tax rate, GILTI, or for that matter, any other taxes. How-
ever, I have a question for you, Dr. Clausing. Do you agree with
Secretary Yellen, your boss, that U.S. rates should not be increased
until a global agreement with our competitors is reached and im-
plemented?

Dr. CLAUSING. Thank you so much for that question.

I agree with Secretary Yellen on many things, and I believe what
she said in her testimony was that she has committed to working
with other countries on addressing this problem.

If you look at the last couple of decades, you will see that coun-
tries throughout the OECD have dramatically cut their corporate
tax rates, together by over 20 percentage points. And this tax com-
petition environment is not good for us, and it is not good for those
other foreign countries. As I mentioned in my last response to
Chairman Wyden, we have a joint interest in addressing these
problems.

That said, it is important to remember that the United States
also has a lot of advantages, right? We have excellent infrastruc-
ture. We have excellent workers. We have strong institutions. And
we are committed to building on those advantages. And building on
those advantages means that we do not always have to match ex-
actly what every other country is doing.

So I think that there is room for really constructive engagement
with other countries on tackling this problem.

Senator DAINES. Well, to be clear, Dr. Clausing, this is about
competition. The reason other countries are lowering their rates is
this competition. Inversions were a really big problem for us, and
we cut taxes, and guess what? Inversions virtually stopped.

And so I just—I am very concerned that if we unilaterally go for-
ward here, it puts U.S. businesses at a disadvantage, and it starts
having an unintended consequence, which is moving businesses
back offshore, which would be a huge mistake.

Your written testimony and opening statement highlight your
conclusions on the magnitude of profit shifting by U.S. companies
both before and after enactment of TCJA. However, Dr. Hines
shared that 2017 was the last year for which high-quality data was
currently available.

So in other words, we are looking at data, frankly, before TCJA
became effective. We are not looking at relevant data in terms of
cause and effect. Even in your paper, titled “Profit Shifting Before
and After the Tax Cuts and Jobs Act,” you state that “studies of
the TCJA are relatively speculative at this point, and to my knowl-
edge there is not yet substantial work estimating how the legisla-
tion will affect profit shifting.”

Nevertheless, in today’s testimony you once again point to data
that is as of 2017, which is before we enacted the tax policy. So my
question is, how do you reconcile the fact that both you and Dr.
Hines acknowledged in your written testimony the 2017 data is the
only comprehensive data available, to your conclusion that profit
shifting cost the government an estimated $100 billion in 2018 and
2019, particularly given Professor Hines’s current-level estimate of
profit shifting as, at best, modest?
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Dr. CLAUSING. Just briefly, I will say that there is 2018 and 2019
data from the Bureau of Economic Analysis in the testimony, and
there is also 2018 data that have been analyzed by the Joint Com-
mittee on Taxation that we have been talking about today. And
both of those show absolutely no diminution in the use of tax ha-
vens after the law relative to before the law. So we do have some
substantial data sources.

The CHAIRMAN. Senator Daines, we have to go to your colleague,
Senator Sasse.

Senator DAINES. Okay. Thank you.

The CHAIRMAN. Thank you. Senator Sasse?

Senator SASSE. Thank you, Mr. Chairman. And thank you, Steve,
for teeing up the same issues that I wanted to pursue as well. So
I want to thank all four witnesses for being here.

And, Dr. Clausing, I'm not trying to keep you on the hot seat,
but Senator Daines grabbed a bunch of the topics I wanted to pur-
sue as well, before we run back to this next vote.

So can you just back up and help me understand what your view
is on what Steve Daines just said about inversions pre- and post-
2017? Do you agree that they stopped? Because I think they have
s;clopped, but it is not clear to me whether or not you agree with
that.

Dr. CLAUSING. I think there is a lot of evidence that the late
Obama-era regulations stopped all of the very important, sizeable
inversions. And I also think that there are many tools at our dis-
posal to address issues of inversions, including both unilateral
measures, but also working with other countries to lessen these
pressures of tax competition.

As Secretary Yellen points out, we do not want to engage in a
race to the bottom in this area. It is not a fair tax system to let
capital completely escape tax but to apply much higher rates on the
labor and income of school teachers and firefighters.

So working with our partners abroad, we should be able to tackle
some of these tax competition pressures, while making sure that
we are also able to make the investments at home for fundamental
economic success.

Senator SASSE. Okay, so at a theoretical level I hear what you
are saying, and I think a lot of it is defensible. But at a practical
level, do you really believe that if you look at all the countries into
which inversions were going, whatever the right preposition should
be if not “into,” but where the inversion decided to then incorporate
and locate, do you really believe we are going to have some sort of
treaty with all those countries?

So I mean, you are not really going to stop it by that theoretical
point, are you? You are just going to push the beach ball under the
pool in one direction instead of another. But if the inversions are
happening, they are going to go to one of the countries that does
not participate in your idealized international treaty, aren’t they?

Dr. CLAUSING. There are lots of strong tools that the countries
like the United States, Germany, and Japan, have at our disposal
to tackle not just our own tax laws, but to also encourage other
countries to cooperate in this mechanism.

And we are committed to using all the tools at our disposal not
just to make the U.S. a competitive place to invest, but also to less-
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en the pressures that are put on all countries’ tax systems by low
tax rate havens. And there is a lot of work to be done here, and
we are working in every possible way to counter those pressures.
And I am hopeful that we will succeed, because it is a very impor-
tant opportunity, and a very important time to build a fairer and
a more efficient tax system.

Senator SASSE. So I mean, I think what I hear you saying is that
you do not think U.S. companies were disadvantaged in the run-
up to 2017. Does that mean that you would be comfortable going
back to a pre-2017 international tax structure right now and you
do not think that would disadvantage U.S. companies?

Dr. CLAUSING. I think if you look at the data, U.S. companies
were quite successful both before and after the recent tax laws. But
no one is suggesting simply going back to a prior era. Both the
Biden proposals and the kinds of proposals favored by many of the
Senators on this committee suggest building on our current laws to
make a stronger system that is more suited to the challenges of the
global economy, that does not encourage offshoring, that does not
allow rampant profit shifting, that puts a fair burden on both labor
and capital. And so these are all objectives that I think we can
work on together to reach in our building on current law.

Senator SASSE. Dr. Hines, could I toss the same question at you?
Can you tell me how you see the effects of the tax changes of 2017
on inversions, and what would you think would happen to U.S.
com‘};etitiveness if we returned to a pre-2017 international tax sys-
tem?

Dr. HINES. Look, I agree with Dr. Clausing that nobody wants
us to return to the pre-2017 international tax system. We were
clearly out of whack with the rest of the world, and I think there
was bipartisan agreement on that.

When it comes to inversions, yes, clearly the 2017 bill put the
end to inversions by making the U.S. a less-disadvantaged place to
do business.

But we also need to keep in mind these kind of invisible inver-
sions that take place around the world all the time, where Amer-
ican companies are not competitive with their foreign competitors—
with companies from Canada and Germany and Britain—then they
lose out on foreign business activity. Those are a lot like having in-
versions, except that we do not see them; it is just that they take
place anyway.

Senator SASSE. Thank you. The chairman is flashing his red light
on my screen, and I do not want to get a foul.

The CHAIRMAN. I thank my colleague. And unless members come
back who have not gotten a first round, I think we are going to
wrap up. And I am just going to be really brief on this.

I do want to come back to the——

Senator YOUNG. Mr. Chairman?

The CHAIRMAN. Yes? Well, here we have a Senator who did not
get his first round. Senator Young?

Senator YOUNG. I thank you for recognizing me, Mr. Chairman.
I am grateful for you holding this hearing.

Dr. Hines, I want to revisit an issue that I understand was just
raised by the ranking member. According to the nonpartisan Con-
gressional Budget Office and the Joint Committee on Taxation, 25
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percent of the corporate tax is borne by American workers in the
form of fewer jobs and reduced wages.

Now President Biden has proposed raising the Federal corporate
rate to 28 percent, which means a combined statutory rate of 33
percent, taking into account State taxes, plus doubling the tax on
companies’ foreign earnings.

So I also understand the President has pledged not to raise taxes
on households earning less than $400 000 per year. Dr. Hines, in
any case, won’t these dramatic tax increases in significant part be
borne by American workers and families who are making far less,
far less than $400,000?

Dr. HINES. Yes. Look, the higher taxes reduce business activity,
and that reduces demand for American labor, which reduces em-
ployment and wages. And we can quibble about exactly how much
of the burden is borne by workers, but it is clearly large.

I think it is greater than 25 percent, but other people think it
is 25 percent, and I should add that it is not just high-paid work-
ers. The theory says the opposite, that it is all workers who are em-
ployed by these companies. Because what happens is, when you
raise the business tax rate, companies do less investment. They do
Less gf everything. And that reduces their labor demand across the

oard.

So yes, like it or no, we live in a capitalist system. And if you
live in a capitalist system, workers’ demand is determined by their
productivity. And their productivity is how productive they are in
the businesses. So higher tax rates reduce business activity, reduce
worker productivity, and therefore reduce employment and com-
pensation.

Senator YOUNG. Thanks so much, Doctor. You know, I read a re-
cent article by Alex Hendrie in The Washington Times, and it is an
incredibly accessible piece. I commend it to anyone who might be
watching or listening to these proceedings. And I just want to
quote a little snippet from it. It is entitled “Joe Biden Breaks His
Tax Pledge.”

And discussing the worker impact of the proposed taxes, he cites
a 2017 study by Stephen Entin of the Tax Foundation indicating
that labor, or workers, bear around 70 percent of the burden of cor-
porate taxes. And Mr. Entin says that “economic studies over the
last few decades have found that labor bears between 50 percent
and 100 percent of the burden” of the corporate tax rate.

Even the Congressional Budget Office—this nonpartisan entity
that both parties must listen to that referees our public policy deci-
sions—in 2006 published a study indicating that 74 percent of the
corporate tax is borne by workers—by workers.

So that lends further support to your perspective, Doctor.

I would like to move on to global competitiveness as it relates to
the corporate tax rate. Ms. Olson, before the Tax Cuts and Jobs
Act, the U.S. headline rate was 35 percent, the highest corporate
tax rate among industrialized countries. So we had all kinds of
headquarters that were so-called inverting, moving overseas and to
Canada.

While U.S. companies’ foreign earnings were subject to that 35-
percent tax rate, that tax could be deferred, in many cases indefi-
nitely. Now President Biden has proposed increasing the statutory
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tax rate to 28 percent, but with State taxes, the rate would be
nearly 33 percent on corporations.

He has also proposed increasing the tax on foreign earnings to
21 percent, but that rate would be closer to 26 percent when you
take into account the effect of foreign tax credits.

So, Ms. Olson, again I am asking out of concern for the welfare
of America’s workers and retirees, doesn’t the Democrats’ proposed
system start to look an awful lot like a worldwide tax system with
higher rates applicable to U.S. and foreign earnings than other
countries impose? And what would this mean for American busi-
nesses and, in turn, most importantly, their workers?

Ms. OLSON. So it would vault us back to number one in the world
with respect to the tax on domestic income. And that, I think,
would be disadvantageous to investment in the United States, and
job creation in the United States.

On the international side, there is not much doubt in my mind
that it would make us less competitive. One of the things that has
been raised by Dr. Clausing is the fact that the U.S. is working at
the OECD to try to get to consensus on setting some minimum
taxes to put a floor on tax competition.

I think the tax competition actually ended a while ago. Ninety
percent of the rate reduction that has occurred was over by 2007.
We just have not seen that since then.

We also have not seen any indication that other countries are
willing to engage in setting a minimum tax that is anywhere near
even—it is certainly not near 21 percent. They actually seem to be
talking about a rate that is below our current GILTI rate.

So moving high above that would certainly have a disadvanta-
geous effect on American companies, and therefore on American
workers.

Senator YOUNG. Thank you, Mr. Chairman.

The CHAIRMAN. I thank my colleague. I think we are getting
ready to wrap up. I am just going to make a couple of quick com-
ments. For all the colleagues who are also following it, we need
questions for the record within a week from today.

I do want to come back to the notion of competitiveness. I really
get the sense that a number of Republicans see that as code for big
corporations, megacorporations paying little or no taxes. And men-
tion was made, I think perhaps by Ms. Olson, that I wrote two bi-
partisan tax reform bills, with the Republican chair of the Budget
Committee, Judd Gregg, then with Dan Coats, in fact, Senator
Young’s colleague from Indiana. Neither of those two bipartisan
bills had a big carve-out for foreign income. That was the dif-
ference. That is what the debate was. I think Ms. Olson probably
remembers it. That was what the debate was that went on month
after month after month. It was critical to tilt the playing field to
create as many good-paying American jobs and keep investments
here.

And neither of those two bipartisan bills gave megacorporations
a special break for doing business overseas. That is what the dif-
ference is all about.

Now I am just going to make a quick couple of comments, and
then we will close. I think that there is a lot of clarity today on
some of these areas where the Trump law sold out the workers and
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in fact made us less competitive in the world. The research and de-
velopment provision, for example, on this 2017 law could not have
been clearer. It was a disincentive, and the basic proposition of cre-
ating incentives for research and development and manufacturing
overseas—when folks in Oregon and around the country are watch-
ing our manufacturing sector and innovation-oriented companies
looking for opportunities, those kind of destructive policies disin-
centing research and development, making it more attractive to do
business overseas, are losers.

So this is an area that needs change in the tax code. And there
is a broad range of members whom you heard from today who have
a variety of ideas. And we are going to look at them. And very
shortly Senator Brown and Senator Warner and I are going to put
out our framework, and I think there will be ideas from other
members.

The bottom line is, we are the largest and most innovative econ-
omy in the world. And we can let other countries fool around with
hand-outs and gimmicks and the like. We are going to focus on
policies that actually make us more competitive, attract U.S. in-
vestments, high-skill, high-wage jobs, and do it in a way without
blowing up the budget.

This is the kind of hearing that generates the ideas and thoughts
for making that possible. Thank you to all our witnesses, and this
has been an excellent hearing. And I think it is a great compliment
to your expertise in the field that you have so many Democrats and
Republicans—the fact that this hearing, this domestic manufac-
turing hearing, had so many members in attendance is reflective
of the need for reform.

So with that, I think we will call it a wrap. I do see my friend,
Senator Crapo, here. Is there anything you wanted to add, or can
we wrap?

Senator CRAPO. Well, I could respond to your comments, Mr.
Chairman, but I will do it at another time.

The CHAIRMAN. You and I will continue the conversation during
the next vote.

Senator CRAPO. All right.

The CHAIRMAN. I thank my colleague for his courtesy. With that,
the committee is adjourned.

[Whereupon, at 12 noon, the hearing was concluded.]
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PREPARED STATEMENT OF KIMBERLY A. CLAUSING, PH.D., DEPUTY ASSISTANT
SECRETARY, TAX ANALYSIS, DEPARTMENT OF THE TREASURY

Chairman Wyden, Ranking Member Crapo, members of the committee, thank you
for inviting me to share these views on the international aspects of business tax re-
form. International tax reform feeds into our most important tax policy goals: build-
ing a tax system that is fit for purpose, fair, and focused on the needs of all Ameri-
cans.

In my testimony today, I will discuss several crucial issues related to inter-
national tax reform. First, we need better protections to defend the U.S. corporate
tax base from the tax-motivated shifting of corporate profits to offshore havens. Sec-
ond, international tax reform is an essential ingredient in building a fairer tax sys-
tem. Third, it is important to modernize our tax system to better suit a globally in-
tegrated economy, reducing the tax preference in favor of foreign operations, and en-
abling U.S. workers to compete on a level playing field. Most important, all our tax
system choices must serve the interests of all Americans.

Fortunately, there are relatively straightforward changes that we can make, that
will vastly improve our international tax regime. These include a stronger, more ro-
bust minimum tax and steadfast work with our partners and allies abroad in order
to counter the pressures of international tax competition.

Building a Tax System That Is Fit for Purpose

International tax reform is essential to our most important tax policy goals. After
the tax cuts of prior years, we now raise only about 16 percent of GDP in Federal
tax revenue. (To put this into perspective, the last time the U.S. balanced the Fed-
eral budget, receipts were about 20 percent of GDP.) And, while the pandemic ne-
cessitated a large and robust fiscal response in the near term, it will be important
to build a tax system that can contribute to our many important fiscal priorities,
including lasting investments in infrastructure, research, and clean energy. At the
same time, it is essential not to raise taxes on typical workers, who have often not
felt the beneficial effects of our strong economic growth.

Compared to our trading partners, the U.S. government raises very little cor-
porate tax revenue. For many years, the typical OECD (Organization for Economic
Cooperation and Development) country has raised about 3 percent of GDP from cor-
porate taxation, whereas in 2018 and 2019 (before the pandemic occurred), the
United States raised only 1 percent of GDP from the corporate tax. Even before the
2017 Tax Cuts and Jobs Act, the United States was below peer nations, collecting
only 2 percent of GDP. Indeed, corporate taxes as a percentage of GDP have been
trending downwards in the United States since the 1950s.1

1Data from Tax Policy Center. “Corporate Income Tax as a Share of GDP, 1956-2018.”
https: | |www.taxpolicycenter.org [ statistics [ corporate-income-tax-share-gdp-1946-2018.
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Corporate Tax Revenues Relative to GDP

United States A&ES; ,
Post-TCJA: 2018/2019 1.0 3.1
5 Years pre-TCJA: 2013-2017 2.0 2.9
Years Prior: 2000-2012 2.0 3.0

Data Source: OECD Revenue Statistics

Corporate tax revenues are low despite the fact that U.S. companies produce very
high corporate profits, both in historic and comparative terms. For example, in re-
cent years, corporate profits (after-tax) as a share of GDP averaged 9.7 percent
(2005-2019), whereas in the period 1980-2000, corporate profits averaged only 5.4
percent of GDP.3

Indeed, the U.S. corporate sector is the most successful in the world; the United
States hosts 37 percent of the Forbes Global 2000 top companies’ profits, despite the
fact that the United States only comprises 24 percent of world GDP and less than
5 percent of the world’s population.4

Yet, despite the enormous success of the corporate sector, U.S. companies continue
to shift corporate profits offshore, reducing the U.S. corporate tax base and U.S. tax
revenues. As of 2017, corporate profit shifting by both U.S. and foreign multi-
national companies cost the U.S. government approximately $100 billion per year
at prior tax rates.5 Although revenue loss is mechanically lower at today’s lower cor-
porate income tax rates, recent data indicate that the role of foreign tax havens was
quite similar in 2018 and 2019 as it was in the years before the 2017 law.

Although the 2017 law contained two modest measures that were supposed to re-
duce profit shifting (the GILTI minimum tax, for global intangible low-tax income,
and the BEAT, for base-erosion anti-abuse tax), the 2017 law also encouraged profit
shifting in other ways, by exempting from U.S. taxation the first 10 percent return
on foreign assets, and by taxing foreign profits at half the rate of U.S. profits.

Based on the early evidence in the 2 years after the law, the use of tax havens
to avoid tax continues unabated. As the figure above illustrates, the share of total
foreign income in seven prominent tax havens is nearly identical in the 2 years after
the law (2018 and 2019) as it was in the 5 year prior to the law, at 61 percent of
after-tax income, or 1.5 percent of GDP.

2The average for G7 countries is very similar.

3Data are from the Federal Reserve Economics Statistics database.

4Data are from 2020 Forbes Global 2000 list.

5See Clausing, Kimberly. “Profit Shifting Before and After the Tax Cuts and Jobs Act.” 2020.
National Tax Journal. 73(4). 1233-1266. My preferred estimate is over $100 billion, but a thor-
ough analysis that employs four data sources and three methods finds a wide range of revenue
costs; across all methods, the revenue cost averages about $90 billion per year. Similar revenue
losses are found in Clausing, Kimberly. “Five Lessons on Profit Shifting from the U.S. Country
by Country Data.” 2020. Tax Notes Federal. 169(6). November. 925-940. Many other researchers
have drawn attention to the large scale of the profit shifting problem. Studies are too numerous
to fully recount here but include Guvenen, Fatih, Raymond J. Mataloni, Dylan Rassier, and Kim
J. Ruhl. 2018. “Offshore Profit Shifting and Domestic Productivity Measurement.” NBER Work-
ing Paper No. 23324; Crivelli, Ernesto, Michael Keen, and Ruud A. de Mooij. 2016. “Base Ero-
sion, Profit-Shifting, and Developing Countries.” Finanz—Archiv 72 (3): 268-301; and Bilicka,
Katarzyna. 2019. “Multinationals’ Profit Response to Tax Differentials: Effect Size and Shifting
Channels.” American Economic Review 109 (8): 2921-2953.
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The Share of U.S. Multinational Corporation Income in Seven Big Havens, 2000-2019
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Note: Data are foreign investment earnings data from the U.S. Bureau of Economic Analysis. The seven low-tax
jurisdictions that are particularly important in these data are: Bermuda, the Caymans, Ireland, Luxembourg, the
Netherlands, Singapore, and Switzerland. The haven share is mechanically higher than it would be in some data
sources since the data are reported on an after-tax basis.

Building a Fairer Tax System

Improving international taxation will do more than raise much-needed revenue.
It will also improve the progressivity of our tax system, ensuring that large corpora-
tions—and those that own them—pay their fair share.

The corporate tax is one of the most progressive taxes in our tax system, far more
progressive than the individual income tax or the payroll tax. Economic models from
organizations as varied as the U.S. Treasury, the Joint Committee on Taxation, the
Congressional Budget Office, the Tax Policy Center, and the American Enterprise
Institute all agree that the vast majority of the corporate tax burden falls on the
owners of capital and those with excess profits.

Recent decades have witnessed a worrisome increase in economic inequality, com-
bined with a falling labor share of income. At the same time, governments through-
out the world have too often responded by shifting relative burdens away from cap-
ital, reducing tax rates on capital gains, dividends, and corporate income, while in-
creasing relative tax burdens on other income. Instead of dampening economic in-
equality, the tax system has too often exacerbated it. In part, these policy changes
may have been a response to the fact that capital is more mobile than labor, as it
is easier to offshore a factory (and even easier to offshore paper profits) than it is
to move a person (or their labor income).

Yet policy-makers have not sufficiently modernized the tax system to make it
more suited to these global forces. The changes outlined below will go much further
toward that end. It is also essential to remember that shifting the capital tax bur-
den to individuals, rather than businesses, will still leave much capital income
untaxed, unless long held tax preferences are completely rethought. At present,
about 70 percent of U.S. equity income goes untaxed by the U.S. government at the
individual level.® (Indeed, some U.S. equities are also held by foreigners, whose resi-
dence countries may or may not tax that income at home. When corporate rates are
cut, large benefits accrue to foreign investors.)

In addition to enhancing the progressivity of the U.S. tax system, the corporate
tax is also efficient, since taxing excess profits can generate revenue without undue
distortion, and evidence indicates that a rising share of the tax base, now likely over

6 See Burman, Leonard E., Kimberly A. Clausing, and Lydia Austin. 2017. “Is U.S. Corporate
Income Double-Taxed?” National Tax Journal 70 (3): 675-706.
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three quarters, is comprised of excess returns.? Finally, a majority of voters in both
parties favor higher taxes on corporations.8

Building an Economy That Meets the Needs of All Americans

Our modern global economy generates enormous churn. Forces such as trans-
formative technological change, rising market power, import competition, declining
unionization, and changing social norms have left many workers with economic out-
comes that fall short of long-held expectations. Nearly 90 percent of children born
in the 1940s out-earned their parents, but that share has fallen steadily. For chil-
dren born in 1970, only 60 percent out-earn their parents; for those born in the
1980s, only half do.?

Those left behind by economic disruption are looking for answers. Some policy so-
lutions, such as reinvigorating labor law to give workers greater economic power
and investing in infrastructure and community colleges in left-behind regions, can
be quite helpful. Others, such as erecting immigration barriers, risk adding insult
to injury. Immigration is a vital source of job creation and innovation in the U.S.
economy; turning our back on immigrants and foreign students weakens one of our
most essential advantages.10

Yet we can do a lot more to ensure our tax system works for American workers.
Expanding the Earned Income Tax Credit rewards work for those that are strug-
gling, and expanding the Child Tax Credit is an enormous anti-poverty tool. Both
of these were enacted as part of the American Rescue Plan. In corporate tax, it is
important to reduce the large tilt in the playing field that favors foreign income and
to work with partner countries to lessen the pressures of tax competition. A stronger
minimum tax, stronger measures to tackle the profit shifting of foreign multi-
natilonal companies, and close cooperation with our allies all have an important role
to play.

Building a 21st-Century Tax System

The American Rescue Plan provided an essential down payment, expanding Child
Tax Credits and Earned Income Tax Credits, both measures that go to the heart
of creating inclusive, worker-focused prosperity. But we also need to build business
tax systems that can handle the global mobility of capital.

Multinational corporations can reasonably be asked to pay their fair share. At
present, U.S. corporations pay income tax at only a 21-percent rate, a lower mar-
ginal tax rate than that faced by many schoolteachers and firefighters.1! Multi-
national companies operating offshore receive even more favorable tax treatment.
Under the GILTI minimum tax, the first 10 percent return on tangible assets is
completely free of U.S. tax, and subsequent income is taxed with a 50-percent de-
duction, facing tax at approximately half the full U.S. rate.l2 Our tax system would
benefit from a much stronger minimum tax.

Building Multilateral Cooperation in International Tax

We are not alone in worrying about the profit shifting of multinational companies.
Since 2013, there has been an ongoing international effort at cooperation in this
area, led by the OECD and G20 countries, referred to as BEPS (for base erosion
and profit shifting). The first round of negotiations made some modest progress in
several areas, but ultimately was not transformational, as tax avoidance techniques
that were shut down sprung back in different forms, and multinational company
profit shifting continued in a manner similar to years prior.

Presently, a second round of negotiations is centered around addressing two prob-
lems: rethinking the allocation of taxing rights in a modern economy (so-called “Pil-

7See Laura Power and Austin Frerick. 2016. “Have Excess Returns to Corporations Been In-
creasing Over Time?” National Tax Journal. 69 (4): 831-46.

8See data from the Financial Times-Peterson Foundation U.S. Economic monitor, summarized
at hitps: | |www.pgpf.org | infographic | majority-of-voters-support-higher-taxes-for-wealthy-and-
corporations-and-want- next-president-to-pay-for-his-priorities.

9See Raj Chetty et al. “The Fading American Dream: Trends in Absolute Income Mobility
Since 1940.” Science. 28 April 2017. 398-406.

10For a book-length treatment of these themes, see Clausing, Kimberly. Open: The Progressive
Case for Free Trade, Immigration, and Global Capital. Cambridge: Harvard University Press,
2019.

111n 2020, the 22-percent tax bracket began at $40,126 for single individuals.

12The exact rate depends on the circumstance of the company. If they are operating only in
zero-tax jurisdictions, they pay tax at 10.5 percent, but the rate can be as high as 13.125 percent
if income is blended with income from higher-tax countries, since foreign tax rates are only 80
percent creditable.
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lar 1”), and ensuring that all companies pay some minimum level of tax (“Pillar 2”).
Within these efforts, a country-by-country minimum tax is presently being proposed
internationally.

In general, there is strong policy interest in solving these vexing international tax
problems, and countries’ efforts can be mutually reinforcing. For instance, govern-
ments levying minimum taxes generate positive fiscal spillovers for each other’s tax
bases, by substantially reducing the incentive of their resident multinational compa-
nies to shift profits away from all non-haven tax bases toward tax havens. Further,
U.S. leadership in international tax reform may incentivize stronger action abroad.

Working with our allies and friends in order to build better tax laws can help na-
tions cooperate to solve other global collective action problems, not just stopping ex-
cessive tax competition pressures in corporate tax, but also using these vital inter-
national collaborations to work productively to handle issues like climate change,
global public health, and other serious threats.

Building Consensus

Several hurdles stand in the way of international reforms, but they are not insur-
mountable.

Concerns about the competitiveness of U.S. multinationals ignore the evidence.
Both before and after the 2017 Tax Act, U.S. multinational companies are the envy
of the world, not just for their high profits and market capitalization, but also for
their tax planning acumen. U.S. multinational companies paid similar effective tax
rates as peers in other countries, even before the 2017 Tax law dramatically lowered
U.S. corporate tax rates. And, U.S. corporate tax revenues are far lower than those
in peer countries, as shown in the table above.

Further, to the extent that foreign countries also adopt strong minimum taxes,
that will also reduce any competitiveness worries, while protecting our tax base
from the profit shifting of foreign multinational companies. In fact, the present mo-
ment is an ideal time to reform our international tax rules, since there is a strong
international consensus around addressing these problems, and our action can en-
courage action abroad.

Finally, it is important to remember that competitiveness is about more than the
success of U.S. companies in foreign merger and acquisition bids. It is also about
ensuring that our tax code doesn’t incentivize foreign operations at the expense of
those at home. And, it is about nurturing the many fundamental strengths that
make the United States a good place to do business. Investing in our institutions,
in the abilities, education, and economic power of American workers, in the quality
of our infrastructure, and in cutting-edge research is all important. It is also impor-
tant to work harmoniously with other countries in order to ensure a smooth and
stable trading system, and in order to seriously address common concerns such as
climate change and public health.

QUESTIONS SUBMITTED FOR THE RECORD TO KIMBERLY A. CLAUSING, PH.D.

QUESTIONS SUBMITTED BY HON. MICHAEL F. BENNET
INTERNATIONAL TAX POLICY POST-TCJA

Question. Corporate tax revenues declined sharply following the 2017 tax law,
which has led to a large gap between U.S. corporate tax revenue as a share of our
gross domestic product (GDP) and that of most of our peer nations. The global min-
imum tax rate, known as GILTI, provides an incentive for corporations to offshore
physical assets and to prefer foreign income over U.S. income. At the same time,
the foreign-derived intangible income (FDII) deduction also acts as an offshore,
profit-shifting incentive.

How have these incentive structures affected the broader U.S. economy? Would
you recommend a pure return to the pre-2017 tax law international tax regime? If
not, what are some alternative policy options the U.S. should consider that would
alter the current incentives firms face to shift profits overseas?
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Answer. The pre-2017 tax regime did not include the specific offshoring incentives
that are part of current law under GILTI and FDII,! but the prior regime did have
some undesirable features that can be improved upon. For example, the statutory
rate was high but the base was relatively narrow, leading to large gaps between the
statutory and the effective rate. In addition, there was no corporate income tax as-
sessed on foreign income until it was repatriated, which incentivized offshore oper-
ations and profits, yet simultaneously disappointed investors who wanted tax-free
access to their offshore cash. (Still, effects on U.S. investment and corporate profit-
ability were minor, since companies could borrow against offshore profits, and off-
shore profits were often still invested in U.S. markets.)

Ideally, corporate tax reform would fix the problems of both prior law and current
law. The American Jobs Plan proposal does just that. By eliminating the (QBAI) ex-
emption for the first 10 percent return on offshore tangible assets, and by repealing
FDII, offshoring incentives are eliminated. A much stronger minimum tax (with
country-by-country administration and a higher rate) will put an end to the profit-
shifting incentives that were present in current and prior law. Accompanying this
change, we recommend reforms to the BEAT (as described in our SHIELD proposal)
that will curtail foreign multinational company profit shifting.

Question. What has been the overall effect of the 2017 tax law’s shift from a
“worldwide” tax system toward a “territorial” tax system?

Answer. Exempting foreign profits from taxation encourages both operations in
low-tax jurisdictions and the shifting of corporate profits toward low-tax jurisdic-
tions. While the 2017 tax law included a modest minimum tax, the net effect of the
international provisions of the 2017 law was to leave the profit-shifting problem
fully intact, while also increasing incentives to offshore assets (see footnote 1 above).
The share of U.S. multinational company profits in low-tax jurisdictions was nearly
identical in the years after the law (2018-2020) as it was in the years prior to the
law (2013-2017).

Question. I am interested in your perspective on the best practices for economic
recovery and regaining the historic pre-pandemic levels of economic growth and low
unemployment, particularly for minority communities that were hit the hardest by
the pandemic and continue to lag in their recovery.

Do you believe there is a danger of a slowed recovery if the U.S. corporate tax
rate is once again set at the highest rate among OECD member countries, thus
disadvantaging U.S. firms?

Answer. A strong economic recovery is indeed important. Still, raising corporate
income taxes will not hamper our recovery. First, over 10 years, the Biden proposals
increase corporate income taxes modestly, to about 1.7 percent of GDP. In years
prior to the 2017 law, U.S. corporate tax revenues averaged about 2 percent of GDP,
and in the years since the 2017 law, U.S. corporate tax revenues averaged about
1 percent of GDP. In contrast, our trading partners raise about 3 percent of GDP
in corporate income taxes.

Second, the corporate income tax is a profits tax, and as such, it is strongly coun-
tercyclical. Companies only pay corporate tax when they are profitable, and compa-
nies earning losses (or carrying them forward from prior years) pay no corporate
tax. In contrast, other sources of tax revenue fall more heavily on typical American
workers and families, regardless of economic conditions.

QUESTION SUBMITTED BY HON. ROBERT P. CASEY, JR.

Question. The 2017 tax bill eliminated the deduction for unreimbursed expenses
workers incur as part of their job—this means that police and firefighters were no
longer able to deduct unreimbursed cost of their uniforms or equipment. Truck driv-

LGILTI exempts the first 10 percent return on foreign assets; all else equal, FDII deductions
are less generous as domestic assets increase. Early literature has shown that companies have
responded to these perverse incentives. For example, Beyer et al. (see htips:/ /papers.ssrn.com |
sol3/papers.cfm?abstract id=3818149) find that for U.S. multinational corporations, higher lev-
els of pre-TCJA foreign cash are associated with increased post-TCJA foreign property, plant,
and equipment investments. They do not find a similar increase in domestic property, plant, and
equipment. Atwood et al. (see https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3600978)
find the GILTI provisions introduced new incentives for U.S. multinational corporations to in-
vest in foreign target firms with lower returns on tangible property so that they might shield
income generated in havens from U.S. tax liability under the GILTI minimum tax.
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ers could no longer deduct travel expenses and workers in unions could no longer
deduct the cost of their dues.

I have a bill, the Tax Fairness for Workers Act, to reinstate these deductions and
make the deduction for union dues above the line. It is a measure I hope will be
included in the President’s budget.

Will you commit to working with my office on this proposal which supports work-
ers and union jobs?

Answer. We are interested in working with your office on this effort and on a wide
array of policies that support strong union jobs in the United States. The goal of
fostering high- quality U.S. jobs is at the heart of the American Jobs Plan, which
invests in U.S. infrastructure, R&D, manufacturing, and clean energy. Our inter-
national tax plan also encourages U.S. job growth by addressing provisions in the
current tax code that favor offshore profits and production.

QUESTIONS SUBMITTED BY HON. ROBERT MENENDEZ
THE BASE EROSION AND ANTI-ABUSE TAX (BEAT)

Question. The 2017 GOP corporate tax law was poorly conceived and drafted,
which has resulted in many unintended consequences. One flawed provision is the
Base Erosion and Anti-abuse Tax or BEAT. While there’s no doubt that we need
to prevent multinational corporations from artificially shifting their income outside
of the U.S., the BEAT was written in a way that often punishes the good actors—
those that pay what they owe to the U.S.—while letting the true base eroders get
away.

Do you agree that the BEAT is ineffective and in serious need of reform?

Answer. The administration has determined that the BEAT is beyond repair. It
has been largely ineffective at curtailing profit shifting by multinational corpora-
tions, and BEAT revenues have been below forecasts. Although the BEAT could be
strengthened, it is both under- and over-inclusive in its scope due to its structure.
For example, the BEAT penalizes firms with lower margins over firms with higher
margins, and it does not distinguish between payments subject to a low effective tax
rate and those subject to a high effective tax rate. More fundamentally, the BEAT
does nothing to stop the race to the bottom on corporate income tax rates. To ad-
dress harmful tax competition, the Americans Jobs Plan would repeal the BEAT and
replace it with the Stopping Harmful Inversions and Ending Low-Tax Developments
(SHIELD) rule. Because the SHIELD denies deductions by reference to payments
to related foreign parties in low-taxed jurisdictions, it incentivizes those jurisdic-
tions to reverse the race to the bottom by adopting minimum tax regimes.

Question. Should our tax code provide special consideration and relief from the
BEAT or any future alternative, for a company that already has an Issue Resolution
Agreement under the IRS’s Compliance Assurance Process and abides by a bilateral
advanced pricing mutual agreement between the IRS and a foreign National Tax
Agency to ensure the company is paying its fair share of U.S. taxes?

Answer. The BEAT is deeply flawed, both as legislated and as implemented by
the Trump administration in regulations. This includes its potential for over-
inclusiveness in some circumstances that you cite. As drafted, the BEAT applies to
payments to countries that have tax rates higher than our proposed GILTI rate of
21 percent, and to transactions that may be been subject to an advance pricing
agreement with the IRS. The proposal in the American Jobs Plan would replace the
BEAT with a more targeted provision that addresses comprehensively low-taxed in-
come to prevent a race to the bottom. We look forward to working with the com-
mittee on these reforms.

QUESTIONS SUBMITTED BY HON. SHELDON WHITEHOUSE

Question. Trump promised his tax law would put America first and bring jobs and
investment back home. Instead, he created a special half-off rate for the profits mul-
tinational corporations earn abroad, and on top of that, a “get out of taxes free card”
for companies that build factories overseas.

You have called these provisions an “America-last” tax policy, explaining they cre-
ate incentives to shift profits to tax havens and invest in physical production in
higher-tax countries—often our economic competitors—instead of investing here in
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America. My No Tax Breaks for Outsourcing Act would apply GILTI on a country-
by-country basis, which President Biden has proposed in his Made in America Tax
Plan.

Why is it so important to apply GILTI on a country-by-country basis? Is this fea-
sible from a compliance and enforcement standpoint?

Answer. It is ideal to apply GILTI on a country-by-country basis, since the global
averaging feature of the GILTI minimum tax creates a perverse “America last” tax
policy. Specifically, under current law, income earned in a low-tax country gets
taxed at approximately half the U.S. rate, incentivizing earnings in low-tax coun-
tries. But, importantly, high-tax foreign income is also incentivized relative to U.S.
income, since it generates foreign tax credits that can offset tax due on haven in-
come. This system makes it easy for multinational tax planners to blend income
from high-tax and low-tax locations abroad, paying a rate much lower than the U.S.
rate.

In contrast, a country-by-country administration of the law acts as an immediate
deterrent on profit shifting. Every dollar earned in a haven generates immediate
U.S. tax, with no sheltering possible from foreign tax credits. And, there is no longer
asny tax preference for earning income in a high-tax country, rather than the United

tates.

It is true that current international tax law is very complex. Yet, many companies
are already doing country-by-country calculations under present law. Much of the
complexity is the current system is due to new technical problems introduced under
the 2017 Tax Act. International tax reform can be accompanied by coordinated regu-
latory changes that simplify tax administration.

Further, a strong minimum tax will dramatically curtail the incentives to shift
profit offshore, substantially reducing the waste of resources that are devoted to tax
planning, and also lowering the degree of difficulty that the IRS faces when it at-
tempts to enforce our international tax rules.

Question. My No Tax Breaks for Outsourcing would require multinationals to pay
the same rate on profits earned abroad as smaller domestic companies pay to elimi-
nate the incentive to shift profits to tax havens.

How might this reform benefit the competitiveness of domestic businesses? How
would it impact profit shifting?

Answer. It is important to close the offshoring and profit shifting loopholes built
into the 2017 tax bill, and both your reform and the President’s approach do just
that. The President has proposed increasing both the international and domestic
rates and narrowing the difference between the rates. Of course, it is difficult to bal-
ance two worthy goals: fair taxation that levels the playing field for domestic and
multinational companies and addressing the competitiveness of American companies
as they operate around the world.

Question. The 2017 tax law created a tax break for so-called Foreign-Derived In-
tangible Income (FDII), promoted as an incentive to locate intellectual property in
the U.S. But a company that locates fewer tangible assets—like plant and equip-
ment—in the U.S. often can get a larger tax break. President Biden has proposed
to eliminate it in his Made in America Tax Plan.

Why is the tax incentive for FDII so ineffective?

Answer. There are multiple problems with FDII. First, the FDII is not an effective
way to encourage R&D in the United States, since it provides larger tax breaks to
companies with excess profits (those already reaping the rewards of prior innova-
tion) and only targets those with high export sales (omitting those companies with
domestic sales). Second, like the GILTI, the FDII encourages offshoring, since the
export subsidy becomes less generous (all else equal) as companies have higher U.S.
tangible assets. (Whereas the GILTI rewards companies for offshore assets by allow-
ing a larger tax-free return on those assets.) Repealing FDII would generate a large
amount of revenue that could be used to encourage research and development much
more directly. As one example, reversing the research amortization provision in the
2017 Tax Act (and returning to expensing) would cost a similar amount of revenue
as FDII repeal would raise. Also, many of the same companies receive benefits from
each provision. The vast majority of all FDII deductions are claimed by corporations
that also have large qualified research expenses.

Question. When it came to negotiating global tax rules at the OECD, the Trump
administration focused on shielding large corporations from tax rather than address-
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ing the global scourge of tax avoidance. I am pleased that Secretary Yellen dropped
the Trump Treasury demand that the new regime be optional for companies and
that President Biden has called to end the race to the bottom on corporate tax rates.

How does the Treasury Department plan to lead our global partners towards
strong international rules to put an end to offshore tax dodging? How can leading
by example by enacting strong domestic legislation spur similar reforms abroad?

Answer. Through bilateral and multilateral engagement, Treasury has already
begun to lead our global partners toward adoption of a robust, globally agreed upon
minimum tax under Pillar 2 of the OECD/G20 negotiations, and enactment of do-
mestic international tax reform will bolster Treasury’s efforts in this regard. For in-
stance, changing GILTI to a per-country system would strengthen the minimum tax
by reducing the ability to blend high- and low-tax profits to escape minimum tax
liability altogether. This not only substantially reduces incentives to shift profits but
has the additional benefit of addressing concerns that our negotiating partners have
regarding the weakness of the current regime. The Made in America Tax Plan’s
SHIELD proposal also functions as a heavy incentive to get partners on board with
a robust Pillar 2 because it denies U.S. tax deductions on payments made to related
entities in low-tax jurisdictions.

Question. Public country-by-country reporting of key financial information—such
as taxes paid, revenue, profits, number of employees, and tangible assets—would
help deter multinational corporate tax avoidance and provide investors with finan-
cially material insight into aggressive tax strategies and related risks to their in-
vestments. Investment firms with over $100 trillion in cumulative assets under
management support such tax transparency. This data would also inform policy
makers as Congress considers reforms to the taxation of multinational corporations.

Do you support requiring corporations to publicly report key financial information,
such as taxes paid, revenue, profits, tangible assets, and the number of employees,
on a country-by-country basis?

Answer. Tax transparency is an important goal, and companies should have a re-
sponsibility to their shareholders, their customers, their workers, and the public to
be open and transparent. Taxpayer privacy is also an essential tenet of U.S. law,
and under current law, country by country information should be shared among tax
authorities, but not released to the public. We are studying possible reforms that
would foster greater tax transparency, while balancing the needs of taxpayers for
privacy.

QUESTIONS SUBMITTED BY HON. MIKE CRAPO

Question. The nonpartisan Joint Committee on Taxation (JCT) has estimated that
25 percent of the corporate income tax is borne by workers.2 More recent estimates
have concluded that the amount of the corporate income tax borne by workers is
closer to 50 percent.3 Do you agree that the percentage of the corporate tax borne
by Worke?rs is at least 25 percent? If not, why do you believe the JCT analysis is
incorrect?

Answer. Economic models from organizations as varied as the U.S. Treasury, the
Joint Committee on Taxation, the Congressional Budget Office, the Tax Policy Cen-
ter, and the American Enterprise Institute all assign the vast majority of the cor-
porate income tax burden to some combination of capital and excess profits. These
models also assume that the deficits created by corporate tax cuts will be offset
sometime in the future—yet do not account for the potential costs of those offsets
for typical workers. It is important to remember that other tax options (such as
labor income taxes, payroll taxes, and sales taxes) fall almost entirely on labor.

Furthermore, since these models were developed, two factors have likely lessened
the long-run burden of the corporate income tax on labor. First, since current law
exempts the normal return to capital for much investment, in theory the corporate
tax should fall even less on labor than it did in years past. The mechanism by which
corporate taxes burden labor requires a reduction in investment to reduce worker
productivity, lowering wages. Second, the role of market power in the U.S. economy
has continued to increase, making more and more of the corporate tax base excess
profits rather than the normal return to capital. See Phillipon, Thomas, The Great

2 hitps: | |www.jct.gov [ publications /2013 / jex-14-13 /.
3 hitps: [ |www.aeaweb.org [ articles?id=10.1257 | aer.20130570.
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Reversal: How America Gave up on Free Markets, Cambridge: Harvard University
Press, 2019.

Finally, the article you cite uses German evidence, and Germany has very dif-
ferent norms about wage setting and labor involvement in corporate decision-
making.

Question. The Global Intangible Low-Taxed Income (GILTI) minimum tax pro-
vides an exclusion for a return on tangible assets (Qualified Business Asset Invest-
ment or QBAI). The provision has been criticized by Dr. Clausing and Ms. Huang
for encouraging offshoring. However, the Organisation for Economic Co-operation
and Development (OECD) Pillar 2 minimum tax being considered provides an exclu-
sion similar to QBAI, although the proposed Pillar 2 exclusion would exempt a re-
turn attributable to both tangible assets and payroll. Even President Obama’s pro-
posals for a minimum tax provided an exclusion for a return on active assets “to
exempt from the minimum tax a return on the actual activities undertaken in a for-
eign country.”

Isn’t this type of exclusion a normal feature of a global minimum tax because
there is a recognition that profits attributable to hard assets are less susceptible to
profit shifting, and returns on hard assets are normally taxed by the local jurisdic-
tion? Do you believe the OECD Pillar 2 proposal would encourage domestic compa-
nies to invest in foreign jurisdictions?

Answer. GILTI exempts the first 10 percent return on foreign assets; all else
equal, FDII deductions are less generous as domestic assets increase. Early lit-
erature has shown that companies have responded to these perverse incentives. For
example, Beyer et al. (see hittps://papers.ssrn.com/sol3/papers.cfm?abstract id=
3818149) find that for U.S. multinational corporations, higher levels of pre-TCJA
foreign cash are associated with increased post-TCJA foreign property, plant, and
equipment investments. They do not find a similar increase in domestic property,
plant, and equipment. Atwood et al. (see https:/ /papers.ssrn.com [sol3 /papers.cfm?
abstract 1d=3600978) find the GILTI provisions introduced new incentives for U.S.
multinational corporations to invest in foreign target firms with lower returns on
tangible property so that they might shield income generated in havens from U.S.
tax liability under the GILTI minimum tax.

OECD negotiations are ongoing and the question of excluding a normal return on
assets or employment is presently unsettled.

Question. Dr. Clausing says in her testimony that the corporate tax is an efficient
tax. However, many economists, including those at the OECD, find that the cor-
porate income tax—out of all the different types of taxes countries impose—is the
most harmful to economic growth. In their report—“Tax and Economic Growth,” the
OECD economists say “lowering statutory corporate tax rates can lead to particu-
larly large productivity gains in firms that are dynamic and profitable, i.e., those
that can make the largest contribution to GDP growth.”

Do you agree or disagree with the OECD economists on this point? Couldn’t rais-
ing t}ile? corporate tax rate have the opposite effect and cause a drag on economic
growth?

Answer. It is possible that the OECD economists were relying on older models of
the corporate tax, as early theoretical models in economics showed that capital taxes
could be quite distortionary. However, modern models including more realistic as-
sumptions indicate that the optimal capital tax rate could be at least as high as the
optimal labor tax rate.

For example, while early work such as Atkinson and Stiglitz (1976) suggested a
zero tax on capital, later work by both authors concluded otherwise, and both took
policy positions that were in stark contrast to this result.> The more realistic as-
sumptions that create a positive role for capital taxation include differences in the
ability to earn returns on capital, a role for inheritance, imperfect or incomplete cap-
ital markets, and uninsurable shocks to rates of return. There is also a political
economy rationale for capital taxation.®

4 https:/ [ home.treasury.gov | system [ files | 131/ General-Explanations-FY2017.pdf.

58See, e.g., Atkinson and Stiglitz (2015), the most recent edition of their text Lectures on Public
Economics, as well as Stiglitz (2012) and Atkinson (2015).

6For examples of papers with these arguments, see Conesa, Kitao, and Drueger (2009),
Piketty and Saez (2012, 2013), and Farhi, Sleet, and Werning (2012). Recently, Straub and
Werning (2019) show that optimal capital tax rates are higher than those found in the early
literature, even when relying on the very same theoretical models.
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Excess returns to capital above the normal market return, resulting from market
power or rents, also create a powerful rationale for capital taxation. Since much of
the capital income tax base reflects these excess returns, that implies a far higher
ideal rate of capital taxation. In most models, taxes on excess profits do not diminish
the incentive to invest, although they may affect risk-taking behavior. Evidence
from the U.S. corporate tax base indicates that a rising share of the tax base, now
likely over three quarters, is comprised of excess returns.”

Thus, the tax system should keep a robust role for capital taxation for efficiency
purposes, bearing in mind that most taxes (aside from head taxes and Pigouvian
taxes) generate some inefficiencies. To ensure adequate capital taxation, the cor-
porate tax is a vital tool, since about 70 percent of U.S. equity income goes untaxed
by the U.S. government at the individual level.8

Question. The administration has proposed significantly raising the corporate stat-
utory rate and the GILTI rate. The GILTI minimum tax already imposes a higher
rate of tax on foreign income of U.S. companies than other countries apply to the
foreign income of their domestic companies.

If the OECD fails to reach an agreement or if member states fail to adopt the
agreement, the effect would be even higher comparative effective tax rates on U.S.
businesses, potentially a differential of an effective minimum tax rate of over 21
percent compared to 0 percent imposed by most foreign countries.

In answering a question on the effects of the TCJA reforms on locating or main-
taining a U.S.-based business in the United States, Ms. Olson said that higher lev-
els of taxation imposed on U.S. companies would discount the value of assets in the
hands of a U.S. company. Over time, the diminution in the value of those assets
would make them, relatively speaking, more valuable in the hands of foreign-owned
companies. Doesn’t this impact on asset value have to be true? Is there any reason
to ignore this basic financial reality?

Answer. Concerns about the competitiveness of U.S. multinationals ignore the evi-
dence. Both before and after the 2017 Tax Act, U.S. multinational companies are
the envy of the world, not just for their high profits and market capitalization, but
also for their tax planning acumen. U.S. multinational companies paid similar effec-
tive tax rates as peers in other countries, even before the 2017 Tax Act dramatically
lowered U.S. corporate tax rates.

And, U.S. corporate tax revenues are far lower than those in peer countries. Over
10 years, the American Jobs Plan proposals increase corporate taxes modestly, to
about 1.7 percent of GDP. In years prior to the 2017 law, U.S. corporate tax reve-
nues averaged about 2 percent of GDP, and in the years since the 2017 law, U.S.
corporate tax revenues averaged about 1 percent of GDP. In contrast, our trading
partners raise about 3 percent of GDP in corporate taxes.

Further, to the extent that foreign countries also adopt strong minimum taxes,
that will also reduce any competitiveness worries, while protecting our tax base
from the profit shifting of foreign multinational companies. In fact, the present mo-
ment is an ideal time to reform our international tax rules, since there is a strong
international consensus around addressing these problems, and our action can en-
courage action abroad.

Still, even absent agreement, we are not powerless to address these problems. The
SHIELD proposal can counter foreign company profit shifting. And simple anti-
inversion measures, or even changes through regulation, can be quite effective in
stemming the incentive to invert, as shown by the U.S. experience after the anti-
inversion (and anti-income stripping) regulations of the late Obama years.

Finally, it is important to remember that competitiveness is about more than the
success of U.S. companies in foreign merger and acquisition bids. It is also about
ensuring that our tax code doesn’t incentivize foreign operations at the expense of
those at home. And, it is about nurturing the many fundamental strengths that
make the United States a good place to do business. Investing in our institutions,
in the abilities and education of American workers, in the quality of our infrastruc-
ture, and in cutting-edge research is all important. It is also important to work har-
moniously with other countries in order to ensure a smooth and stable trading sys-
tem, and in order to seriously address common concerns such as climate change and
public health.

7See Power and Frerick (2016).
8 Burman, Clausing, and Austin (2017).
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Question. The U.S. Congress cannot write the rules for sovereign members of the
G7, G20, or the OECD. That is the case even if the OECD were to reach an Inclu-
sive Framework agreement. The Peoples Republic of China, for instance, America’s
greatest economic rival, has indicated skepticism towards the OECD Inclusive
Framework. Without such an agreement, wouldn’t the United States be unilaterally
raising the comparative effective tax rates of U.S.-based companies to uncompetitive
levels? How should Treasury proceed if other countries, such as China, are not will-
ing to impose a global minimum tax? The United States was already a first mover
Withur()}ILTI. Why should the United States move again before other countries move
at all?

Answer. At the Prime Minister or Finance Minister level, every G7 country has
publicly expressed support for or openness to the global minimum tax and a commit-
ment to work constructively towards an OECD Inclusive Framework agreement. In
the G20 we similarly see support for the negotiations from every G20 member coun-
try, including China. With respect to the Chinese specifically, we are in multilateral
discussions with China, just as we are in a discussion with the rest of the Inclusive
Framework members in this negotiation. We have also engaged directly with the
Chinese on the international tax issues at stake in the OECD negotiations. China
has consistently engaged constructively. Separately, the OECD Secretariat has
pointed out that Pillar 2 can go forward and be fully effective without every country
implementing Pillar 2, and indeed that is the point of the so-called undertaxed pay-
ments rule of Pillar 2. On Pillar 1, as the other major economy with very large glob-
ally engaged digital firms, China and the United States share certain interests.

Question. Chairman Wyden and Dr. Clausing engaged in a dialogue where Chair-
man Wyden went as far as to question the policy motives of those on the Republican
side as using competitiveness as simply “code” for cutting taxes for “mega-corpora-
tions.” Do you believe that tax policies that raise the effective tax rate on the foreign
operations of U.S. businesses well above that of their foreign competitors has no ef-
fect on their ability to succeed in foreign markets?

Answer. This question was addressed in my answer above (two prior).

Question. In testimony before this committee, both Secretary Yellen and Deputy
Secretary Adeyemo noted the importance of competitiveness in reviewing TCJA’s
policy effectiveness and appropriate revisions to the TCJA. Competitiveness was dis-
cussed with respect to the Global Intangible Low-Taxed Income (“GILTI”) regime
and the Treasury objectives on Pillars 1 and 2 of the OECD discussions. Yet, in your
testimony, you said “Concerns about the competitiveness of U.S. multinationals ig-
nore the evidence.” With respect to the role of competitiveness, do you agree with
Secretary Yellen and Deputy Secretary Adeyemo that it is important to consider the
competitiveness of U.S. companies when considering international tax policy?

Answer. This question was addressed in my answer above. (See prior question;
three prior.)

Question. During the hearing, several Senate Finance Committee members point-
ed out that corporate inversions ceased after TCJA was enacted. You dismissed the
effect of TCJA’s lower corporate rate, anti-base erosion rules on inbound and out-
bound transactions, significant tightening of interest deductibility rules of section
163(j), full bonus depreciation and other major policy features of TCJA as not hav-
ing any effect on eliminating corporate inversions, and suggested the section 385
regulations were responsible for ending inversions. Weren’t the proposed and final
section 385 regulations focused on thinly-capitalized transactions and similar as-
pects of interest deductions and earnings stripping?

Answer. The section 385 regulations that addressed distributions of indebtedness
addressed U.S. taxpayers that borrowed from foreign-related parties to fund a dis-
tribution of cash out of the United States (or a similar transaction) to reduce the
U.S. tax base, or so-called dividend note transactions. Prior to the section 385 regu-
lations, these dividend notes transactions frequently occurred immediately after an
inversion or a non-inversion foreign takeover of a U.S. company because foreign
owners of U.S. corporations can base erode the United States through very low tax
jurisdictions. The section 385 regulations addressed these transactions. While the
2017 tax legislation did include certain additional provisions addressing inversions,
as currently defined in the code, the only provision in the 2017 tax legislation that
attempted to comprehensively address base erosion after inversions and foreign
takeovers was the BEAT. As observed in the hearing, the BEAT is poorly designed
for its intended purpose of protecting the U.S. tax base. The Made in America tax
plan proposes to both improve the rules preventing inversions and to replace the
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BEAT with a better tailored tool to prevent erosion of the U.S. tax base. We look
forward to working with the committee on these reforms.

Question. It was well-documented that inversion transactions were a defensive
strategy for U.S. businesses to thwart tax-driven takeovers by foreign-owned compa-
nies attributable to many different features of U.S. tax policy before TCJA’s enact-
ment, including, for instance, the highest corporate rate, and the lock-out effect of
deferred earnings. Isn’t it true the section 385 regulations did not address those dis-
advantageous features because section 385 doesn’t provide the authority to do so?

Answer. See response immediately above. The section 385 regulations address a
specific type of dividend note transaction that often occurs immediately after an in-
version or a non-inversion foreign takeover. This type of dividend note transaction
takes advantage of the preference in current law for foreign ownership of U.S. cor-
porations because the foreign owners can base erode the U.S. operations through
debt from very low tax jurisdictions in a manner that U.S.-headquartered busi-
nesses cannot. The BEAT, through its flawed enactment and regulations, has failed
to adequately address these concerns. The administration has proposed legislation
addressing these transactions more comprehensively, through the SHIELD. We look
forward to working with the committee on these reforms.

Question. As a follow-up to the previous two questions, Treasury Secretary Lew
described the section 385 regulations as inadequate in eliminating inversions, when
originally released, with this statement:

Today, we are announcing additional actions to further rein in inversions
and reduce the ability of companies to avoid taxes through earnings strip-
ping. This will have an important effect, but we cannot stop these trans-
actions without new legislation. I urge Congress to move forward with anti-
inversion legislation this year. Ultimately, the best way to address inver-
sions is to reform our business tax system, which is why Treasury is releas-
ing an updated framework on business tax reform, outlining the adminis-
tration’s proposals to date as a guide for future reform. While that work
goes on, Congress should not wait to act as inversions continue to erode our
tax base.

Was Secretary Lew’s statement incorrect?

Answer. Secretary Lew was correct. The regulations he addressed were important
to discouraging inversions, but legislative action was needed to completely eliminate
this activity. Unfortunately, the 2017 tax legislation failed to adequately address the
environment that gave rise to these transactions. The American Jobs Plan and the
President’s other budget proposals will however address these transactions and, if
enacted in full, could make the section 385 regulations unnecessary. We look for-
ward to working with the committee on these reforms.

Question. The administration’s “American Jobs Plan” includes a proposal to “make
it harder for U.S. corporations to invert.” Yet, as we have seen, there have been no
inversions since TCJA was enacted. Does the administration, then, acknowledge
that its proposals would “reignite” inversions, as the Tax Policy Center has stated??

Answer. The Biden-Harris administration, like the Obama-Biden administration,
is concerned about both inversions (as currently defined in the code) and non-
inversion foreign takeovers of U.S. businesses. For this reason, the administration
is proposing legislation that will eliminate preferences that remained in place after
the 2017 tax legislation that preference foreign ownership of U.S. corporations. This
includes tighter rules defining a statutory inversion and tighter rules addressing
base erosion by foreign-parented groups. We look forward to working with the com-
mittee on these reforms.

Question. You advocate for repealing the provision in GILTI that provides for an
exemption for 10 percent of QBAI. You also advocate for doubling the GILTI rate
to 21 percent. However, as you know, the Organisation for Economic Co-operation
and Development (OECD) Pillar 2 minimum tax being considered provides an exclu-
sion similar to QBAI, although the proposed Pillar 2 exclusion would exempt a re-
turn attributable to both tangible assets and payroll, and the minimum tax rate
under consideration is 12.5 percent. Is the administration similarly advocating at
the OECD to remove this exclusion from the Pillar 2 minimum tax and raise the
minimum rate higher than 12.5 percent?

9 hitps:/ | www.taxpolicycenter.org [ taxvox | oecd-pillar-2-provides-good-model-biden-us-world-
wide-tax.
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Answer. The administration’s negotiating position on Pillar 2 is obtaining agree-
ment on a robust minimum tax at the highest rate possible. As you note, tax bur-
dens can increase due to either or both of a higher tax rate and a broader tax base.
In the negotiations, the administration is focused on both features of the Pillar 2
minimum tax and is actively negotiating on both fronts.

As for the 12.5 percent rate, this has only been informally discussed as a potential
benchmark under the prior administration. The Finance Ministers of both France
and Germany have already indicated support for a higher rate, and Treasury is con-
fident that consensus can be reached in a manner that would help, rather than
hurt, the competitiveness of the U.S. tax system. Currently, the gap between the
domestic minimum tax is 10.5 percent because there is no globally agreed upon min-
imum tax. A deal on Pillar 2 would close that gap.

The Pillar 2 proposal does include a provision that leaves open the possibility of
an optional exemption related to tangible assets and payroll, with the intent of en-
suring that local jurisdictions may retain incentives to encourage routine activities
in their home jurisdiction (as opposed to encouraging that activity to move to foreign
jurisdictions). This rationale and the consequent path of the negotiations is quite
distinct from QBAI, which is a feature of U.S. law that encourages the offshoring
of U.S. jobs. In other words, the path forward on the payroll and tangible assets
rules in Pillar 2 is entirely consistent with the Biden Harris administration ration-
ale for repealing the offshoring incentive we have in our own law.

Question. During the hearing, you engaged in a discussion regarding the tax pro-
file of Amazon. Specifically, statements were made that Amazon takes advantage of
“loopholes” and tax shelters to reduce its tax liability. You responded that “there’s
a wide recognition that the kinds of loopholes that we’ve been talking about today
are very common.”

Would you describe bonus depreciation under section 168(k) as a tax shelter or
loophole? Would you describe the research and development credit under section 38
as a tax shelter or loophole?

Answer. In the hearing, I was focused on the loopholes that we were discussing
in the hearing, which are primarily international in nature; in particular, I was con-
cerned with incentives in current U.S. law that encourage profit shifting and
offshoring (discussed above). Clearly, the tax code is also used to incentivize activi-
ties with positive effects on the economy (such as research, clean energy, etc.), and
that practice does not generate troubling “loopholes” when credits are properly
claimed and substantiated.

Question. What do you believe is the role of the tax code in incentivizing domestic
manufacturing and research?

Answer. Research and development, whether in conventional businesses, manu-
facturing, or in cutting edge green energy companies, is very useful to economic
growth, and economists have long recognized that R&D has beneficial spillover ef-
fects. Thus, it makes sense to encourage R&D through favorable provisions in the
tax code, provided that the credit is properly claimed and substantiated.

Question. On page 2 of your written testimony, you provide a comparison of cor-
porate tax revenues relative to GDP for years prior to TCJA and after. You also
compare the U.S. share of tax revenues to GDP to the share for OECD countries.

My understanding is these data ignore tax revenue attributable to businesses op-
erating in passthrough form, which are taxed at the individual level. How much
business tax revenue was attributable to passthrough entities in the United States
in 2018 and 2019? How much business tax revenue was attributable to pass-through
entities in OECD countries, on average, in 2018 and 2019? Do the OECD data in-
clude subnational tax revenue? Does your 2018/2019 data for the United States in-
clude State tax revenue? If the data are unavailable for 2018 and 2019, please pro-
vide a comparison of the business tax revenue for 2017 of U.S. tax revenue as a
share of GDP as compared to other OECD countries on average, adjusting for busi-
ness income and tax revenue attributable to passthrough entities, as well as sub-
national and State tax revenues.

Answer. I used data from the OECD that is available here: https:/ /data.oecd.org/
tax/tax- on-corporate-profits.htm#tindicator-chart. As detailed in the description, the
data include revenues at all levels of government. While it is true that the U.S. has
a vibrant and important pass-through business sector, we also have a large cor-
porate sector and the most successful multinational companies in the world. The
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OECD data examine only corporate profits revenues and do not provide the other
breakdowns.

Question. Don’t your estimates also exclude the tax revenue from the Tax Cuts
and Jobs Act section 965 transition tax, which imposed tax on pre-enactment foreign
earnings? Please adjust your corporate tax revenues to include the estimated effect
of the Section 965 transition tax and provide the corresponding results.

Answer. The OECD data do not allow this breakdown. But that consideration
would imply that our corporate revenues are even lower in the steady-state.

Question. On page 2 of your written testimony, you state that “corporate tax reve-
nues are low despite the fact that U.S. companies produce very high corporate prof-
its, both in historic and comparative terms. For example, in recent years, corporate
profits (after-tax) as a share of GDP averaged 9.7 percent (2005-2019), whereas in
the period 19802000, corporate profits averaged only 5.4 percent of GDP.” Footnote
3 provides “Data are from the Federal Reserve Economics Statistics database.”

The Federal Reserve has numerous databases. Please provide a more specific data
source, along with the data used to arrive at your results.

Answer. Please see this source: https://fred.stlouisfed.org/graph/?graph id=
245129&rn=117.

Question. My understanding is that the Federal Reserve Economics Statistics cor-
porate profits data include income from S corporations, which are taxed under the
individual income tax. Additionally, they include Federal Reserve earnings and in-
come of non-profits.

Please adjust the corporate profit percentages cited in your testimony to exclude
S corporations and non-profits as not adjusting for them provides an inaccurate re-
flection of corporate profits to GDP, particularly when compared to tax estimates
that do not include tax revenues of S corporations.

Answer. These data are not provided in comparable terms on the FRED database.
But other data sources, such as the Forbes Global 2000 lists of multinational compa-
nies, indicate that U.S. multinational corporate profits are very strong in recent
years.

Question. Why were the periods 2005-2019 and 1980-2000 chosen as the time-
frames for comparison?

Answer. If you look at the graph (see two answers prior), you will see that the
latter period looks relatively stable (aside form great recession), as does the former
period (aside from cyclical factors). The years in between were a period of rapid in-
creases in this series.

Question. On page 3 of your written testimony, you state that the 2017 law en-
couraged profit shifting. Please provide data that support this conclusion.

Answer. There were several causal mechanisms that directly encouraged profit
shifting; most important was the move toward territorial treatment of some income,
which removed the possibility of U.S. tax upon repatriation. These are discussed in
my written testimony (and in answers above).

Question. On page 3 of your written testimony, you state that corporate profit
shifting costs the U.S. government approximately $100 billion per year at prior tax
rates. You cite your own published work for this conclusion. While your testimony
states that your preferred estimate is $100 billion, your published work provides a
range of $61 billion to $141 billion. Further, Leslie Robinson and Jennifer Blouin’s
research finds that your estimates are severely overstated as a result of using data
that double count corporate profits, estimating that profit shifting results in one-
tenth of the corporate tax revenue loss that you estimate.l0 While your written work
cites 2017 data, you also stated in your testimony that 2018 and 2019 data exist
that support your conclusions on profit shifting. Please cite the specific data that
support your conclusion that profit shifting in 2018 and 2019 results in $100 billion
of U.S. corporate tax revenues lost.

Answer. The best place to go for a thorough answer to this question is a paper
that I've written on this topic. The appendix addresses the Blouin/Robinson critique
in full. The paper is available here: hitps:/ [ ntanet.org/ NTJ /73 /4 /ntj-v73n04p1233-
1266-Profit-Shifting-before-after-TCJA.html. If for some reason that is behind a fire-

10 https:/ [ papers.ssrn.com [ sol3 | papers.cfm?abstract id=3491451.
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wall, you can also find it on SSRN here: https:/ /papers.ssrn.com /[sol3/papers.cfm
2abstract_id=3274827. Within, there is a figure that shows data through 2019, lead-
ing to the conclusion that the size of the profit shifting problem is unchanged post
TCJA, presumably because there were contradictory measures within the law.
(Some provisions encouraged profit shifting; others discouraged profit shifting.)

Please note that this article and its appendix are referenced for the following sev-
eral pages of questions since it addresses those subject matters in detail.

Question. You defend your use of direct investment income to study profit shifting,
and reject the use of the subtraction method, on the basis that the subtraction
method misses foreign-to-foreign profit shifting. Please provide an example of
foreign-to-foreign profit shifting that would not be captured by the subtraction meth-
od using Bureau of Economic Analysis (BEA) data. Please explicitly explain how this
transaction would not be captured using the subtraction method but would be cap-
tured in direct investment income.

Answer. Hybrid dividends are one possible problem. This problem, and others, are
discussed in the appendix to the above paper.

Question. In your published work, you state that “experts at both the BEA and
the JCT believe that [excluding equity income] will omit some types of profit shift-
ing.1! Please provide citation or other BEA and JCT documentation expressing these
official views. In addition, please list the types of profit shifting that would be omit-
ted by excluding equity income and an estimate of their magnitude.

Answer. The experts are Ray Mataloni and Dylan Rassier (BEA) and Tim Dowd
and Paul Landefeld (JCT). They are all mentioned in the acknowledgements of the
aforementioned paper.

Question. Until 2020, you provided estimates in your research of U.S. revenue loss
using an income measure from the BEA that you understood to double count some
foreign income. In your published work, you state “Unfortunately, with existing
data, it is not possible to account for this double-counting accurately.” Consider the
following passage from the BEA:12

BEA separately shows the value of income from equity investments in other

foreign affiliates (in this example, $100 million) as a component of the ag-

gregated income statement statistics, allowing data users to exclude this

double-counted income from in their analysis. Doing so leaves a total of

$100 million of operational net income in Germany and $10 million of oper-

;tional net income in the Netherlands for a total operational net income of
110.

This sounds like a straightforward correction. Please explain why there is a data
limitation.

Answer. That is explained (in full detail) in the appendix of the aforementioned
paper.

Question. Related to the previous question, if you can remove the double counting
in the BEA so easily, why use country-by-country reporting data? In the latter data,
you do not know how much double counting exist, have no means of fixing it, and
have no time series. On what basis would aggregate country-by-country reporting
data be more useful for studying profit shifting than aggregate BEA data?

Answer. No data series is perfect; this is why I use multiple data series to draw
conclusions about possible ranges of estimates in this area. The strengths and weak-
nesses of these data series are also discussed at great length in this paper appendix.

Question. The BEA regularly issues preliminary data and then follows up with re-
vised data for both its net income and direct investment income series. Your 2017,
2018, and 2019 U.S. revenue loss estimates rely on preliminary data. What are your
views on using preliminary versus revised data and do you think it is important to
highlight that the data are preliminary? Aside from an academic research perspec-
tive, what are your views on making major tax policy decisions using preliminary
data rather than waiting for revised data?

11 Clausing, Kimberly A., “How Big Is Profit Shifting?” (May 17, 2020). Available at: https://
ssrn.com [ abstract=3503091.
12 hitps: | | www.bea.gov | help | faq | 1402.
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Answer. Typically BEA preliminary data are quite similar to the revised data, so
I (and other researchers) frequently use these data for the most recent year, as op-
posed to using one less year of data.

Question. You also state in your published work that you made significant adjust-
ments in method that raise the figures from 2016.13

Still, relative to the replication of Clausing (2016) in Blouin and Robinson
(2019), after removing my erroneous adjustment, the new numbers remain
far higher than those reported in Blouin and Robinson. Even if we take
their “subtraction series” at face value, which itself is not warranted due
to missing foreign-to-foreign shifting in the data, other adjustments in
method between Clausing (2016) and Clausing (2020) would substantially
raise the numbers relative to Blouin and Robinson.

What would your estimates in 2020 be if you used the same method that you have
been using to estimate revenue losses from 1982 until your newest paper in 2020?

Answer. The above paper, mentioned several questions ago, includes a full de-
scription of my best estimates for analyzing these questions, with a detailed descrip-
tion as to why I made those choices.

Question. Do you think that direct investment income tells you where income is
reported for tax purposes, as opposed to where income is earned from an accounting
perspective? Why or why not?

Answer. The strengths and weaknesses of this data series, alongside the others,
are also discussed at great length in this paper appendix.

Question. Direct investment income is derived from the net income series pub-
lished by the BEA by multiplying net income by the U.S. parent’s direct ownership
percent in the affiliate. You raise issues with the subtraction method such as book/
tax differences, differences in coverage, definitional differences, etc. If the subtrac-
tion method suffers from these issues, why does direct investment income not suffer
from these issues? Again, both direct investment income and the subtraction income
derive from the same underlying income statements collected by the BEA using fi-
nancial accounting methods and principles to prepare the data.

Answer. The strengths and weaknesses of this data series, alongside the others,
are also discussed at great length in this paper appendix.

Question. As described above, your published work references an erroneous adjust-
ment to direct investment income that overstated your previous estimate of U.S.
revenue loss.1* How significant was the overstatement? Does that mean that both
of your pre-TCJA estimates of U.S. revenue loss were overstated in your 2016 arti-
cle; i.e., both using gross income (which double counted income) and using direct in-
vestment income (which was inflated and therefore had the effect of double counting
income)?15

Answer. The above paper includes a full description of my best estimates for ana-
lyzing these questions, with a detailed description as to why I made those choices.
The issues in your prior questions take many pages to answer satisfactorily, so it
is best to consult that paper.

Question. Some economists have argued that direct investment income should not
be used to study profit shifting and that a profit-type return, which closely tracks
the subtraction method, is preferred because “it always excludes equity income.”16
You have received numerous comments from Dr. Zucman on your work. Please com-
ment on the reason for your disagreement with his preferred measure as being prof-
it type return (which is the most similar to the subtraction method).

Answer. I'm certain that Dr. Zucman would agree that no data series is perfect;
this is why I use multiple data series to draw conclusions about possible ranges in
this area. The strengths and weaknesses of the data series are also discussed at
great length in the paper appendix.

13]1d.

14 Clausing, Kimberly A., “How Big Is Profit Shifting?” (May 17, 2020). Available at: https://
ssrn.com [ abstract=3503091.

15 Clausing, Kimberly. “The Effect of Profit Shifting on the Corporate Tax Base in the United
States and Beyond” (June 17, 2016). Available at: https://papers.ssrn.com/sol3/papers.cfm?
abstr?ictiid=2685442.
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16 htz.fps:/ /www.nber.org [ system [ files |working papers|w24701/w24701.pdf.
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Question. Your published work states that direct investment income “excludes all
equity income” and that for this reason it does not double count income.l7 Please
explain why you think that direct investment income excludes equity income.

Answer. Again, see paper appendix for a discussion of the strengths and weak-
nesses of these data sources.

Question. As referenced during the hearing, JCT released a pamphlet in advance
of the hearing.18 The JCT report includes return information for tax years 2017 and
2018, including information reported on Form 8975 relating to country-by-country
reporting. However, in footnote 238, the JCT report provides a disclaimer regarding
the interpretation of data included in Forms 8975:

There are several important ambiguities to note when interpreting this
data. MNEs can and do use a variety of financial reporting standards and
can choose whichever one they would like to use for reporting information
on Form 8975 (i.e., if these MNEs have different permanent establishments
with separate books that differ from the parent corporation). Consequently,
what is in the income and tax items will differ across MNEs. Additionally,
the rules were not clear on whether to include dividend income in profits,
even though it was clear that it should not be included in revenues. As a
result, there could be some double counting of dividend income in the prof-
its line. Also, related party revenues are not on a consolidated basis. Rath-
er, they are reported in aggregate. So, related party revenues will have
some double counting in jurisdictions. Taxes paid on a cash basis could in-
clude taxes owed in a prior year or a refund from a prior year. (JCT report,
footnote 238, page 57)

Are you aware that prior to 2019 (including in tax years 2017 and 2018), there
was no guidance provided to companies to exclude intercompany dividends from the
Form 89757 Does this not mean that Form 8975 data may also have a double count-
ing issue as was identified in your research? Specifically, given that intercompany
dividends likely increased between 2017 and 2018 due to section 965 in the TCJA,
doesn’t this mean that the intercompany dividend/double counting issue highlighted
was exacerbated, thereby lowering the average tax rate?

Answer. In the 2017 data, country-by-country data appeared quite similar (in to-
tals) to those from other sources that did not include any possibility of double count-
ing. These issues are also addressed in the appendix to my paper cited above. I
agree that the 2018 data report larger numbers, and it will take time to fully under-
stand the strengths and weaknesses of these data, and how the repatriation provi-
sions of the 2017 law may have affected the data.

Question. Your testimony and academic work describes some of our trading part-
ners as “tax havens.” For example, your work has described Ireland, Luxembourg,
the Netherlands, Switzerland, and Puerto Rico as tax havens. The rate currently
being contemplated for a global minimum tax at the OECD is 12.5 percent. Ireland’s
headline corporate tax rate is also 12.5 percent.

What is the administration’s precise definition of a tax haven?

Answer. In my work, I notice that a handful of jurisdictions, all with very low
effective tax rates, account for the vast bulk of the profit shifting problem. These
very low tax jurisdictions are often referred to as “havens” in the literature. The
literature typically distinguishes such jurisdictions by their low effective tax rates.
ido not believe that the administration has a formal definition for the term “tax

aven.”

Question. Is it the administration’s position that Ireland, Luxembourg, the Neth-
erlands, Switzerland, and Puerto Rico are tax havens?

Answer. See prior answer.

QUESTIONS SUBMITTED BY HON. JOHN BARRASSO

Question. 'm going to use Senator Cantwell’s phrase and “go local” for just a mo-
ment.

17 Clausing, Kimberly. “The Effect of Profit Shifting on the Corporate Tax Base in the United
States and Beyond” (June 17, 2016). Available at: https://papers.ssrn.com/sol3/papers.cfm?
abstract id=2685442.

18 https: | www.jct.gov [ publications /2021 [ jex-16-21 /.
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Dr. Clausing and Ms. Huang, I heard both of you testify about how U.S. policy
needs to focus on workers. I've heard Chairman Wyden and Democrats on the com-
mittee talk about doing what is right for American workers.

On Day 1 of the Biden administration, with the stroke of a pen, President Biden
eliminated thousands of good-paying American jobs when he blocked construction of
the Keystone Pipeline.

Given your support for doing everything we can to support American jobs in the
United States, do you agree President Biden’s actions are inconsistent and in con-
flict with your beliefs that we should be helping, not hurting, all American workers
whose jobs are located within the boundaries of the United States?

Answer. All of President’s Biden’s policy priorities are focused on the essential pri-
ority of American job creation. However, the policies should be viewed holistically.
For example, ending fossil fuel subsidies, as the American Jobs Plan proposes to do,
reduces incentives for producing oil and gas. However, the same proposal includes
much larger subsidies for green energy production, many multiples the size. Thus,
on net, these proposals encourage job creation and also use tax policy to respond
to the urgent priority of mitigating climate change.

Question. The President, Democrats, and their supporters have suggested various
tax proposals that will drive up the cost of doing business for American businesses
who operate solely within the United States and whose products or services are sen-
sitive to global prices.

Enacting tax policies that increase the operating costs for the U.S. businesses de-
scribed above will make those companies less competitive with foreign companies
that (1) offer the same product or service in the global marketplace, and (2) are not
impacted by the added operating costs created by U.S. tax policy.

Do you agree or disagree with this statement? Please explain.

Answer. U.S. corporate tax revenues are far lower than those in peer countries.
Over 10 years, the Biden proposals increase corporate taxes modestly, to about 1.7
percent of GDP. In years prior to the 2017 law, U.S. corporate tax revenues aver-
aged about 2 percent of GDP, and in the years since the 2017 law, U.S. corporate
tax revenues averaged about 1 percent of GDP. In contrast, our trading partners
raise about 3 percent of GDP in corporate taxes.

It is also important to remember that competitiveness is about more than the suc-
cess of U.S. companies in foreign merger and acquisition bids. It is also about ensur-
ing that our tax code doesn’t incentivize foreign operations at the expense of those
at home. And, it is about nurturing the many fundamental strengths that make the
United States a good place to do business. Investing in our institutions, in the abili-
ties and education of American workers, in the quality of our infrastructure, and
in cutting-edge research is all important.

QUESTIONS SUBMITTED BY HON. BILL CASSIDY

Question. Insurance and banking—limits to reshoring: As we look to bring busi-
ness back to the United States, we should recognize that some companies in regu-
lated industries like banking and insurance are required by local regulatory authori-
ties to have a significant presence, including in people and capital, in the country
where their customers are located. As a result, these companies can’t serve inter-
national customers from the United States.

Have you given consideration to industries like these and how any proposed tax
changes in GILTI could negatively impact U.S. companies ability to be competitive
or grow and serve markets that are not the United States?

Answer. The administration is committed to reforming the GILTI system to en-
sure that the U.S. tax system eliminates preferences for conducting business off-
shore while maintaining the status of the United States as a desirable business lo-
cation. The administration is also very engaged in the OECD Pillar 2 process to
work with our trading partners to end the race to the bottom on global tax rates
and building a tax system for the global middle class. We look forward to working
with the committee on these reforms.

Question. How can we make sure we do not penalize companies for changes they
can’t make due to local law and regulation?

Answer. See immediately above.
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Question. Insurance and OECD minimum tax rules: As you know, the OECD is
engaged in a significant two-part project to ensure multinational enterprises are suf-
ficiently taxed in locations where they create value and are subject to a minimum
level of taxation regardless of where they are headquartered.

Some in the insurance industry in my State have concerns with the second part
of the project, known as Pillar 2. Because of the insurance industry’s unique busi-
ness model, the peculiar nature of its accounting rules, and the regulatory environ-
ment in which it operates, insurance companies could suffer double taxation if pro-
posed changes to the project are not adopted.

Are you aware of the concerns raised by the insurance industry on Pillar 2 and
if so, what is the administration doing to address these concerns?

Answer. The administration is engaged in the OECD Pillar 2 process to work with
our trading partners to end the race to the bottom on global tax rates and build
a tax system for the global middle class. We are engaged with all stakeholders in
this process and are aware of the concerns voiced by the insurance industry. We
look forward to working with the committee on these reforms.

QUESTIONS SUBMITTED BY HON. STEVE DAINES

Question. During the hearing, I cited a response provided by Secretary Yellen to
a question from Senator Tillis at a Senate Banking Committee hearing. Senator
Tillis asked Secretary Yellen whether, “. . . in your opinion, the increase of the cor-
porate tax rate up to 28 percent will not cause any significant competitive disadvan-
tage for the United States for corporate expansion?”

Secretary Yellen replied, “Well, I think it would be important to make sure that
it is done in the context of a global agreement.”

Would you agree with Secretary Yellen’s reply?

Answer. The global agreement is an important complement to the U.S. domestic
policy agenda, but the American Jobs Plan is sound tax policy even in the absence
of an agreement, as the tax changes proposed within the plan will end offshoring
incentives, curtail profit shifting, and generate a more equitable and efficient tax
system.

As noted above, U.S. corporate tax revenues (as a share of GDP) are far lower
than those in peer countries and would remain so after the proposed tax law
changes. Still, it is useful to work together with other countries to solve vexing
international collective action problems, including those of tax competition.

Question. There is an expectation that a global agreement on a minimum tax
could be reached this summer. Even if a deal is reached at the OECD, it is widely
expected that any minimum tax would be far lower than President Biden’s proposed
21 percent minimum tax. Can you explain how tax increases of this magnitude on
U.S. companies would not reignite inversions?

Answer. The United States is seeking a global agreement on a minimum tax at
the highest possible rate. Even if it settles somewhat below 21 percent, today the
global minimum tax rate is 0, far below our 10.5-percent rate.

To the extent that foreign countries also adopt strong minimum taxes, that will
also reduce any competitiveness worries, while protecting our tax base from the
profit shifting of foreign multinational companies. Still, even absent agreement, we
are not powerless to address these problems. The SHIELD proposal can counter for-
eign company profit shifting. And simple anti-inversion measures, or even changes
through regulation, can be quite effective in stemming the incentive to invert, as
shown by the U.S. experience after the anti-inversion (and anti-income stripping)
regulations of the late Obama years.

QUESTIONS SUBMITTED BY HON. ROB PORTMAN

Question. The original purpose of taxing tax haven profits as explained by Sec-
retary Dillon in proposing the anti-deferral measures was to eliminate incentives to
foreign direct investment (FDI). Since the 1960s, the international tax system has
dramatically changed. However, low or no tax jurisdictions still exist and are often
used to entice direct investment in those countries. Similarly, we employ certain in-
centives to spur investment in the U.S.
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As the purpose of these foreign tax systems is supposed to affect location of job-
producing business investment, what is the comparative effect of deferred U.S. tax
vs. location of markets, location of supplies, comparative worker efficiency and wage
costs, energy and transportation infrastructure, and costs of social overhead for spe-
cific social priorities of the alternative investment locations?

Answer. It is certainly the case that there are many factors beyond tax that deter-
mine where companies invest. Ensuring the strength of our institutions, and invest-
ing in infrastructure, education, R&D, and cutting-edge technology, will help ensure
that the United States remains a strong place to do business.

Question. What percentage of the Fortune Global 2000 was represented by U.S.
companies in 2005-2019? 1980-2000? 1968-1980? Is the percentage increasing or
decreasing? To what extent do factors other than comparative tax rates affect direct
investment location decisions?

Answer. The data that I have access to do not allow me to compare all of the
above time periods. However, the United States has an outsized role among Global
2000 companies. While we account for about 24 percent of world GDP in 2019 (and
only 16 percent in purchasing power parity terms), U.S. multinationals are 29 per-
cent of the Forbes 2000 list, and 37 percent of Forbes 2000 profits, and 48 percent
of Forbes 2000 market capitalization.

In recent years, countries like China and India have seen increasing numbers of
their companies on the Forbes 2000 list. This is completely expected, as we’d expect
countries with rapid economic growth to host increasingly successful global compa-
nies.

Question. Describe the impact of U.S. Federal tax incentives on FDI, and what
percentage of U.S. FDI is attributable to comparative labor efficiency, access to mar-
kets, access to supplies, access to technology, access to educated workforce, and dif-
ferences in business regulation to achieve noneconomic goals?

Answer. This sort of question would entail a sophisticated econometric analysis,
and even then, there would be issues of causality that would be difficult to deter-
mine. The United States is host to much inward FDI due to the fact that we have
a large market, a skilled workforce, and many other advantages. Likewise, U.S.
companies often choose large, successful economies when deciding where to invest
and hire abroad.

Question. Can you provide the committee with a detailed comparison of the factors
listed above as applied to OECD and the 10 largest non-OECD destinations for di-
rect investment by U.S. parented multinational groups?

Answer. I am not aware of existing analyses that provide these breakdowns. See
prior answer regarding the difficulty of such an analysis.

Question. In your written testimony, you say “concerns about the competitiveness
of U.S. multinationals ignore the evidence. Both before and after the 2017 Tax Act,
U.S. multinational companies are the envy of the world.” However, as we heard at
the hearing, before the Tax Cuts and Jobs Act (TCJA), the competitiveness of U.S.
companies was a problem, as evidenced by the number of companies that inverted
or were targets for foreign acquisition. Before TCJA, even Senator Wyden said that
“a modern tax code should fight gamesmanship and bring down the corporate rate
to make American businesses more competitive.”

If you think the pre-TCJA system didn’t impair U.S. companies’ ability to com-
pete, does that mean you would be comfortable with returning to the pre-TCJA
international tax system?

Answer. The pre-2017 tax regime did not include the offshoring incentives that
are part of current law under GILTI and FDII, but the prior regime did have some
undesirable features that can be improved upon. For example, the statutory rate
was high but the base was narrow, leading to large gaps between the statutory and
the effective rate. In addition, there was no tax on foreign income until it was repa-
triated, which incentivized offshore operations and profits, yet simultaneously dis-
appointed investors who wanted access to their offshore cash. (Nonetheless, effects
on U.S. investment were minor, since companies could borrow against offshore prof-
its, and offshore profits were often still invested in U.S. markets.)

Ideally, corporate tax reform would fix the problems of both prior law and current
law. The American Jobs Plan proposal does just that. By eliminating the (QBAI) ex-
emption for the first ten percent return on offshore tangible assets, and by repealing
FDII, offshoring incentives are eliminated. A much stronger minimum tax (with



68

country-by-country administration and a higher rate) will put an end to the profit
shifting incentives that were baked into current and prior law. Accompanying this
change, we recommend reforms to the BEAT (in our SHIELD proposal) that will
curtail foreign multinational company profit shifting.

Question. Have trading partner corporate taxes as a share of GDP increased or
decreased since the 1950s?

Answer. I am not sure about the 1950s comparison, but overall trading partner
corporate taxes as a share of GDP have been remarkably stable in recent decades,
at about 3 percent of GDP (see: https://data.oecd.org/tax/tax-on-corporate-prof-
its.htmitindicator-chart). Note that these data do not imply that profit shifting has
not been a rising problem during this time, as corporate profits have generally been
increasing as a share of GDP.

Question. Additionally, you state: “Based on the early evidence in the 2 years after
the law, the use of tax havens to avoid tax continues unabated.”

What evidence do you recommend the committee review? Is the information based
on U.S. corporate tax return information for those taxable years? Has JCT or the
Department of the Treasury conducted the review? What criteria were used to com-
pare tax haven income before and after the enactment?

Answer. The data provided in my testimony is from the Bureau of Economic Anal-
ysis foreign direct investment earnings series. That series now extends to 2020. The
share of U.S. multinational company profits in low-tax jurisdictions was nearly iden-
gical in the)years after the law (2018-2020) as it was in the years prior to the law

2013-2017).

Question. The Biden administration has proposed a series of changes to the GILTI
provisions including: doubling the tax rate to 21 percent, mandating that the tax
be computed on a country-by-country basis instead of an aggregate basis, and elimi-
nating the ordinary return exclusion for a qualified business asset investment
(QBAI). Each of these proposed changes will increase the tax burden on U.S.-based
companies while having almost no impact on their foreign competitors that provide
similar services or sell similar goods. Taken together, these proposed GILTI changes
would put U.S. companies at a severe competitive disadvantage and are out of step
with ongoing OECD discussions to impose a minimum tax rate of 12.5 percent.

With respect to QBAI, can you provide evidence of multinationals who moved fa-
cilities from the United States to a foreign jurisdiction? Or is this more of an aca-
demic concern that “cross- crediting” could occur?

Answer. I expect that future studies will provide clearer evidence on the mag-
nitude of these mechanisms, but some early evidence is suggestive. For example,
Beyer et al. (see https:/ | papers.ssrn.com [sol3 | papers.cfm?abstract id=3818149) find
that for U.S. multinational corporations, higher levels of pre-TCJA foreign cash are
associated with increased post-TCJA foreign property, plant, and equipment invest-
ments. They do not find a similar increase in domestic property, plant, and equip-
ment. Atwood et al. (see htips://papers.ssrn.com/sol3/papers.cfm?abstract id=
3600978) find the GILTI provisions introduced new incentives for U.S. multinational
corporations to invest in foreign target firms with lower returns on tangible prop-
erty so that they might shield income generated in havens from U.S. tax liability
under the GILTI minimum tax.

QUESTIONS SUBMITTED BY HON. ToDD YOUNG

Question. President Biden recently unveiled his infrastructure proposal in which
he warned of the global “race to the bottom” on corporate tax rates. He has proposed
raising the corporate rate to 28 percent, which would make the U.S. subject to the
highest corporate tax rate in the OECD. Additionally, he expressed interest in find-
ing a multilateral agreement on a global minimum tax.

Given research by the Joint Committee on Taxation and other nonpartisan bodies
that estimate workers bear at least 25 percent and possibly over 50 percent of the
burden, should we be concerned about the effects of higher corporate taxes on job
creation and retention, especially as we work towards economic recovery?

Answer. Economic models from organizations as varied as the U.S. Treasury, the
Joint Committee on Taxation, the Congressional Budget Office, the Tax Policy Cen-
ter, and the American Enterprise Institute all assign the vast majority of the cor-
porate income tax burden to some combination of capital and excess profits. These
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models also assume that the deficits created by corporate tax cuts will be offset
sometime in the future—yet do not account for the potential costs of those offsets
for typical workers. It is important to remember that other tax options (such as
labor income taxes, payroll taxes, and sales taxes) fall almost entirely on labor.

Furthermore, since these models were developed, two factors have likely lessened
the long-run burden of the corporate income tax on labor. First, since current law
exempts the normal return to capital for much investment, in theory the corporate
tax should fall even less on labor than it did in years past. The mechanism by which
corporate taxes burden labor requires a reduction in investment to reduce worker
productivity, lowering wages.Second, the role of market power in the U.S. economy
has continued to increase, making more and more of the corporate tax base excess
profits rather than the normal return to capital. See Phillipon, Thomas, The Great
Igeversal: How America Gave up on Free Markets, Cambridge: Harvard University

ress, 2019.

Question. During the hearing, you stated that the Biden administration’s proposal
to increase the corporate tax rate could be borne by excess capital. However, as I
just noted above, the Joint Committee on Taxation estimates that at least 25 per-
cent of corporate income taxes are borne by American workers—and that estimate
is on the low end. Isn’t that a significant and alarming share that should not and
cannot be ignored?

Answer. See prior answer.

Question. You have characterized Ireland as a “tax haven” given its 12.5-percent
corporate tax, yet this is the exact rate the OECD is considering for its global min-
imum tax. Do you believe President Biden’s proposal is out of step with other devel-
oped nations when it comes to corporate taxes?

Answer. The administration seeks to obtain a sustainable global agreement on a
robust minimum tax at the highest rate possible. Such an agreement would help
all countries defend their tax bases from erosion due to profit shifting, and it would
end the “race to the bottom” in corporate taxation. Ensuring that a global economy
can still tax mobile capital is essential to creating a more equitable globalization.
Erosion of capital taxation has meant that workers’ labor income is shouldering
more and more of the burden of financing fiscal priorities. Instead, multinational
corporations can be asked to pay their fair share.

PREPARED STATEMENT OF HON. MIKE CRAPO,
A U.S. SENATOR FROM IDAHO

Mr. Chairman, thank you for holding this hearing today. Thank you to our panel-
ists for joining us today.

Before the Tax Cuts and Jobs Act (TCJA), we shared a common concern for the
many threats to the U.S. corporate tax base and the collateral threats to U.S.-
centered economic activity, including investment, growth, and jobs. Corporate inver-
sions were on the rise as a defensive strategy adopted by U.S. businesses to ward
off foreign takeovers. The combination of one of the world’s highest corporate tax
rates of 35 percent and the disadvantages of the U.S. worldwide deferral system
madﬁ it a losing proposition to be a U.S.-based company when competing in overseas
markets.

That environment led this committee’s bipartisan working group chaired by Sen-
ators Portman and Schumer to conclude that our international tax system was
“clearly broken.” I challenge anyone to reasonably argue that we should return to
the pre-TCJA international tax landscape.

Our shared view was not limited to the state of our flawed system; there was also
bipartisan agreement on the optimal path forward. President Obama, then-Senate
Finance Committee chairman Baucus, and then-House Ways and Means Committee
chairman Camp all proposed lower tax rates with minimum taxes on foreign earn-
ings.

There is nothing controversial about the problems that plagued our international
tax system or our collective acknowledgment of the fundamental changes that need-
ed to be made. Consistent with these bipartisan objectives, TCJA reduced the cor-
porate tax rate, ended the deferral system, and introduced a new minimum tax on
foreign earnings of U.S. companies, as well as other anti-abuse rules to prevent base
erosion.
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While the reduced corporate rate moved the United States more in line with the
rest of the world, the anti-base erosion measures that were enacted into law are the
most robust in the world. Indeed, they are prompting other countries, through the
OECD, to consider similar measures. The goal of our new system was to both ensure
the United States, and U.S. companies, are competitive in the global marketplace
and to protect the U.S. tax base.

TCJA is a vast improvement over the prior system. Since TCJA, the flood of inver-
sions has ceased entirely, and U.S. companies are no longer easy targets for take-
overs. Prior to the pandemic, U.S. companies were sharing their business stories of
increased investment, wages paid to workers, and jobs in the United States—out-
comes I expect to resume once our economy can reopen completely provided adverse
changes are not made to the tax rules.

It is, of course, healthy to deliberate and consider refinements to allow U.S. com-
panies to further invest and expand in the United States without harming their
ability to compete, especially considering the precarious environment many busi-
nesses find themselves in as they recover from the pandemic. Markets abroad are
vast, and we want U.S. companies to be competitive in their ability to serve those
markets and not be hamstrung by uncompetitive taxation.

What we should not do is hastily change the system purely for purposes of raising
revenue, bringing inversions and foreign takeovers of U.S. companies right back to
the forefront. Unfortunately, that may be the misguided direction in which the ad-
ministration wishes to proceed.

Let us not forget, those inversions and foreign takeovers were real, and not just
academic estimates from certain questionable studies we have seen in the area of
international effects of taxation. Some of those studies, dealing with so-called state-
less income, profit shifting, and base erosion, play very fast and loose with data and
methods. Sometimes, in those analyses, politics and advocacy for political position
overcome rigor, and it shows.

Under President Biden’s proposed corporate rate increase, which would result in
a combined U.S. rate of nearly 33 percent, we again would have one of the highest
combined statutory tax rates among developed countries. Worse, the President’s pro-
posed 100-percent increase in the GILTI rate, one current provision of the inter-
national part of the tax code, would put the United States at an even greater dis-
advantage, as no other country taxes foreign earnings at even close to that rate.

America’s future jobs, income growth, and prosperity will depend on how well U.S.
businesses compete, in this country and in foreign markets. American headquarters,
research, and other domestic jobs depend on U.S. firms’ viability here and abroad.
Strong U.S. companies mean financial security for millions of Americans who need
look no further than their 401(k) accounts and IRAs, which hold the largest plu-
rality of publicly traded stock.

As the Schumer-Portman working group said, “When U.S. businesses can compete
and win in this growing global market, the real winners are U.S. workers.” As we
examine proposals that would dramatically alter TCJA’s international provisions,
we should test the potential outcomes against our shared policy objectives voiced be-
fore and since the TCJA.

Will the U.S. tax base be strengthened? Will U.S. growth rise? Will U.S. workers
have better job opportunities and wages? Will U.S. workers and retirees see their
retirement account balances rise?

Mr. Chairman, I look forward to hearing from today’s witnesses.

PREPARED STATEMENT OF JAMES R. HINES, JR., PH.D., RICHARD A. MUSGRAVE COL-
LEGIATE PROFESSOR OF ECONOMICS AND L. HART WRIGHT COLLEGIATE PROFESSOR
OF LAW, UNIVERSITY OF MICHIGAN

Chairman Wyden, Ranking Member Crapo, and members of this distinguished
committee, it is an honor to participate in these hearings on international tax policy.
I teach at the University of Michigan, where I am the Richard A. Musgrave colle-
giate professor of economics in the department of economics and the L. Hart Wright
collegiate professor of law in the law school, and where I serve as research director
of the Office of Tax Policy Research in the Stephen M. Ross School of Business. 1
taught for years at Princeton and Harvard prior to joining the Michigan faculty, and
have been a visiting professor at Columbia University, the London School of Eco-
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nomics, the University of California—Berkeley, and Harvard Law School. I am a re-
search associate of the National Bureau of Economic Research, research director of
the International Tax Policy Forum, and former co-editor of the American Economic
Association’s Journal of Economic Perspectives.

The international provisions of the Internal Revenue Code significantly affect the
vitality of the economy and the welfare of U.S. residents, so it is important that they
be well designed. As with other components of our tax laws, the challenge is to craft
rules that promote efficient resource use while also collecting the revenue that the
country needs. This challenge is particularly acute in the international arena be-
cause the world economy is highly, and increasingly, competitive. U.S. firms com-
pete with foreign firms for business operations and sales to customers; and the
United States competes with other countries to attract business activity. Because we
do not live in a bubble, but instead in a world with many competitors, it is critical
in designing U.S. policy to be cognizant of the policies of other countries and the
way that U.S. taxes position U.S. taxpayers relative to their foreign competitors.

The United States has a competitive labor market, which from elementary eco-
nomic theory means that labor compensation—wages, salaries, and fringe benefits—
is determined by labor productivity. Consequently, the way to maintain and improve
the well-being of U.S. workers is to adopt policies that make U.S. labor as produc-
tive as it can be. Since people work for businesses, it follows—again, from economic
theory—that an efficient and thriving business sector promotes labor productivity,
creating the greatest demand for labor and therefore the highest standard of living
for U.S. workers. It is not possible for the economy to compensate people with more
than the economy produces, so in order to improve standards of living it is necessary
to adopt policies that maximize production given available resources. This is what
efficient policies do, and it is why efficient policies are desirable.

Multinational firms are major U.S. employers. In 2017, the last year for which
high-quality data are currently available, U.S.-based multinational firms were re-
sponsible for 20.1 percent of U.S. private-sector employment and 23.8 percent of
U.S. private-sector labor compensation.! These figures illustrate not only that these
jobs represent a significant portion of the U.S. private workforce, but also that they
are well-paid, with average compensation 18 percent higher than the economy’s av-
erage. In the same year foreign-based multinational firms accounted for an addi-
tional 6.4 percent of U.S. private employment and 8.0 percent of private employee
compensation. Some sectors of the economy are particularly multinational-intensive,
with U.S.-based multinational firms providing 51.6 percent of U.S. manufacturing
employment and 59.9 percent of manufacturing employee compensation, and
foreign-based multinationals contributing an additional 21.0 percent of U.S. manu-
facturing employment and 23.8 percent of U.S. manufacturing employee compensa-
tion. It is obviously in the interest of the U.S. economy and U.S. workers to main-
tain thriving business operations by multinational firms.

There is understandable concern that the foreign operations of U.S. multinational
firms might come at the expense of their U.S. operations. To take an evocative ex-
ample, a U.S.-based multinational manufacturing firm might close a U.S. plant and
replace it with a plant in a lower-cost foreign country. This type of substitution
clearly occurs, and when it does, it has the effect of reducing U.S. labor demand.
It does not, however, follow from this example that foreign direct investment by U.S.
firms generally reduces their demand for labor in the United States, because there
is an offsetting productivity effect of foreign business operations, and this produc-
tivity effect is a major stimulant to U.S. labor demand. The opportunity to earn
profits with operations in foreign countries generally increases the productivity of
U.S. business operations, and thereby stimulates additional business activity, and
additional employment, in the United States. For example, greater opportunities for
a U.S.-based multinational to sell locally- produced consumer products to foreign
customers typically increases the return to U.S. operations that develop and refine
the product, so in such cases an expansion of foreign business operations should be
associated with greater employment, and greater employee compensation, in the
United States.

There are therefore two important channels by which the foreign operations of
U.S.-based multinational firms influence their domestic employment and employee

1The evidence described in this paragraph is drawn from C. Fritz Foley, James R. Hines Jr.,
Raymond J. Mataloni Jr., and David Wessel, “Multinational activity in the modern world,” in
C. Fritz Foley, James R. Hines Jr., and David Wessel eds., Global Goliaths: Multinational Cor-
porations in the 21st Century Economy (Washington, DC: Brookings, forthcoming).
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compensation. The substitution effect, in which foreign operations replace what
these firms otherwise would have done in the United States, depresses U.S. labor
demand. The productivity effect, in which foreign operations enhance firm produc-
tivity, augments U.S. labor demand. The aggregate impact of foreign operations on
U.S. labor demand depends on the relative magnitudes of these two effects. As a
general matter, the more internationally competitive is the economic environment,
the more important is the productivity effect compared to the substitution effect,
and therefore the more likely is it that foreign operations by U.S.-based multi-
national firms increase demand for labor in the United States. In an industry with
extremely keen competition, firms can survive only by taking advantage of every
sales possibility and every opportunity to economize on costs. In such cases, if for-
eign operations enhance profitability then firms cannot survive and thrive without
them, so the foreign operations of U.S. firms contribute to U.S. employment and em-
ployee compensation.

The available evidence suggests that the magnitude of the productivity effect gen-
erally exceeds that of the substitution effect, so greater foreign business activity of
U.S.-based firms is associated with greater demand for labor in the United States.
Mihir Desai, Fritz Foley, and I found that for U.S.-based multinational firms be-
tween 1982 and 2004, 10 percent greater foreign capital investment was associated
with 2.6 percent greater domestic investment, and 10 percent greater foreign em-
ployment was associated with 3.7 percent greater domestic employment. Greater
foreign investment also had positive estimated effects on exports from the United
States, and on U.S. research and development spending, indicating that foreign ex-
pansions stimulate demand for tangible and intangible domestic output. Subsequent
work by Lindsay Oldenski and others reports similar evidence of foreign expansions
by U.S.-based multinational firms being associated with greater U.S. employment
in data through 2014; and studies of multinational firms based in other countries
including Australia, Canada, Germany, and the United Kingdom offer analogous
evidence that when these companies expand their operations in foreign countries
they also enhance their employment and employee compensation in their home
countries.?

From the standpoint of U.S. tax policy, it is clearly important not to impede
productivity-enhancing foreign operations of U.S.-based firms, because doing so has
the effect of reducing demand for labor in the United States. A more robust multi-
national sector has the potential to expand highly compensated employment beyond
26.5 percent of the U.S. private sector workforce. But tax policy clearly has the po-
}ential to have the unwanted effect of discouraging business operations by these
irms.

The U.S. taxation of international joint ventures offers a cautionary tale. Late in
the negotiations and amendments leading up to passage of the Tax Reform Act of
1986, it transpired that additional tax revenue was needed to make the 1986 Act
revenue-neutral. One of the revenue raisers inserted very late in the process was
a provision requiring that each 10-50 corporation, foreign affiliates owned between
10 and 50 percent by American companies, calculate its foreign tax credits in sepa-
rate “baskets.” 10-50 corporations are international joint ventures. This provision
of the 1986 Act prevented taxpayers from being able to calculate their foreign tax
credit limits on an average basis across countries and even across business oper-
ations within the same countries, and thereby imposed higher U.S. taxes on inter-
national joint ventures, doing so on something of a selective basis. This tax cost
sharply discouraged U.S. firms from participating in international joint ventures.
The evidence shows that in subsequent years U.S. firms significantly reduced their
international joint venture activity, which represented roughly 22 percent of their
foreign activity prior to passage of the Tax Reform Act of 1986, but within a few
years afterward had fallen to just 15 percent. Furthermore, the decline in joint ven-
ture activity was concentrated in low-tax foreign countries, which is consistent with
the additional tax costs imposed by the 1986 Act.3 Recognizing the unwanted effects

2For the evidence discussed in this paragraph, and references to other studies, see Mihir A.
Desai, C. Fritz Foley, and James R. Hines Jr., “Domestic effects of the foreign activities of U.S.
multinationals,” American Economic Journal: Economic Policy, February 2009, 1 (1), 181-203,
and Lindsay Oldenski, “Do multinational firms export jobs?” in C. Fritz Foley, James R. Hines
Jr., and David Wessel eds., Global Goliaths: Multinational Corporations in the 21st Century
Economy (Washington, DC: Brookings, forthcoming).

3Mihir A. Desai and James R. Hines Jr., “‘Basket’ cases: Tax incentives and international
joint venture participation by American multinational firms,” Journal of Public Economics,
March 1999, 71 (3), 379-402.
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of this “basket” provision, Congress subsequently repealed it in 1997,4 and U.S.
international joint venture activity ultimately recovered. But obviously it would
have been better never to have had this episode, which illustrates the potential for
U.S. tax policy to impede the ordinary business activities of U.S. firms.

The partial disappearance of international joint ventures is just one of the exam-
ples of business opportunities lost due to the operation of U.S. tax rules. Prior to
2018, the high U.S. statutory tax rate of 35 percent together with the U.S. system
of worldwide taxation had the effect of discouraging foreign business activity by U.S.
firms, particularly activity in low-tax foreign countries. Firms from other countries
were generally not subject to home country taxes on their foreign incomes, and as
a result, were better able than U.S. firms to compete for business in low-tax coun-
tries. For example, if there were a business opportunity in Singapore—a promising
tech company that was open to being acquired by a foreign buyer—then U.S. firms
might compete not only with each other but also with Canadian, Japanese, German,
and other firms for the acquisition. Companies from all of these other countries
were in better tax positions to make the acquisition, because the U.S. tax system
imposed a residual tax on foreign income earned in countries with lower tax rates
than the United States. This does not mean that U.S. firms could not compete at
all in these international markets, but that they were hampered in doing so by the
operation of the U.S. tax system.

It is worth reflecting on the implications of this competition among firms from
multiple countries for this Singapore acquisition. If a British firm successfully com-
pletes the acquisition due in part to its more favorable tax position, this is very
much like a corporate inversion. In a classic corporate inversion, a U.S. might decide
to reincorporate as a British firm for tax purposes. Of course even the inverted
firm’s U.S. operations would still have a U.S. home and be taxable by the United
States, but Congress is concerned about corporate inversions because the firm’s for-
eign operations that heretofore had been controlled by a U.S. firm would then, after
the inversion, be controlled by a foreign company. Notably, the same thing is true
when a British firm wins the bidding war for a Singapore company because U.S.
firms are unable to compete on equal terms: foreign business activities are con-
trolled by foreign firms due to the operation of the U.S. tax system. This loss of for-
eign business might be called an “invisible inversion”—invisible because the United
States would never know that it lost the business. But its economic effects are the
same as classic inversions. Notably, in the pre-2018 era, these invisible inversions
took place every day, because the U.S. tax system was so much less competitive
than the tax systems of other countries that were homes to firms with which U.S.
firms compete. While not as visibly dramatic as a corporate inversion or a foreign
takeover of a U.S. company, they had the same economic impacts in shrinking the
size of the U.S. business sector relative to what it would be otherwise, and dis-
torting the pattern of asset ownership. This in turn reduced the demand for U.S.
lsabor, and thereby depressed wages and employment opportunities in the United

tates.

Since almost all major capital-exporting countries have territorial tax systems, it
follows that the way to compete with them on even terms is for the United States
to maintain a territorial tax system also. Failure to do so distorts patterns of asset
ownership, reducing the efficiency of the economy, disadvantaging U.S. firms, mak-
ing them less productive, and reducing their demand for labor in the United States.5
In this competitive environment, failing to impose a home country tax on lightly
taxed foreign income is not a mistake or implicit subsidy, but instead just the effi-
cient and correct policy to pursue. The opportunity to earn income in low-tax foreign
jurisdictions can be thought of simply as the opportunity to do business in places

4“Indeed, the Congress was aware that recent academic research suggests that the present-
law requirements may distort the form and amount of overseas investment undertaken by U.S.-
based enterprises. . . . The Congress believed that the joint venture can be an efficient way
for American business to exploit its know-how and technology in foreign markets. If the prior-
law limitation was discouraging such joint ventures or altering the structure of new ventures,
the ability of American business to succeed abroad could be diminished. The Congress believed
it is appropriate to modify the prior-law limitation to promote simplicity and the ability of Amer-
ican business to compete abroad.” United States Congress, Joint Committee on Taxation, 1997,
General Explanation of Tax Legislation Enacted in 1997, U.S. Government Printing Office,
Washington, DC, p. 302.

5This reflects the absence of Capital Ownership Neutrality, as described in Mihir A. Desai
and James R. Hines Jr., “Evaluating international tax reform,” National Tax Journal, Sep-
tember 2003, 56 (3), 487-502, and Mihir A. Desai and James R. Hines Jr., “Old rules and new
realities: Corporate tax policy in a global setting,” National Tax Journal, December 2004, 57
(4), 937-960.
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where a certain kind of cost—in this case, foreign tax cost—is lower. As a general
matter, the United States benefits when its companies have low-cost business oppor-
tunities. If this were a different kind of business cost—the cost of a raw material,
for example—there would be no discussion of the need to impose an offsetting
charge on the foreign operations of U.S. companies that use low-cost materials
abroad. We should think of the tax system similarly, and be appropriately skeptical
of the desirability of subjecting foreign income to U.S. taxation in order to com-
pensate for low tax rates in some countries.

Given the competitiveness of the international economic environment, and the
policies of foreign governments, imposing heavier taxes on the foreign business ac-
tivities of U.S. firms would put them at disadvantages in foreign markets and there-
by reduce their ability to compete. The same is of course also true of taxes on do-
mestic economic activities, since the United States competes with other countries for
business. If U.S. government revenue needs are such that additional tax revenue
simply has to be obtained from the business sector, then economic theory says that
the damage-minimizing way to do so is to impose taxes on activities that are least
influenced by taxation. This maxim implies that the international sector is not a
good candidate for heavier tax burdens, due to competition produced by firms from
other countries and the resulting high degree of responsiveness of economic activity
to taxation. It does not help theU.S. economy, U.S. tax collections, or U.S. workers
to impose tax burdens that make U.S. firms uncompetitive in international markets.
Industries with activities that are particularly internationally mobile, such as ship-
ping, manufacturing, technology, and finance, also represent poor candidates for
heavier taxation, and indeed as international competition for them intensifies they
become strong candidates for favorable tax provisions.

Part of the motivation for international tax reform is concern over international
tax avoidance, and more specifically, the loss of tax revenue by the United States.
These concerns are entirely reasonable, since taxpayers often have incentives to ar-
range their affairs in ways that produce taxable income in countries other than the
United States. Furthermore, it is well-documented that the location of taxable in-
come is sensitive to tax rates. As a result, and particularly in the pre-2018 environ-
ment with a high U.S. corporate tax rate, taxpayers used financial and other means
to report income in lower-tax foreign countries rather than the United States. Both
in the past and now this shifting of tax base outside of the United States is a con-
cern—but it is very easy, and indeed very common, greatly to exaggerate the extent
of this problem.

The challenge in understanding the magnitude of international tax avoidance lies
in understanding how much, and where, income would have been reported in the
absence of tax-motivated profit shifting. This is extremely difficult to do, as a result
of which studies use highly imperfect proxies. And studies also use imperfect data
on the tax obligations of multinational firms.

The statistical evidence largely compares the reported profitabilities of multi-
national affiliates located in high-tax countries with the profitabilities of affiliates
located in low-tax countries. This evidence consistently points to there being a prob-
lem with international income shifting, but that the problem is modest in size. Some
of the best evidence ¢ suggests that the semi-elasticity of income reporting is roughly
0.4, which means that a corporation with operations in two countries, one facing a
25-percent tax rate, and the other a 15-percent tax rate, will typically arrange its
financial and other affairs to increase the reported income of the low-tax affiliate
by four percent of what it would otherwise have been. Other, rather more persua-
siveilevidence suggests that the effect on reported profits might be only half as large
as this.”

It is noteworthy that almost all of the available evidence reflects the behavior of
taxpayers subject to enforcement by tax authorities other than those of the United
States. A typical study considers the profitability of a multinational firm with oper-
ations in multiple countries such as Italy and Bulgaria. Since Italy imposes a 24-

6 For thoughtful interpretive surveys of this literature, see Scott Dyreng and Michelle Hanlon,
“Tax avoidance and multinational firm behavior,” in C. Fritz Foley, James R. Hines Jr., and
David Wessel eds., Global Goliaths: Multinational Corporations in the 21st Century Economy
(Washington, DC: Brookings, forthcoming), and Dhammika Dharmapala, “What do we know
about base erosion and profit shifting? A review of the empirical literature,” Fiscal Studies, De-
cember 2014, 35 (4), 421-448.

7Dhammika Dharmapala and Nadine Riedel, “Earnings shocks and tax-motivated income-
shifting: Evidence from European multinationals,” Journal of Public Economics, January 2013,
97, 95-107.
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percent corporate tax, and Bulgaria a 10-percent tax, there is an incentive to reallo-
cate taxable income from the Italian operation to the Bulgarian operation. By com-
paring the reported profitabilities of the two operations, studies attempt to infer the
extent to which this income reallocation occurs, and then extrapolate this pattern
to apply to other situations. The difficulty with this exercise—and one of the reasons
why 1t can offer of misleading implications for the United States—is that U.S. rules
and U.S. enforcers are not involved in policing any attempts to reallocate taxable
income out of Italy. Despite resource limitations and other challenges, U.S. tax en-
forcement remains extremely effective compared to that of other countries. As a re-
sult, patterns of apparent income reallocation between other countries need not, and
prqbablly go not, appear to anywhere near the same degree when the United States
is involved.

A separate issue that has come to light recently is that much of the data used
to analyze international tax avoidance is commonly misinterpreted, and in par-
ticular, has been improperly construed to imply that multinational firms allocate
much more income out of high-tax countries and into tax havens than in fact they
do.® The problem arises because multinational firms commonly own foreign affiliates
through holding companies in low-tax jurisdictions, and the accounting conventions
mean that in such circumstances all of the income earned by lower-tier foreign affili-
ates are attributed to the tax haven holding company. Thus, a U.S. firm that invests
in Germany via a Bermuda holding company might have taxable income of 100 in
Germany, but the statistics would show income of 100 in Germany and 100 also in
Bermuda. Since this type of arrangement is quite common for U.S. firms, particu-
larly in the pre-2018 era when the use of tax haven holding companies facilitated
deferral of U.S. tax obligations on foreign income,® the data showed the tax haven
affiliates of U.S. companies to have disproportionate incomes. The statistics are not
wrong, but they are readily misinterpreted. In the example, the Bermuda affiliate
in fact owns the shares of the German affiliate, so in that sense the Bermuda affil-
iate has an income of 100. But the essential point is that this 100 of income is taxed
in Germany, and that is what had not been properly appreciated prior to the ap-
pearance of the recent paper by Jennifer Blouin and Leslie Robinson. Much of the
reported income of tax haven affiliates is taxed by governments of higher-tax coun-
tries elsewhere, and in that sense is double-counted. As a result, most statistical
studi(leg greatly overstate the extent to which income is shifted into low-tax coun-
tries.

It has long been clear that many of the estimates of income shifting by multi-
national firms greatly overstate the extent of the problem. Two simple empirical
patterns reveal that it could not be the case that international tax avoidance is as
prevalent as some claim.

The first evidence comes from the location of foreign business activities. Studies
consistently find that multinational firms locate more employment, property, plant,
and equipment in low-tax locations, and less in high-tax locations, than the struc-
tures of these economies would ordinarily warrant.!! This business activity pattern
is itself a form of base erosion from the standpoint of high-tax countries, albeit of
a rather mundane form, since it is hardly surprising that high tax rates discourage
business activity, whereas low tax rates attract it. From the standpoint of profit
shifting, however, this pattern makes it clear that firms are unable to reallocate
pretax income with impunity. If it were easy to reallocate taxable income there
would be no benefit to locating real business activity in a low-tax country. The
profit-maximizing strategy would be to locate business activity wherever it gen-
erates the highest pretax profits, and use financial or other means to reallocate tax-

8 Jennifer Blouin and Leslie Robinson, “Double counting accounting: How much profit of multi-
national enterprises is really in tax havens?” Available at SSRN: http://dx.doi.org/10.2139/
ssrn.3491451.

9For an explanation and evidence of the role of tax haven holding companies in facilitating
deferral, see Mihir A. Desai, C. Fritz Foley, and James R. Hines Jr., “The demand for tax haven
operations,” Journal of Public Economics, March 2006, 90 (3), 513-531.

10 My own work, such as James R. Hines Jr. and Eric M. Rice, “Fiscal paradise: Foreign tax
havens and American business,” Quarterly Journal of Economics, February 1994, 109 (1), 149-
182, is not exempt from this critique.

11 See, for example, Mihir A. Desai, C. Fritz Foley, and James R. Hines Jr., “Foreign direct
investment in a world of multiple taxes,” Journal of Public Economics, December 2004, 88 (12),
2727-2744; Shafik Hebous, Martin Ruf, and Alfons J. Weichenrieder, “The effects of taxation
on the location decisions of multinational firms: M&A versus greenfield investments, National
Tax Journal, September 2011, 64 (3), 817-838; and Johannes Becker, Clemens Fuest, and Na-
dine Riedel, “Corporate tax effects on the quality and quantity of FDI, European Economic Re-
view, 2012, 56 (8), 1495-1511.
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able income to an affiliate located in a zero-tax location. It would be a mistake to
let tax rates influence where pretax profits are actually earned, since doing so re-
duces the amount that is ultimately destined to be reported as income by the affil-
iate in a tax haven. In fact, this is not what firms do: the evidence consistently indi-
cates that multinational firms tend to locate greater real business activity in coun-
tries with low tax rates than would otherwise be expected. This is consistent with
maximizing after-tax profits only if it is costly and difficult to shift pretax income.

Second, there is evidence from the limited use of tax haven affiliates by multi-
national corporations. The tax havens are the lowest tax-rate countries, so are the
destinations of choice, if one has unfettered choice, for profits to be reallocated from
high-tax countries. Despite the potential appeal of using tax haven affiliates for this
purpose, slightly fewer than 50 percent of U.S. multinational firms had any tax
haven affiliates in 2014, the last year for which these high quality data are avail-
able.12 Similar recent evidence is available from a study of the country-by-country
income reports of large German multinational firms, which reveal that just 8.7 per-
cent of the global incomes of these companies are reported in all tax haven countries
taken together.13

It is striking that fewer than half of U.S. multinational firms had any tax haven
operations at all in 2014. The majority of U.S. multinational firms obviously did not
reallocate taxable income to tax havens, as they had no method of doing so, given
the absence of legal presence there. Similarly, even if all of the tax haven income
of large German multinational firms were actually earned in Germany and mis-
attributed to tax haven affiliates—which obviously is a vast exaggeration—the total
magnitude of the resulting base erosion would be 8.7 percent. The most noteworthy
feature of this evidence is that there is nothing that prevents a U.S. or German
multinational firm from establishing a tax haven affiliate. The reason not to do so
is that it is not worth it—and the reason it is not worth it is that it is too difficult
or costly to reallocate taxable income from high-tax countries to tax haven countries.
Since the same logic applies even to the less than half of U.S. multinational firms
that do have tax haven operations, evidence of the limited use of tax haven oper-
ations by U.S. and German companies immediately implies that the problem of tax-
motivated income reallocation is modest in magnitude.

The fact that a problem is modest in magnitude does not mean that it should not
be addressed, of course. The United States should enforce its tax laws and protect
its tax base. However, when it comes to designing policy, we should do so with a
clear sense of the scope of current problems and priorities and objectives for reform.
It is in the country’s interest, and more specifically in the interest of U.S. workers,
to have a competitive tax system that supports the economy while collecting the rev-
enue that we need. This problem is difficult enough without exaggerating any of its
components. Wise design of U.S. policy has the potential to position the country for
robust economic growth as it comes out of the pandemic-induced recession, and U.S.
economic fortunes going forward depend on it.

PREPARED STATEMENT OF CHYE-CHING HUANG, EXECUTIVE DIRECTOR,
TAX LAW CENTER, NEW YORK UNIVERSITY SCHOOL OF LAW

Chairman Wyden, Ranking Member Crapo, and distinguished members of the
committee, thank you for the opportunity to testify today. It is an honor to partici-
pate in this hearing.

The COVID-19 recession was a heavy blow to the incomes of low-wage workers
and workers of color, and it followed decades of near-stagnant incomes and wages

12C. Fritz Foley, James R. Hines Jr., Raymond J. Mataloni Jr., and David Wessel, “Multi-
national activity in the modern world,” in C. Fritz Foley, James R. Hines Jr., and David Wessel
eds., Global Goliaths: Multinational Corporations in the 21st Century Economy (Washington,
DC: Brookings, forthcoming) indicates that in 2014, 49.8 percent of U.S. multinationals had one
or more tax haven affiliates. In other years for which there are available data—1982, 1989,
1994, 1999, 2004, and 2009—the fraction of U.S. multinational firms with tax haven affiliates
varied between 33.9 percent and 42.4 percent. While these data are comprehensive, they exclude
the smallest multinational firms, and since the smallest firms are the least likely to have tax
haven affiliates, it follows that these percentages if anything overstate the fraction of U.S. mul-
tinational firms with tax haven affiliates.

13 Clemens Fuest, Felix Hugger, and Florian Neumeier, “Corporate profit shifting and the role
of tax havens: Evidence from German country-by-country reporting data,” CESifo Working
Paper No. 8838, January 2021. The data come from German companies with annual aggregate
revenues exceeding 750 million euros.
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for low- and moderate-income households.! These workers and families should be a
top priority when making U.S. tax policy, including reforms to the U.S. inter-
national tax regime.

To prioritize workers and families, lawmakers may soon make overdue invest-
ments in areas including infrastructure, education, securing permanent historic re-
ductions in child poverty, and ensuring low-wage workers are not taxed into pov-
erty. Doing so would help secure U.S. competitiveness and innovation in ways that
benefit ordinary workers and families. For example, expanding economic security for
children in low- and moderate-income families can help ensure that those who have
talent for innovation and entrepreneurship have opportunities to fully realize those
abilities.2

Lawmakers may decide to finance some of these investments with tax revenues,
and international tax reform is one of a suite of sound tax policies that could con-
tribute. Such reform could ensure that highly profitable multinationals contribute
adequately to national investments from which they benefit.

Even aside from the substantial revenues that would be raised, sound inter-
national tax reform would help strengthen the economy by reducing current tax in-
centives for companies to locate profits and investments offshore or, potentially, in-
vert. Many large multinationals use cross-border tax avoidance as a profit center.
Reducing their ability to do so would help other U.S. businesses that cannot or do
not want to use tax avoidance as a business strategy to compete while staying fo-
cused on customers, products, and innovation.

The 2017 tax law, including its corporate and international provisions, did not
serve national priorities well. The law’s large permanent corporate tax cuts did not
lead to a perceptible increase in investment or wages above the trends underway
under the prior tax law.3 It did not adequately curtail profit shifting: multinationals
still shift hundreds of billions in profits offshore each year.# But it dramatically
shrank corporate tax revenues and increased after-tax inequality.5

My testimony offers three further points about the international tax regime and
how it can be reformed:

I. The post-2017 legal structure of the U.S. international tax regime contains
defects that are opportunities and incentives for multinationals to locate
profits and activities offshore.

II. Elements of the U.S. international tax regime can be salvaged and
strengthened. A more robust minimum tax and a re-tooled provision to ad-
dress base erosion by foreign-resident multinationals could form part of a
workable, coherent tax structure that raises revenues, while reducing the
current tax tilt towards offshore profits and investment.

III. 2021 offers timely opportunities to make these reforms. The U.S. can
strengthen its tax system to benefit U.S. workers and families and improve
the economy’s recovery and long-run health. In doing so the U.S. can take
a leadership role by seizing the once-in-a-century opportunity offered by

1Chad Stone, “Jobs Recovery Still Long Way Off, Especially for Low-Wage Workers and Work-
ers of Color,” Center on Budget and Policy Priorities, February 5, 2021, https:/ /www.cbpp.org/
blog | jobs-recovery-still-long-way-off-especially-for-low-wage-workers-and-workers-of-color; Chuck
Marr, Brandon DeBot, and Emily Horton, “How Tax Reform Can Raise Working Class Incomes,”
Center on Budget and Policy Priorities, October 13, 2017, https:/ /www.cbpp.org/research /fed-
eral-tax | how-tax-reform-can-raise-working-class-incomes; Jane. G. Gravelle, “Wage Inequality
and the Stagnation of Earnings of Low-Wage Workers: Contributing Factors and Policy Op-
tions,” Congressional Research Service, February 5, 2020, p. 2, https:/ /crsreports.congress.gov /
prOt}luct/ pdf/R/R46212; Opportunity Insights Economic Tracker, hitps://tracktherecovery.
org/.

2See Wesley Tharpe, Michael Leachman, and Matt Saenz, “Tapping More People’s Capacity
to Innovate Can Help States Thrive,” Center on Budget and Policy Priorities, December 9, 2020,
https:/ |www.cbpp.org [ research [ state-budget-and-tax | tapping-more-peoples-capacity-to-innovate-
can-help-states-thrive.

3See Jason Furman, “Prepared Testimony for the Hearing ‘The Disappearing Corporate In-
come Tax,” February 11, 2020, hitps://waysandmeans.house.gov /sites/democrats.waysand
means.house.gov /files | documents | Furman%20Testimony.pdf.

4Kimberly Clausing, “Profit Shifting Before and After the Tax Cuts and Jobs Act,” National
Tax Journal, Vol. 73, No. 4, 2020, p. 11, https://papers.ssrn.com/sol3/papers.cfm?abstract
1d=3274827.
5Jane G. Gravelle and Donald J. Marples, “The Economic Effects of the 2017 Tax Revision:
Preliminary Observations,” Congressional Research Service, last updated June 7, 2019, p. 7,
https:/ [ crsreports.congress.gov | product [ pdf/ R | R45736; Furman, supra note 3.
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current multilateral negotiations to build the framework for a robust, coop-
erative international tax system.

I. DEFECTS IN THE CURRENT LEGAL REGIME

The 2017 tax law not only cut the domestic corporate tax rate to 21 percent, but
also moved the U.S. tax regime to a partial “territorial” system, including by perma-
nently excluding certain income of U.S. multinationals from tax. Today, U.S. parent
companies can enjoy a far lower rate of tax on their foreign profits—often zero per-
cent—than the rate on U.S. profits if they meet certain conditions.

The drafters of the 2017 law were aware that a much lower permanent rate on
foreign profits than U.S. profits is a large, permanent incentive for multinationals
to both report profits offshore, and locate real investment overseas. Recognizing the
danger of this lopsided basic structure, the 2017 law included provisions aimed at
limiting the damage: GILTI, BEAT, and FDII.6 The anti-abuse rationale of some of
these provisions is sound, and the provisions contain some novel and promising ele-
ments. But their design undermines their effectiveness, and retains incentives to lo-
cate profits or investment overseas in some circumstances, and increases those in-
centives in others.

Treasury regulations cannot be expected to cure all the major flaws of such statu-
tory provisions. In some cases, however, regulations have enlarged the statute’s
problems. Some regulations probably overstepped the scope of legal authority. Oth-
ers did not take the best interpretation of the law within the range of regulatory
authority. Instead, some regulations interpreted the law to permit U.S. multi-
nationals to use various planning techniques to reduce their taxes and avoid the po-
tential impact of the law’s anti-abuse provisions, contrary to the basic purpose of
those statutory rules.

Some notable defects in the legal regime include:

1. GILTI’s promising minimum tax structure has three large flaws. A well-
designed minimum tax on foreign profits can ensure that profits that U.S. mul-
tinationals report offshore, and that are taxed not at all or very lightly in for-
eign countries, are subject to some tax by the U.S. A robust minimum tax
would greatly reduce the incentive for multinationals to shift profits and in-
vestment offshore, because it would reduce or eliminate tax savings from doing
so. It would also reduce the incentive for U.S. multinationals to report income
generated in other non-U.S. source countries as having been made in tax ha-
vens.

GILTI, however, is not robust: large classes of profits are exempt from its
reach, its design creates new incentives to shift profits and investment off-
shore, and its rate on foreign profits is too far below the U.S. corporate tax
rate.” Specifically:

e Substantial profits are entirely outside of the reach of GILTI, mean-
ing zero U.S. tax applies to certain income from real activity or
paper profits that are reported offshore. GILTI applies only to foreign
profits that are greater than 10 percent of a company’s investment in tan-
gible assets (such as factories) in foreign countries. That means a U.S. tax
rate of zero percent on swaths of U.S. multinationals’ foreign income.

This is an incentive for firms to shift or locate plants, equipment, and other
physical assets offshore, because the more such assets a corporation has
overseas, the more of that firm’s offshore income will face a U.S. tax rate
of zero percent rather than the domestic corporate tax rate of 21 percent.
That is true even when the firm’s foreign tangible assets generate little or
no profits themselves.8 In other words, if a U.S. multinational puts physical
plants and other tangible assets offshore, it can get a tax rate of zero per-
cent on profits from intellectual property and other intangible assets that
it has also moved on paper into tax havens.?

6 Global Intangible Low-Taxed Income, the Base Erosion and Anti-Abuse Tax, and Foreign-
Derived Intangible Income.

7This section draws on prior work of the author in Chuck Marr, Brendan Duke, and Chye-
Ching Huang, “New Tax Law Is Fundamentally Flawed and Will Require Basic Restructuring,”
Center on Budget and Policy Priorities, August 14, 2018, https:/ /www.cbpp.org/research /fed-
eral-tax [ new-tax-law-is-fundamentally-flawed-and-will-require-basic-restructuring.

8 A 10-percent rate of return is far higher than the historical rate of return on low-risk assets.
The interest rate on a 10-year Treasury bond is currently below 2 percent.

9 Clausing, supra note 4, Figure 2.
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Furthermore, the value of assets that is used to calculate the 10-percent ex-
emption is the basis used for the purpose of calculating depreciation, so
newer property generally gets a bigger exemption, bolstering the incentive
to locate new investment offshore.

GILTDI’s global approach creates a perverse incentive in some cir-
cumstances to favor locating profits in both countries that have
lower and higher tax rates than the U.S. GILTI is calculated based on
a multinational’s global income and non-U.S. taxes, instead of its income
and taxes for each country separately.l® GILTI therefore allows multi-
nationals to aggregate income and taxes from countries where they pay lit-
tle or no tax and those where they pay significant tax. The blending or
averaging feature of GILTI is a serious weakness. It leads to the striking
outcome that the U.S. can be the least attractive place for a multinational
to invest or place its profits, from a tax perspective.

On the one hand, if a multinational already has a lot of profits generated
in high-tax countries (a so-called excess credit position), it creates an incen-
tive for multinationals to book profits in tax havens because no U.S. tax
will apply. Because the multinational can average the profits newly booked
in a tax haven with the existing profits in high-tax countries, its average
tax rate on foreign income may be high enough to avoid any GILTI tax. In-
deed, even after the 2017 tax law, more than half of multinational corpora-
tions’ foreign income is still booked in Bermuda and six other large tax ha-
vens.11

On the other hand, if the multinational already has a lot of profits located
in low-tax countries or tax havens and is therefore paying the GILTI tax,
it can benefit by shifting U.S. profits or real activities to foreign countries
with a tax rate similar to the U.S—including to countries with rates that
are somewhat higher than those in the U.S. Doing so will result in a simi-
lar amount of tax due on the shifted profits or real activities. But it will
reduce the total tax on the profits located in low-tax countries by reducing
or eliminating the GILTI owed, due to the ability to average across coun-
tries under the GILTI.

As tax advisor, former Treasury international tax official, and Director of
the International Tax Program at NYU Law, David Rosenbloom has said,
this feature of GILTI can mean that it:12

“[. . .] creates a great incentive to send investment outside the United
States because averaging always produces an incentive to go outside the
United States. If you are low, you have an incentive to average up by going
outside the United States; if you are high, you have an incentive to go
abroad to bring the average down.”

The GILTI rate is still far below the rate on U.S. profits, leaving a
large tilt towards offshore profits and activity. The maximum effective
GILTI rate currently ranges between 10.5 and 13.125 percent.!3 This is
only roughly half the headline rate that domestic companies face on their
U.S. profits.

Having a minimum tax like GILTI is a recognition that allowing U.S. mul-
tinationals to earn tax-free profits abroad (a “pure” territorial system) is a
very harmful incentive to locate profits and investments offshore. GILTI at-
tempts to offset that tilt by somewhat closing the gulf between the rate on
foreign and domestic profits, without going all the way to equalizing them.
There is, however, much room for tax-motivated profit and investment
shifting in the space between 10.5 percent (or sometimes zero percent) and

10With a credit of up to 80 percent on foreign taxes they do pay. A firm paying $100 in foreign
taxes can thus reduce its U.S. minimum tax by $80.

11 Clausing, supra note 4, Figure 2.

12 Symposium, “The Future of the New International Tax Regime,” Fordham Journal of Cor-
porate and Financial Law, Vol. 24, No. 2, 2019, p. 292, https://ir.lawnet.fordham.edu/jcfl/
vol24/iss2/1/.

13 Income subject to GILTI is taxed with a 50-percent deduction, and only up to 80 percent
of foreign tax credits are creditable. This means that the effective GILTI rate is 10.5 percent
when no foreign tax credits are available, and up to 13.125 percent when full foreign tax credits
are available. Other circumstances involving further limitations on foreign tax credits are dis-
cussed below.
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21 percent, and the only way to curb much of that tax avoidance activity
is to narrow the tax rate gap.

2. BEAT aims at an important problem, but its “irrational” rules need re-
tooling. The BEAT is also intended to address a serious problem. Multi-
nationals, including foreign-based multinationals, shift profits out of the U.S.
and into low-tax countries by making large payments from their U.S. affiliates
to their foreign affiliates. The payments can be deductible by the U.S. affiliate
in the U.S. (reducing U.S. profits taxed at the U.S. domestic corporate tax
rate). But even though those payments are income of the foreign affiliate, if
the affiliate is in a tax haven, the payments can face little or no U.S. or foreign
tax. The multinational corporate group is on both sides of the payments, so
there may be opportunities to inflate the payments beyond a realistic price for
the transfer of actual assets, goods, or services. Such base erosion payments
are a problem encompassing all multinationals, but are particularly severe for
foreign-resident multinationals because they are not subject to GILTI. This
also means an incentive for U.S. multinationals to invert.

The BEAT is an add-on alternative minimum tax. Broadly speaking, the BEAT
disallows some deductions that a multinational would otherwise be able to
claim for payments to related foreign parties if those payments exceed a
threshold. BEAT’s rules on what payments and entities are counted or ex-
cluded are complex. The rules have politely been called “curious”'4—also,
“weird,” “irrational,” and “truly bizarre.”15

The BEAT catches some payments that do not appear to be a base erosion risk
yet ignores other large categories of payments that are a base erosion risk.16
The 1implementing regulations created further exclusions to the BEAT that are
not well-supported by the statute, noted below. Thus, while the BEAT has a
sound objective to prevent payments that artificially shift profits out of the
U.S.kfor tax purposes, the BEAT needs to be substantially revamped to hit its
mark.

3. FDII has an unclear purpose and muddled design. FDII allows a multi-
national to deduct a share of its “foreign-derived intangible income.” That is,
if a multinational holds intangible assets (such as patents or other IP) in the
U.S., its above-normal profits from exports of products, services, and assets re-
lated to those intangibles get a tax break. This structure favors selling such
products to foreign consumers rather than U.S. consumers, which makes it
very likely subject to WTO challenge as an export subsidy.!” Compounding
that (perhaps fatal) flaw, FDII creates incentives for certain multinationals to
sell their U.S. tangible assets or locate them offshore to get more income taxed
at the favorable FDII rate. This is because the FDII deduction is allowed only
to the extent that profits from covered exports exceed a set rate of return on
tangible assets located in the U.S., so the fewer tangible assets a company has
in the U.S., all else equal, the larger its FDII tax break.'8 FDII’s tax break
is also on income from both old and new investments alike, meaning a large
part of it is a wasteful giveaway on profits from old investments.

4, Regulations cannot be expected to fix the flaws of a statute, but under
trying circumstances, the regulations introduced some new problems.
When a tax law’s design or drafting is flawed, Treasury and the IRS cannot
be expected to fix those flaws fully through regulation and guidance. But when
faced with a law’s flaws, ideally regulation would not add to them. The cir-
cumstances of the enactment of the 2017 tax law, however, were not ideal.

After a truncated legislative process, the under-resourced agencies were re-
quired to propose and finalize a tremendous number of regulations quickly.
Comments on proposed regulations came overwhelmingly from corporations

14 Clausing, supra note 4, p. 15.
15 Symposium, supra note 12, p. 287.
1674

17Rebecca M. Kysar, “Critiquing (and Repairing) the New International Tax Regime,” Yale
Law Journal Forum, Vol. 128, October 25, 2018, pp. 350-51, https:/ /www.yalelawjournal.org/
pdf/Kysar su38ocab.pdf; Congressional Research Service, “Issues in International Corporate
Taxation: The 2017 Revision” (Pub. L. 115-97), April 23, 2020, pp. 32-33, hitps:/ /fas.org/sgp/
crs/misc/R45186.pdf.

18 Dhammika Dharmapala, “The Consequences of the Tax Cut and Jobs Act’s International
Provisions: Lessons From Existing Research,” National Tax Journal, Vol. 71, No. 4, 2018, pp.
722-723, hitps:/ |www.ntanet.org | NTJ | 71/4/ntj-v71n04p707-728-Consequences-of-the-Tax-Cut-
and-Jobs-Acts-International-Provisions.html; Clausing, supra note 4, p. 14.
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and their representatives seeking an interpretation of the law that would
lower (or further lower) their tax liability.l® With notable exceptions, there
were very few comments from a broad public interest perspective, despite the
large consequences of these technical decisions.

Several regulations exacerbated weaknesses in the law, even when the statute
gave scope for better alternatives. Neither usual congressional estimation and
scorekeeping processes, nor Treasury’s regulatory processes provide explicit es-
timates of the net impact of the 2017 tax law’s regulations on revenues or dis-
tribution.2? There are indications, however, that the law’s international tax
regulations were consequential. Together with new information on corpora-
tions’ financial reporting and on multinationals’ tax planning around the law,
CBO projected in 2020 that the international tax regulations will lower pro-
jected gisvenues by roughly $110 billion over 10 years relative to earlier esti-
mates.

International tax regulations implementing the 2017 tax law that are highly
questionable in terms of both authority and policy include:

e The foreign bank exception to BEAT, that, according to The New York
Times, is estimated to reduce the BEAT’s revenues by up to $50 billion.22

e The GILTI high-tax exception election. Regulations allow multi-
nationals facing usual limitations on their foreign tax credits (intended to
serve an anti-abuse purpose) to elect out of GILTI when the tax credit lim-
its cause them to face an effective foreign tax rate above 18.9 percent.23

e The failure to allocate R&D to GILTI, meaning that a multinational’s
R&D expenses are not adequately matched to their foreign income, increas-
ing their ability to maneuver foreign tax credits to reduce U.S. tax liability
under GILTI.24

e A weakened statutory interest expense limit on the 10-percent re-
turn exempt from GILTI with a highly permissible rule for calculating
the amount of interest allocated under this rule.25

This is not to say all the regulations were maximally generous to multi-
nationals. As tax law expert Samantha Jacoby noted, “Companies and lob-

19 For discussion of regulatory processes, see Rebecca Kysar, “TCJA’s Business Provisions: De-
sign Flaws and Undemocratic Implementation,” testimony before the U.S. House of Representa-
tives Ways and Means Committee, February 11, 2020, https:/ /waysandmeans.house.gov /sites /|
democrats.waysandmeans.house.gov / files | documents / Kysar%20Testlm0ny pdf. For an example
of the one-sided nature of comments on regulations generally, see Shu-Yi Oei and Leigh Osofsky,
“Legislation and Comment: The Making of the § 199A Regulations,” Emory Law Journal, Vol.
69, No. 2, January 2019, htips:/ /lawdigitalcommons.bc.edu [ cgi/viewcontent.cgi?article=2273&
context=lsfp. Oei and Osofsky found that comments on the regulations implementing the lower
rate for pass-through businesses were overwhelmingly from taxpayers, industries, or other pri-
vate interests. Only 1 out of 51 communications during the pre-notice period were submitted
by public interest-oriented individuals or groups, and only 5 out of 388 comments during the
notice and comment period.

20 Either compared to the regulatory settings that were assumed when the revenue impact of
the law as enacted was first estimated, or compared to a scenario where no regulations were
issued. For an explanation of how OIRA review of tax regulations has failed to produce inform-
ative revenue or distribution analysis of tax regulations, see Greg Leiserson, “Cost-Benefit Anal-
ysis of U.S. Tax Regulations Has Failed: What Should Come Next?”, Washington Center for Eq-
uitable Growth, September 30, 2020, htips://equitablegrowth.org/research-paper /cost-benefit-
analysis-of-u-s-tax-regulations-has-failed-what- should-come-next /.

21Samantha Jacoby, “Corporation-Friendly Treasury Regulations Reducing Federal Reve-
nues,” Center on Budget and Policy Priorities, last updated February 13, 2020, https://
www.cbpp.org [ research [ federal-tax [ corporation- frlendly treasury-regulations- reducmg federal
revenues. That loss is likely to be mechanically lower now in dollar terms due to the recession.

22 Jesse Drucker and Jim Tankersley, “How Big Companies Won New Tax Breaks From the
Trump Administration,” New York Times, December 30, 2019, https:/ /www.nytimes.com /2019/
12/30/business [ trump-tax-cuts-beat-gilti.html. For further analysis of the statutory authority
issue, see Kysar, supra note 19.

23 Stephen E. Shay, “A GILTI High-Tax Exclusion Election Would Erode the U.S. Tax Base,”
Tax Notes, November 18, 2019, https:/ /papers.ssrn.com /[sol3/papers.cfm?abstract id= 3490053.
The strained 1nterpretat10n may also carry risks for other parts of the code. See Jasper Cum-
mings, “Not GILTI ‘by Reason of” the High-Tax Exclusion,” Tax Notes, October 5, 2020, https://
www.taxnotes.com [ tax-notes-federal | global-intangible-low-taxed-income-gilti / not-gilti-reason-
high-tax-exclusion /2020/10/ 05/ 2czwq.

24 Stephen E. Shay, Reuven S. Avi-Yonah, Patrick Driessen, J. Clifton Fleming, and Robert
J. Peroni, “Why R&D Should Be Allocated to Subpart F and GILTI,” Tax Notes, June 22 2020,
https: | | papers.ssrn.com [ sol3 | papers.cfm?abstract_id=3633962.

25 See Kysar, supra note 19; Symposium, supra note 12, pp. 290-91.
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byists didn’t get everything they asked for,” but “[in] some very important
areas, they got a lot of what they asked for.”26

The lopsided process of corporations seeking more favorable tax treatment
from the law and regulations has not yet finished. Strained statutory inter-
pretations taken by some regulations open a door for taxpayers to push for
similarly stretched interpretations of other parts of the tax code—but only
when it would lower their taxes.2? Multinationals wishing to make the
international tax regulations even more favorable to them can also chal-
lenge them in court. This is a one-sided ratchet, because it is not clear who
can challenge legally flawed regulations that are overly generous.28

Furthermore, if adequate funding is not restored to a deeply under-
resourced IRS—which since 2010 has lost more than a third of its revenue
agents who are expert enough to deal with the most complex tax audits—
evi;n thg 2lgalws and regulations that are on the books will not be adequately
enforced.

II. SALVAGING AND STRENGTHENING ELEMENTS OF THE INTERNATIONAL TAX REGIME

Reform to U.S. international tax law that focuses on workers, jobs, and invest-
ment would address the law’s flaws while strengthening its promising elements. A
robust minimum tax on U.S. multinationals and a retooled provision to address base
erosion, especially by foreign multinationals, could be part of a workable, durable
structure that raises revenues while reducing the current tilt towards offshore prof-
its and investment. Broad directions for reform include:

1. Crafting a robust minimum tax out of GILTI. Professor Susan Morse has
observed that “GILTI will perhaps end up saving the corporate tax.”30 GILTI
would be a robust minimum tax on U.S. multinationals if it were reformed to:

¢ Exclude less foreign income from its reach. This means eliminating
the 10-percent return on tangible assets that is currently exempt and elimi-
nating the high-tax exception election.

Eliminate or reduce various opportunities to blend and shelter in-
come, expenses, and credits from different sources to avoid GILTI.
Calculating GILTI on a country-by-country basis is one key way to achieve
this objective. It would mean that every dollar earned in a tax haven would
be subject to GILTI tax. It would also eliminate the incentive for multi-
nationals to shift profits and activities to foreign countries with similar tax
rates as the U.S. in order to reduce or eliminate the minimum tax that
would be otherwise due on profits booked in tax havens. Reforms should
also address the calculation of the interest expense allocation, and the fail-
ure to allocate R&D to GILTI.

¢ Set a minimum rate far closer to, and certainly no less than, 75 per-
cent of the U.S. domestic rate. This is the most straightforward way to
limit incentives to locate profits and investment offshore.

Another attraction of a strong GILTI with these features is that it could allow
the U.S. to more strongly advocate for a robust global minimum tax in multi-
lateral negotiations, as discussed below.

2. Re-working BEAT. The BEAT diagnoses a serious problem—payments that
shift profits into tax haven countries—but little about the BEAT rules make
sense. A substantially reworked BEAT could more precisely and effectively tar-
get payments that are in fact more likely to be base erosion, while exempting
those that are not. It could apply to payments only to countries where the pay-
ments are not subject to a reasonable tax rate, so that it does not capture pay-

26 Richard Rubin, “Trump-Era Tax Rule Benefiting Some Multinationals May Get Revised
Under Biden,” Wall Street Journal, 7 December 2020, https:/ /www.wsj.com /articles/trump-era-
tax-rule-benefiting-some-multinationals-may-get-revised-under-biden-11607337001.

27 Cummings, supra note 23.

28 See Shay et al., supra note 23, section VI. For discussion of who may challenge overly gen-
erous tax regulations, see Daniel J. Hemel and David Kamin, “The False Promise of Presidential
Taxation,” Yale Journal on Regulation, Vol. 36, No. 2, 2019, https:/ |/ papers.ssrn.com/sol3/pa-
pers.cfm?abstract id=3184051.

29 Chye-Ching Huang, “Depletion of IRS Enforcement Is Undermining the Tax Code,” testi-
mony before the House Ways and Means committee, February 11, 2020, Attps:/ / www.cbpp.org/
research [ federal-tax | depletion-of-irs-enforcement-is-undermining-the-tax-code /.

30 Symposium, supra note 12, p. 259. Morse’s comments also related to the potential role of
GILTI in multilateral negotiations; this is discussed further below.
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ments that are not likely to be “base erosion.” On the other hand, BEAT should
be reformed to catch other payments that may be base erosion (such as its ex-
clusions for costs of goods sold, and the treatment of the portion of certain pay-
ments that do not represent mark-up).3! As with a robust GILTI, a reworked
BEAT could also support the development of a cooperative multilateral ap-
proach, as discussed below.

3. Leaving FDII behind. I am skeptical that FDII can be salvaged given its
muddled rationale and WTO problems. Some commentators have suggested
making FDII into a “patent/innovation box” that gives a discounted tax rate
on profits for IP located in the U.S., regardless of the location of the end con-
sumer. Patent boxes are a not a good solution to any well-defined problem:
they deliver windfall tax cuts to already profitable investments of the sort that
already enjoy substantial tax subsidies, and patent boxes are a magnet for tax
avoidance. Public resources intended to support innovation would be better di-
rected towards public investment in science, basic research, broadband infra-
structure, education, and ensuring all children can thrive.32

4. Seizing missed opportunities in areas like check-the-box and transfer
pricing. While providing some promising new structures that can be the basis
of further reform, the 2017 tax law largely failed to address several other
weaknesses of the prior regime. These could also be revisited. For example, it
would be timely to consider the “check-the-box” rules that allow U.S. multi-
nationals to avoid paying taxes on their foreign subsidiaries’ passive earnings
(such as interests and royalties) by checking a box on an IRS form that has
the effect of making those offshore subsidiaries and their passive income invis-
ible for U.S. tax purposes. Check-the-box has spawned complex regulatory at-
tempts to limit its abuses, and it can now be used to reduce GILTI.33 Various
transfer pricing rules also deserve further scrutiny. There may be both regu-
latory and legislative opportunities to address such issues.

5. Creating more coherent, less gameable rules. The scaffolding of a re-
formed international tax regime will need detailed and robust rules layered on
top of it. Some rules of thumb for crafting them are:

e Eliminate blending/averaging in some cases or reduce its extent in
others. The late Edward Kleinbard, former tax practitioner, Joint Com-
mittee on Taxation staff director, and then University of Southern Cali-
fornia professor, described international rules that permit averaging of in-
come, deductions, and credits across high and low-taxed sources as being
a “tax distillery.” In this distillery, “tax master blenders” at each company
perfect the mix of income, deductions, and credits reported in each entity,
country, and other relevant categories to lower the ultimate rate on foreign
profits.34

An example of the tax minimization benefits of averaging include where
high-taxed profits can be used to shield low-tax profits, such as in the glob-
al approach of GILTI. A similar structure is when different categories of in-
come or expenses can be averaged before allocating them to different sets
of entities or countries, such as in the interest computation rules for calcu-
lating exempt income under GILTI. Permissive averaging structures can
protect incentives to book profits in tax havens, and can create other per-
verse incentives. Such structures should generally be avoided (such as mov-
ing to country-by-country for GILTI). Any other averaging (or blending,
cross-crediting, etc.) that is permitted should occur only within boundaries
drawn as tightly as possible.

e Minimize electivity. Letting multinationals choose how to be taxed under
various regimes—as is the case with the GILTI high-tax exception elec-
tion—simply means most multinationals will claim a tax cut for having

31Kgsyar, supra note 17, p. 357.

32 Alex Bell, Raj Chetty, Xavier Jaravel, Neviana Petkova, and John van Reenen, “Who Be-
comes an Inventor in America? The Importance of Exposure to Innovation,” Opportunity In-
sights, November 2018, htips://opportunityinsights.org/paper/losteinsteins/; Tharpe et al.,
supra note 2.

33 Moshe Spinowitz and Robert Stevenson, “To Check or Not to Check? The TCJA’s Impact
on Entity Classification Decisions,” International Tax Journal, March—April 2019, https://
www.skadden.com |insights [ publications /2019 / 04 | to-check-or-not-to-check.

34Edward D. Kleinbard, “Stateless Income,” Florida Tax Review, Vol. 11, 2011, p. 727,
https:/ | gould.usc.edu | centers/class | class-workshops | usc-legal-studies-working-papers | docu-
ments/C11 1 paper.pdf.
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competent tax advisors. If the election is annual, as for the high-tax excep-
tion, it can mean switching in and out of different regimes from year to
year.

International tax rules will never be especially simple. But elective rules
create the type of unnecessary complexity that benefits only multinationals
and their advisors. When large tax benefits are at stake, it can seem that
multinationals’ calls for simplicity and certainty can grow quieter, while
their calls for (complex and variable) electivity that lowers taxes grow loud-
er.

e Align different regimes. Different parts of the international tax code
serve different purposes, but where rules misalign for no good reason, they
can create opportunities to plan into and out of whichever regime results
in less tax. Limiting electivity is one way to minimize such gaming; align-
ing rules (such as expense allocation rules for GILTI that are more like
other foreign tax credit allocation rules, or the various aspects of FDII and
GILTI that are misaligned 3%) is another.

III. THE UNIQUE OPPORTUNITY TO MAKE NEEDED REFORMS IN 2021

Sound reforms of the U.S. international tax system will deliver benefits to U.S.
workers and the economy, as discussed above. Lawmakers can also ensure that such
reforms are consistent with the U.S. taking a constructive and leading role in the
current effort to ensure the global international tax system moves toward a strong,
cooperative framework. Doing so could also profoundly benefit U.S. workers and the
economy by potentially eliminating the current race to the bottom amongst coun-
tries, where each seeks to undercut the others’ corporate tax systems in order to
attract corporate residence, profits, or investments. This race to the bottom depletes
revenues that are critical to making the investments with widely shared benefits
that would strengthen the living standards of workers and families while improving
the strength of the economy.

The global international tax system is at a once-in-a-century crossroads.36 Its cur-
rent framework was constructed in the 1920s and focused on preventing double tax-
ation, so that income would not be taxed twice (or more) by different countries. It
was not designed to prevent double non-taxation, where multinationals report in-
come in neither their home country nor where they made the income, but instead
in tax havens where they are taxed at zero or very low rates. Multilateral attempts
to address double non-taxation were sporadic until recently, and often focused on
trying to discipline low-tax countries and tax havens. These efforts were ineffective,
in part because they paid insufficient attention to the role of high-income countries’
tax rules in allowing resident multinationals to enjoy large tax benefits when those
companies shift their profits to tax havens. But the Great Recession, long-run fiscal
challenges, and growing inequality increased countries’ focus on holes in the inter-
national tax system.37

OECD/G20 multilateral efforts are now seeking to build a new international
framework to address “base erosion and profit shifting” and curtail the race to the
bottom on corporate tax rates and international tax rules, while still preventing
double taxation. These efforts have faced challenges. For instance, the prior admin-
istration’s efforts in multilateral forums were not as constructive as they might have
been.38 The COVID-19 recession created new fiscal pressures, and many countries
have started to consider, propose, and implement Digital Services Taxes (“DSTs”)
on sales of intangible digital services to customers in those countries. These destina-
tion countries argue they have a claim to some tax on corporate profits and note
that that profits deriving from intangible assets often go entirely untaxed. However,

35 For discussion of misalignments between GILTI and FDII, see Jonathan S. Brenner and Jo-
siah P. Child, “The Nitty-Gritty of FDIL” Tax Notes, September 17, 2018, htip://www.
capdale.com /files /24250 the_nitty-gritty of fdii.pdf.

36 For some discussion of the development of the global international tax system and recent
developments, see the discussion in the Symposium proceedings at supra note 12; Ruth Mason,
“The Transformation of International Tax,” The American Journal of International Law, Vol.
114, No. 3, July 2020, htips:/ | papers.ssrn.com [ sol3 | papers.cfm?abstract id=3576520; Steven A
Dean, “FACTCA, the U.S. Congressional Black Caucus, and the OECD Blacklist,” Tax Notes,
July 7, 2020, https://www.taxnotes.com /tax-notes-today-international /competition-and-state-
aid/fatca-us-congressional-black-caucus-and-oecd-blacklist / 2020/ 07 | 07 | 2¢cns4.

37 See Mason, supra note 38.

38 Alan Rappeport, Ana Swanson, Jim Tankersley, and Liz Alderman, “U.S. Withdraws From
Global Digital Tax Talks,” New York Times, June 17, 2020, hitps:/ | www.nytimes.com /2020/06/
17/ us/politics | us-digital-tax-talks.html.
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some features of some DSTs have given rise to claims that they target U.S. compa-
nies, and uncoordinated responses could create an incoherent patchwork of taxation
and raise the specter of some double tax. But there is still a chance to achieve a
cooperative framework to prevent double non-taxation and the race to the bottom,
while avoiding a proliferation of uncoordinated unilateral measures.

Building a strong global framework will require the U.S. to use its intellectual
and economic gravity. Secretary Yellen has stated that the Biden administration
will engage “robustly” in the OECD/G20 multilateral process, and withdrew an
unconstructive demand made by the prior administration.39

Given the opportunity presented by the OECD/G20 negotiations, reforms to GILTI
of the types outlined above could have dual benefits. First, they would deliver sig-
nificant benefits to the U.S. in their own right. Second, such reforms could support
a cooperative effort. For instance, lawmakers can ensure that GILTI reforms are
drafted consistently with potential commitments in “Pillar 2” of the OECD/G20 In-
clusive Framework. Pillar 2 seeks to ensure that all companies pay a minimum level
of tax, including through the adoption of Income Inclusion Rules (“IIRs”) which
could have the features of a reformed GILTI. The adoption of strong IIRs would help
reduce multinationals’ gains from profit shifting to tax havens (as those profits
would still face minimum taxes in multinationals’ countries of residence) and help
to curtail the race to the bottom by reducing the incentive for countries to set their
corporate tax rates below the minimum rate (as doing so would have less impact
on the worldwide tax liability of multinationals).

Assuming GILTI were strengthened, and the BEAT reformed so that it more ade-
quately captures base erosion by foreign-headquartered multinationals, U.S.-
headquartered multinationals could be exempt from the BEAT, because base erosion
payments by U.S. multinationals would be more adequately addressed by the re-
formed GILTI. This would help rationalize the BEAT so it is more targeted and ef-
fective, and make it more consistent with the structures being considered under Pil-
lar 2. (The OECD Blueprint for Pillar 2 notes that the Inclusive Framework “strong-
ly encourages” the U.S. to turn off BEAT when entities are resident in countries
that have an IIR.)

The fact that a minimum tax along the lines of GILTI is now a focus of multilat-
eral negotiations shows the U.S.’s intellectual and economic gravity in international
tax. The Obama administration was reportedly “laughed out of the room” when it
first floated minimum taxes as the basis of a multilateral approach.4® Today, how-
ever, the enactment of GILTI in 2017 has helped change the conversation such that
a reformed GILTI could now be a model for a cooperative international regime. Even
if a multilateral agreement among countries that represent a major slice of the glob-
al economy takes time to finalize, therefore, lawmakers should not hesitate to re-
form GILTI, BEAT, and FDII in ways that would deliver significant benefits to the
United States.

QUESTIONS SUBMITTED FOR THE RECORD TO CHYE-CHING HUANG

QUESTIONS SUBMITTED BY HON. MICHAEL F. BENNET
TAX HAVENS; BASE EROSION AND PROFIT SHIFTING

Question. For decades, corporations have used overseas tax havens to avoid their
share of taxes, which has shifted an ever-larger share of the tax burden onto
working-class and middle-class Americans. Governments across the globe are losing
an estimated $427 billion per year in revenue, and the U.S. alone loses about $90
billion per year—money that could be used to shore up public education, repair our
roads, or lift our children out of poverty.! The 2017 tax law lowered the corporate
tax rate and adopted the base-erosion and anti-abuse tax (BEAT), yet companies are
still shifting jobs and profits offshore.

39 James Polti, Aime Williams, Chris Giles, Sam Fleming, and Miles Johnson, “U.S. Removes
Stumbling Block to Global Deal on Digital Tax,” Financial Times, February 26, 2021, https://
www.ft.com /content [ c2a6808e-ec6d-41d5-85e9-3a27c¢2b2¢1bc.

40 Symposium, supra note 12, p. 294.

1Jeanne Whalen, “Tax cheats deprive governments worldwide of $427 billion a year, crippling
pandemic response: Study,” The Washington Post, November 19, 2020, https://www.
washingtonpost.com [ us-policy /2020/ 11/ 19 /global-tax-evasion-data /.
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What are the inadequacies of the 2017 tax law on this issue? Did it further incent
offshoring?

Answer. The large revenue cost of the tax law’s corporate and international provi-
sions nevertheless left in place substantial profit shifting.2 Some of the law’s new
provisions also introduced new incentives to locate profits and investment offshore.
The basic structure of the law with a much lower rate on foreign profits than U.S.
profits is the biggest structural flaw of the law that creates a tilt towards offshore
profits and investment.

Recognizing the danger of this lopsided basic structure, the 2017 law included pro-
visions aimed at limiting the damage: GILTI, BEAT, and FDII.3 The anti-abuse ra-
tionale of some of these provisions is sound, and the provisions 