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I. Introduction

A. The President’s Fiscal Commission

In February 2010 President Obama established
the bipartisan National Commission on Fiscal Re-
sponsibility and Reform (the deficit reduction com-
mission),1 and the commission issued its final
report on December 1, 2010.2 The co-chairs of the
commission were Alan Simpson, former Republican
senator from Wyoming, and Erskine Bowles, former
chief of staff to President Clinton. The objective of
the commission was to ‘‘identify to the President
policies to improve the fiscal situation in the me-
dium term and to achieve fiscal sustainability over
the long run.’’3 The commission was required to
‘‘vote on the approval of a final report . . . not later
than December 1, 2010.’’4

1The deficit reduction commission was established by Presi-
dent Obama under Exec. Order No. 13531, ‘‘National Commis-
sion on Fiscal Responsibility and Reform’’ (Feb. 18, 2010).

2National Commission on Fiscal Responsibility and Reform,
‘‘The Moment of Truth’’ (Dec. 2010), Doc 2010-25486, 2010 TNT
231-35 (final report).

3‘‘Charter for the National Commission on Fiscal Respon-
sibility and Reform,’’ section 3, available at http://www.
fiscalcommission.gov/charter.

4Id. at section 10. On December 3, 2010, The Economist
reported that ‘‘just 11 of [the commission’s] 18 members voted
for the deficit-reduction proposal tabled by its two chair-
men . . . falling short of the 14 required for the full Congress to
vote on it,’’ available at http://www.economist.com/blogs/
freeexchange/2010/12/presidents_de ficit_commission.

Samuel C. Thompson Jr. is a professor at, and
director of, the Center for the Study of Mergers and
Acquisitions at Penn State’s Dickinson School of Law,
State College, Pa.

This report is based in part on the analysis pre-
sented in Thompson’s ‘‘Assessing the Following Sys-
tems for Taxing Foreign-Source Active Business
Income: Deferral, Exemption, and Imputation,’’ 53
How. L.J. 337 (2010).

Congress should follow the original proposal of the
co-chairs of President Obama’s National Commission
on Fiscal Responsibility and Reform and adopt an
imputation system for taxing foreign-source income,
and use the revenues gained from the elimination of
the current deferral system to lower the tax rate for all
U.S. corporations and for foreign corporations doing
business in the United States.

Two significant benefits would result from an im-
putation system: The unlevel playing field, which
prefers foreign investment over U.S. investment,
would be made level, and U.S. multinational corpora-
tions would no longer have an incentive to abuse the
transfer pricing rules by allocating excessive income to
foreign subsidiaries or to enter into abusive transac-
tions deflecting excessive expenses to U.S. parents.
These abuses are significant in the current deferral
system and would be even greater with a territorial
system, which the commission proposed.
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In anticipation of the December 1, 2010, deadline
for a vote by the commissioners, on November 10,
2010, the co-chairs released a draft document5 set-
ting out their proposals for deficit and debt reduc-
tion, discretionary spending cuts, tax reform
options, mandatory spending cuts, and Social Secu-
rity adequacy and solvency.6 The draft document
describes the following goals for tax reform:

• lower rates;
• simplify the code;
• broaden the base;
• cut spending in the tax code (tax expenditures);
• improve compliance (tax gap);
• make America the best place in the world to

start and grow a business; and
• reduce the deficit.7
The draft document identifies three options for

tax reform. Only options 1 and 2 are discussed here.
Under Option 1, ‘‘the zero plan,’’ all ‘‘$1.1 trillion of
tax expenditures’’8 would be eliminated, and as a
result, the maximum individual rate would be
reduced to 23 percent and the maximum corporate
rate would be reduced to 26 percent.9 The elimina-
tion of all tax expenditures would include the
repeal of the deduction for home mortgage interest,
taxing capital gains and dividends at the same rate
as ordinary income, and presumably adopting an
imputation system in place of the current deferral
system, which defers from U.S. taxation foreign-
source active income earned by U.S. controlled
foreign corporations until that income is repatri-
ated. The deferral system is the second largest
corporate tax expenditure. Option 1, with the repeal
of all tax expenditures, including the elimination of
deferral, is referred to here as Option 1 Base Case.

Option 1 also contains several potential modifi-
cations (Option 1 Modified) that would retain speci-
fied tax expenditures. Those modifications include
the adoption of a territorial system for taxing
foreign-source income, which would completely
exempt active foreign-source income from U.S.
taxation. Option 1 Modified shows that if a territo-
rial system were adopted, the corporate tax rate
would be increased from 26 to 28 percent.10 How-
ever, as detailed in Section VI.B.7 of the draft,
calculations of the revenue impact associated with
the deferral benefit (which should be less costly
than a territorial system) indicate that if a move is

made under Option 1 Modified to adopt a territorial
system, the corporate tax rate would be signifi-
cantly higher than 28 percent. In other words, it will
be difficult to cut the corporate tax rate to 28 percent
and also move to a territorial system.

Under the commission’s Option 2, ‘‘Wyden-
Gregg style reform,’’11 several individual and cor-
porate tax expenditures would be cut back or
eliminated, and the maximum corporate tax rate
would be 26 percent.12 The Wyden-Gregg reform is
based on the Bipartisan Tax Fairness and Simplifi-
cation Act (S. 3018) (the Bipartisan Tax Act), which
was introduced on February 23, 2010, by Senate
Finance Committee member Ron Wyden, D-Ore.,
and then-Sen. Judd Gregg, R-N.H. Although the
Bipartisan Tax Act called for the replacement of the
current deferral system with an imputation system,
Option 2 provides for the adoption of a territorial
system.13

In rejecting the approach of Option 1 Base Case,
the commission’s final report demonstrates a fun-
damental inconsistency in proposing both a signifi-
cant curtailment in corporate tax expenditures
generally and the expansion of the second-largest
corporate tax expenditures — the current deferral
system for taxing foreign-source income — into a
territorial system for taxing that income, which is
an even larger corporate tax expenditure. In this
regard, the final report explains:

The corporate income tax . . . hurts America’s
ability to compete. On the one hand statutory
rates in the U.S. are significantly higher than
the average for industrialized countries . . . and
our method of taxing foreign income is outside
the norm. The U.S. is one of the only industri-
alized countries with a hybrid system [that is,
a deferral system] of taxing active foreign
source income. The current system puts U.S.
corporations at a competitive disadvantage
against their foreign competitors. A territorial
system should be adopted to help put the U.S.
system in line with other countries, leveling the
playing field.14

For the reasons discussed below, this analysis is
fundamentally flawed in two ways. First, it ignores
the pre-competitive benefits that would flow from
investment in the United States by both foreign and
U.S. firms if the deferral system were replaced with
an imputation system and the revenue savings from
elimination of the deferral tax expenditure were5National Commission on Fiscal Responsibility and Reform,

‘‘Co-Chairs’ Proposal: 11.10.10 Draft Document’’ (Nov. 2010),
Doc 2010-24196, 2010 TNT 218-35.

6Id. at 2.
7Id. at 22.
8Id. at 23.
9Id. at 24.
10Id.

11Id. at 26.
12Id. at 27.
13Id.
14Final report, supra note 2, at Section II, ‘‘Tax Reform.’’
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used to reduce corporate tax rates for all corpora-
tions. Second, adoption of a territorial regime
would increase the competitive advantage foreign
investment currently has over domestic investment,
thus further unleveling the playing field.

While I support the general direction of options 1
and 2 and the final report, I strongly believe our
current deferral system for taxing foreign-source
income should be replaced with an imputation
system rather than a territorial system.15

B. Guide to the Balance of the Report

This report first introduces the deferral, territo-
rial, and imputation systems for taxing foreign-
source income (Part II) and then discusses transfer
pricing and deflection of income issues that can
arise with a deferral and territorial system but not
with an imputation system (Part III). The report
then examines the pros and cons of the current
deferral system (Part IV), a territorial system (Part
V), and an imputation system (Part VI). As dis-
cussed in Part VI.B.6, significant revenues would be
realized by moving from the current deferral sys-
tem to an imputation system. Consistent with Op-
tion 1 Base Case and the Bipartisan Tax Act, Part
VI.B.7 proposes that the enhanced revenues from
repealing the tax expenditures associated with end-
ing deferral be used to reduce the corporate tax rate
for all corporations. Part VII summarizes the rea-
sons the United States should adopt an imputation
system.

II. Deferral, Territorial, and Imputation Systems

A. In General

There are three basic approaches the United
States can take in structuring the taxation of active
(as distinguished from passive) foreign income
earned by companies controlled by U.S. persons: (1)
a deferral system, which is currently used by the
United States; (2) a territorial or exemption system,
which is one of the alternatives set out in the draft
document; and (3) an imputation system. Each of
these systems is briefly discussed in the following
subsections.

B. Deferral System

In the U.S. deferral system, the active earnings of
U.S.-owned foreign corporations (CFCs, such as a
wholly owned foreign subsidiary of a U.S. parent
corporation) generally are not subject to U.S. taxa-
tion until the income is repatriated to the United
States, for example, in the form of dividends paid
by the foreign sub to its U.S. parent.16 Also, at the
time of repatriation, the U.S. parent corporation
may receive a foreign tax credit (a reduction in its
U.S. tax liability) for the foreign taxes paid by the
foreign subsidiary on the distributed earnings.17

This type of system is referred to as a deferral
system, because the general principle of worldwide
U.S. taxation is deferred (does not apply) until the
income of a CFC is repatriated. The benefit of
deferral is generally not available for passive in-
come earned by a CFC (for example, interest and
dividends). Despite the imposition of tax at the time
of repatriation, as discussed more fully below, many
companies find ways to permanently defer their
active foreign-source income from U.S. taxation.

C. Territorial System

In a territorial or exemption system, the active
income of a CFC is not subject to taxation in the
home country of the parent corporation when the
income is earned or when the income is repatriated.
Also, the active foreign income of a branch of a U.S.
corporation is not subject to U.S. taxation when the
income is earned or repatriated. Thus, foreign active
income is exempt from home country taxation. As
with the U.S. deferral system, most territorial sys-
tems do not grant the benefit of the exemption to
passive income.

A territorial system is consistent with what
economists call the capital import neutrality prin-
ciple:

Capital import neutrality refers to a system of
international taxation where income from in-
vestment located in each country is taxed at
the same rate regardless of the residence of the
investor. Some commentators refer to the prin-
ciple of capital import neutrality as promoting
‘‘competitiveness.’’ Under capital import neu-
trality, capital income from all businesses op-
erating in any one locality is subject to uniform15See e.g., Thompson, ‘‘Assessing the Following Systems for

Taxing Foreign-Source Active Business Income: Deferral, Ex-
emption, and Imputation,’’ 53 How. L.J. 337 (2010); and Thomp-
son, ‘‘Obama’s International Tax Proposal Is Too Timid,’’ Tax
Notes, May 11, 2009, p. 738, Doc 2009-10230, or 2009 TNT 89-34.
See also J. Clifton Fleming Jr., Robert J. Peroni, and Stephen E.
Shay, ‘‘Perspectives on the Worldwide vs. Territorial Taxation
Debate,’’ Tax Notes, Dec. 7, 2009, p. 1079, Doc 2009-24175, or 2009
TNT 234-9.

16See section 951 et seq. For a discussion of the CFC rules, see
Thompson, International Tax Planning and Policy: Including Cross-
Border Mergers and Acquisitions, ch. 10 (2007).

17See section 902. See generally, Thompson, supra note 16, at
ch. 6.

COMMENTARY / SPECIAL REPORT

TAX NOTES, January 31, 2011 569

(C
) T

ax A
nalysts 2011. A

ll rights reserved. T
ax A

nalysts does not claim
 copyright in any public dom

ain or third party content.



taxation. The nationality of investors in a
particular locality will not affect the rate of
tax.18

D. Imputation System
In an imputation system, all earnings of a foreign

subsidiary, whether active or passive, are imputed
to the parent corporation when the earnings are
realized, and the parent is given a foreign tax credit
for any foreign taxes paid on that income. Thus, the
income of the foreign subsidiary passes through to
the parent corporation much like the income of a
partnership passes through to the partners. In a
pure imputation system, both the foreign jurisdic-
tion and the home country tax the income of the
foreign corporation as that income is earned.

An imputation system is consistent with what
economists refer to as the capital export neutrality
principle:

Capital export neutrality refers to a system
where an investor residing in a particular
locality can locate investment anywhere in the
world and pay the same tax. Under capital
export neutrality, decisions on the location of
investment are not distorted by taxes. Capital
export neutrality is a principle describing how
investors pay tax, not to whom they pay.19

E. Focus Here Is on Active Income of CFCs
In both the U.S. deferral system and generally in

territorial systems, foreign passive income is taxed
on a current or imputation basis. This means that
passive income is imputed to the parent corporation
when the income is earned, thereby imposing an
immediate home country tax on the passive income.
However, the home country tax may be reduced by
an FTC for foreign taxes paid on the passive in-
come. This is an accepted norm, and no policy
commentator that I am aware of has argued for
deferral or exemption of foreign passive income.

The general distinction between active and pas-
sive income is that active income is earned by a
company’s primary business activities, while pas-
sive income is income earned by a company by
other means.20 Many challenges are presented
when attempting to tax active foreign-source in-

come. According to the Government Accountability
Office’s report, ‘‘these challenges include ensuring
tax law compliance, minimizing tax induced distor-
tions of . . . decisions about where to locate business
investment, avoiding the double taxation of income
earned in one country by companies located in
another country, and minimizing unnecessary tax-
payer compliance burden, such as recordkeep-
ing.’’21

Despite the potential challenges in distinguishing
active from passive income, this discussion focuses
only on the treatment of active trade or business
income of foreign subsidiaries. To simplify matters
further, the discussion assumes that the foreign
subsidiary is wholly owned by a U.S. parent corpo-
ration and is therefore a CFC.22

III. Transfer Pricing and Deflection-of-Expense

A. Transfer Pricing Abuse
A significant erosion of the tax base can arise in a

deferral or territorial system because of the abuse of
transfer pricing, for example, between a U.S. parent
corporation (USP) and its wholly owned foreign
subsidiary (FS) located in a low-tax foreign jurisdic-
tion. Assume that USP (1) sells products or provides
services to FS or (2) buys or receives services from
FS. Because FS is located in a jurisdiction with a
lower tax rate than the U.S. tax rate, there is an
incentive for USP to (1) sell or provide services to FS
at a low price, or (2) buy from FS or receive services
from FS at a high price, thereby trapping as much
income as possible from the ultimate sale of the
product or provision of services in the low-tax
jurisdiction where FS is located.

Although section 482 requires that sales and
other transfers between related parties be made at
an arm’s-length price, not surprisingly, a 2007 Treas-
ury report found that some U.S. corporations use
transfer pricing as a way to avoid paying U.S. taxes
by transferring income from the United States to a
subsidiary located in a foreign jurisdiction.23

According to the GAO’s September 2009 report
to the Senate Finance Committee, many tax agency
officials in countries with territorial systems, whom
the drafters of the report consulted, consider trans-
fer pricing to be the single greatest compliance risk

18Joint Committee on Taxation, ‘‘Overview of Present-Law
Rules and Regulations and Economic Issues in International
Taxation,’’ JCX-13-99 (Mar. 9, 1999), Doc 1999-9351, 1999 TNT
46-10.

19Id.
20See Government Accountability Office, ‘‘International Taxa-

tion: Study Countries that Exempt Foreign-Source Income Face
Compliance Risks and Burdens Similar to Those in the United
States,’’ GAO-09-934 (Sept. 2009), Doc 2009-22937, 2009 TNT
199-89. For a good illustration of different types of foreign-
source income, see Table 1 of the GAO’s report.

21Id. at 1.
22The U.S. anti-deferral rules apply to a CFC, which is a

foreign corporation in which U.S. persons holding at least 10
percent of the corporation’s stock own in the aggregate more
than 50 percent of the corporation’s stock. See generally, Thomp-
son, supra note 16, at ch. 10.

23Treasury Department, ‘‘Report to the Congress on Earnings
Stripping, Transfer Pricing and U.S. Income Treaties’’ (Nov.
2007), Doc 2007-26269, 2007 TNT 230-17.
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related to the taxation of foreign-source income.24

The possible magnitude of the compliance risk for
transfer pricing is shown in the GAO report:

Trade in services in the United States, while
not a measure of overall U.S. trade, provides
an example. According to the U.S. Bureau of
Economic Analysis, trade and services be-
tween CFCs [that is, foreign subsidiaries] and
related parties increased (in nominal dollars)
from approximately $38.4 billion in 1999 to
approximately $178.7 billion in 2006.25

Along the same lines, a 1999 report by the staff of
the Joint Committee on Taxation provided the fol-
lowing analysis of the magnitude of intra-firm sales
between U.S. parents and their controlled foreign
subsidiaries for 1994: ‘‘In 1994 intra-firm trade
accounted for at least 40 percent of U.S. merchan-
dise exports [that is, sales by U.S. persons to foreign
persons] and 44 percent of U.S. merchandise im-
ports [that is, sales by foreign persons to U.S.
persons].’’26 It would appear that the level of intra-
firm sales has increased from the 1994 levels. In any
event, this high level of intra-firm transfers puts
significant pressure on section 482 and the IRS’s
ability to properly administer it.

Further, the importance of transfer pricing is
illustrated by the 2006 settlement between the IRS
and GlaxoSmithKline under which the pharmaceu-
tical company agreed to pay $3.4 billion for tax
deficiencies in transfer pricing over a 12-year pe-
riod.27 GlaxoSmithKline is not alone when it comes
to recent transfer pricing disputes: Merck & Co. also
had tax claims of approximately $5.6 billion as-
serted against it regarding its transfer pricing prac-
tices.28 The IRS has several other transfer pricing
cases either pending before the Tax Court or re-
cently settled.29

B. Deflection-of-Expense Abuse

In addition to transfer pricing issues arising in
the sale of goods and the provision of services in
deferral and territorial systems, similar issues can
arise with the allocation of expenses and interest.
For example, in those systems, it may be beneficial
for a company to treat interest and other expenses
that are properly allocable to foreign income as
allocated to domestic income. This could result in
the deduction of that interest or other expenses in
the computation of high-taxed U.S. income rather
than low-taxed foreign income.

C. Impact of Imputation System

Although both deferral and territorial systems
are vulnerable to transfer pricing and deflection-of-
expense abuse because taxpayers attempt to divert
as much active income (and as little expense) as
possible to low-tax jurisdictions, a pure imputation
system eliminates most, if not all, of the incentive to
engage in transfer price and expense manipulation
in transactions between a U.S. parent corporation
and its foreign subsidiary. Thus, adoption of an
imputation system, as discussed below, would have
the secondary benefit of significantly reducing
transfer pricing and deflection-of-expense abuse.

IV. Pros and Cons of the Deferral System

A. Elaboration on the Deferral System

The deferral system is a hybrid system. For active
foreign-source income earned by a foreign subsidi-
ary of a U.S. parent, the deferral system turns off
(that is, defers):

1. the U.S. principle requiring that the world-
wide income of the U.S. parent be subject to
U.S. taxation, with an appropriate FTC for
foreign taxes paid; until

2. that active income is repatriated to the
United States. The repatriation can be in the
form of dividends or liquidating distributions
from the foreign subsidiary to the parent,30 or

24GAO, supra note 20, at 21.
25Id. (citing U.S. Bureau of Economic Analysis, ‘‘U.S. Inter-

national Services: Cross-Border Trade 1986-2007, and Services
Supplied Through Affiliates, 1986-2006’’).

26JCT, supra note 18.
27IR-2006-142, Doc 2006-19012, 2006 TNT 176-6.
28Id.
29Treasury, supra note 23, at 46. In that report, Treasury noted

the following transfer pricing cases in the Tax Court (updates
provided in brackets): H Group Holding Inc. v. Commissioner, T.C.
Memo. 1999-334, Doc 1999-32148, 1999 TNT 193-9; Adaptec Inc. v.
Commissioner, Nos. 10077-00, 3480-01 [stipulated decision en-
tered Nov. 20, 2007]; BIB (USA) Inc. v. Commissioner, No. 4434-03
[stipulated decision entered July 29, 2004]; BMC Software v.
Commissioner, No. 2671-00 [stipulated decision entered July 9,
2004]; Compaq Computer Corp. v. Commissioner, T.C. Memo.
1999-220, Doc 1999-22959, 1999 TNT 128-10; Dart Container Corp.
v. Commissioner, No. 10526-01 [stipulated decision entered Mar.
25, 2003]; Mary Kay Corp. v. Commissioner, No. 18150-02 [stipu-
lated decision entered Apr. 21, 2006]; Schneider Electric Holdings

Inc. v. Commissioner, No. 12225-02 [stipulated decision entered
Feb. 16, 2007]; United Parcel Service of America Inc. v. Commis-
sioner, T.C. Memo. 1999-268, Doc 1999-26528, 1999 TNT 153-11,
reversed and remanded, 254 F.3d 1014 (11th Cir. 2001), Doc
2001-17453, 2001 TNT 122-5, dismissed per stipulation (T.C. Jan. 22,
2003); Veritas Software Corp. v. Commissioner, No. 12075-06, 133
T.C. 297 (2009), Doc 2009-27116, 2009 TNT 236-17; Xilinx Inc. v.
Commissioner, 125 T.C. 37 (2005), Doc 2005-18073, 2005 TNT
168-4, appeals docketed, Nos. 06-74246 and 06-74269 (9th Cir. Sept.
29, 2006) [598 F.3d 1191 (9th Cir. 2010), Doc 2010-6163, 2010 TNT
55-12, withdrawing prior opinion at 567 F.3d 482 (9th Cir. 2009),
Doc 2009-11943, 2009 TNT 100-9].

30Section 951 et seq.
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from the sale by the U.S. parent corporation of
the stock of the foreign sub.31

Under the CFC rules of sections 951 through 964,
passive income and some other types of subpart F
income (that is, tax haven type income) of a CFC is
subject to taxation under an imputation system,
meaning that the subpart F income is imputed to
the controlling U.S. parent when the income is
earned with a FTC, subject to limitation, for any
foreign taxes paid on the tax haven type income.32

The deferral system is unavailable for foreign in-
come earned by a foreign branch or division of a
U.S. corporation. Under the United States’ world-
wide approach, that branch or division income is
subject to U.S. taxation when it is earned, with an
appropriate FTC for foreign taxes paid on the
income.33 Because branch income does not get the
benefit of deferral, most foreign business activity of
U.S. corporations is conducted through foreign sub-
sidiaries.

The following example illustrates the effect the
deferral system can have on the investment deci-
sions of U.S. corporations.34 Assume that State Oil
Corp. is engaged in the oil exploration business and
is headquartered in State College, Pa. It is faced
with the following investment decision:

1. invest $50 million in oil exploration and
refining in State College, which is expected to
produce $10 million in annual taxable income;
or
2. set up a subsidiary in China, China Oil Sub,
and have it invest $50 million in oil explora-
tion and refining in China, which is also
expected to produce $10 million in annual
taxable income.
Thus, the pretax return of both investments is $10

million. However, State Oil Corp. is faced with a 35
percent effective corporate tax rate in the United
States, and China Oil Sub would be faced with a 15
percent effective corporate tax rate in China.35

Other things being equal, under the current deferral
system, which investment decision would State Oil
make?

The answer is clear. State Oil would invest in
China because the after-tax return on the China
investment is $8.5 million ($10 million minus the

$1.5 million China tax), while the after-tax return for
the State College investment is only $6.5 million
($10 million minus the $3.5 million U.S. tax).

This is the case even though under the U.S.
deferral system, State Oil would be subject to U.S.
tax when China Oil Sub repatriates its after-tax
income to State Oil in the form of dividends. As a
result of the FTC provisions, assuming this is State
Oil’s only foreign income, at the time of repatria-
tion, State Oil would have to pay an additional $2
million in tax, so that the combined China tax ($1.5
million) and U.S. tax ($2 million) on the repatriated
income would be 35 percent. Thus, the U.S. tax on
the income of China Oil Sub is deferred until the
income is repatriated.

Through the use of creative schemes under
which the deferred foreign income is reinvested in
foreign businesses, the deferral can be indefinite or
even permanent. In other words, if all the foreign
business earnings are reinvested in foreign busi-
nesses, the U.S. tax is never imposed on any of those
earnings. This is referred to as the lockout effect;
that is, the deferral system has the effect of locking
foreign earnings out of the United States, thereby
distorting the investment decisions of U.S. firms by
making foreign investment more beneficial than
domestic investment.

The example of State Oil understates the distor-
tive effect of the deferral system on investment
decisions of U.S. firms. In the above example, the
pretax returns of the investments in the United
States and China are the same: $10 million. How-
ever, even if the pretax return of the investment in
China is lower than the pretax return in the United
States, it may still be beneficial for State Oil to make
the investment in China. For example, if the pretax
return on an investment in China were $8 million
instead of $10 million, other things being equal, it
still would be more beneficial for State Oil to invest
in China than in the United States as long as the
China earnings could be deferred for a significant
period. This principle can be illustrated as follows:
Assume that State Oil has an $8 million pretax
return in China. In that case, the China tax is $1.2
million (15 percent of $8 million), and the after-tax
earnings are $6.8 million ($8 million minus $1.2
million), which is more than the $6.5 million after-
tax return with an investment in the United States
at the higher $10 million pretax return.

Also, because the FTC is not computed on a
business-by-business or country-by-country basis,
through proper repatriation planning, the repatria-
tion of low-taxed foreign business income (that is,
foreign income taxed at a rate lower than the U.S.
rate) can be implemented at the same time as the
repatriation of high-taxed foreign business income
(that is, foreign income taxed at a rate higher than

31Section 1248.
32For a discussion of the CFC rules, see Thompson, supra

note 16, at ch. 10.
33Id. at ch. 6.
34This example is based on an example in Thompson,

‘‘Obama’s International Tax Proposal Is Too Timid,’’ supra note
15.

35Assume for purposes of this discussion that the effective
corporate tax rates are the same as the maximum statutory rates.
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the U.S. rate). By using this device, the excess FTCs
on the high-taxed foreign business income (foreign
taxes in excess of the 35 percent U.S. rate) can be
used to shelter low-taxed foreign income from U.S.
tax. This is referred to as cross-crediting; that is,
using excess FTCs imposed on high-taxed income
to prevent U.S. tax on low-taxed foreign income.

B. The Benefits of the Deferral System

1. Capital import neutrality. The deferral system is
a balance between capital export neutrality and
capital import neutrality. The deferral system at-
tains the goal of capital import neutrality, to an
extent, by deferring the U.S. tax on active foreign
income of foreign subsidiaries, thereby initially
subjecting those subsidiaries to the same tax rate
that applies to other businesses competing against
the foreign subsidiary in the particular country. This
gives foreign subsidiaries the ability to compete in
the countries where they are located by allowing
them to have more working capital. This is what is
referred to as the competitiveness principle; that is,
the deferral principle arguably enhances the com-
petitiveness of U.S. companies that invest abroad.
As will be seen below, a territorial system adheres
completely to the competitiveness principle, and an
imputation system is inconsistent with the prin-
ciple.
2. Capital export neutrality. The deferral system is
also, to an extent, consistent with the capital export
neutrality principle because it imposes a U.S. tax
when the deferred income is repatriated to the
United States, thereby recapturing the lost U.S. tax
revenue on repatriation. However, because of the
potential for infinite or permanent deferral and
cross-crediting at the time of repatriation, the defer-
ral system is more consistent with the capital im-
port neutrality principle than with the capital
export neutrality principle.

C. Problems With the Deferral System
1. Time value of money. The deferral system gives
a time value of money advantage to foreign invest-
ment over domestic investment.36 The time value of
money concept holds that a dollar today is worth
more than a dollar tomorrow. Therefore, a corpora-
tion would prefer to pay tax at a later time rather
than when the income is earned. Because of the
postponement of paying tax, the deferral system
allows foreign-source income to be taxed at a lower
effective rate than if it were earned domestically.37

According to the President’s Advisory Panel on
Federal Tax Reform, the deferral system ‘‘creates an
incentive for the foreign-subsidiary to retain the
earnings as long as possible and distorts other
business and investment decisions.’’38

2. Addressing foreign competitiveness issues
while creating U.S. competitiveness issues. Al-
though the deferral system addresses, at least in
part, the foreign competitiveness principle by not
subjecting the active earnings of foreign subsidiar-
ies to immediate U.S. taxation, it also creates an-
other competitiveness issue: an uneven playing
field between business conducted in the United
States and business conducted in a low-tax foreign
country. Thus, in purportedly addressing the for-
eign competitiveness problem, it creates a U.S.
competitiveness problem.
3. Illustration of the lockout effect. One of the
strongest pieces of evidence for the argument that
the current deferral system is inadequate was the
repatriation of foreign-source income after enact-
ment of the American Jobs Creation Act of 2004.39

Passage of the act resulted in a one-year reduction
in the tax rate on repatriated dividends, and the
amount of dividends from foreign companies dur-
ing that time was staggering. Peter Mullins reports
that data show ‘‘an almost fivefold increase in
dividends from foreign companies since the meas-
ure was introduced ($244 billion in 2005 compared
with $50 billion in 2004). That outcome is consistent
with research that has found there is a negative
relationship between dividend repatriation taxes
and dividend payout rates.’’40

4. Complexity. Another problem with the current
U.S. deferral system is the complex nature of the
rules and regulations governing foreign-source in-
come. As one editorial in The Wall Street Journal said,
the deferral system is ‘‘a tax code so riddled with
complexity that it is both expensive to administer
and inefficient at collecting revenue.’’41 This idea of
complexity is also addressed by Prof. Robert Peroni
in his article,42 in which he says that subpart F is
already too complex.43

5. Transfer pricing and deflection-of-expense
abuse. As discussed above, the deferral system also

36President’s Advisory Panel on Federal Tax Reform,
‘‘Simple, Fair, and Pro-Growth: Proposals to Fix America’s Tax
System’’ (Nov. 1, 2005), Doc 2005-22112, 2005 TNT 211-14.

37Id.

38Id.
39Id.
40Peter Mullins, ‘‘Moving to Territoriality? Implications for

the U.S. and the Rest of the World,’’ Tax Notes Int’l, Sept. 4, 2006,
p. 839, Doc 2006-13767, 2006 WTD 175-7.

41Editorial, ‘‘Obama’s Global Tax Raid,’’ The Wall Street
Journal, May 6, 2009, at A13.

42Peroni, ‘‘Deferral of U.S. Tax on International Income: End
It, Don’t Mend It — Why Should We Be Stuck in the Middle
With Subpart F?’’ 79 Tex L. Rev. 1609 (May 2001).

43Id. at 1610.
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presents opportunities for abuses with transfer pric-
ing and deflection of expenses because taxpayers
attempt to divert as much active income (and as
little expense) as possible to foreign subsidiaries
located in low-tax jurisdictions.44

6. Potential negative tax rate on foreign income. As
demonstrated by Clifton Fleming Jr., Robert Peroni,
and Stephen Shay, the current deferral system with
all its complexity can be manipulated to produce a
result that is even more favorable than a territorial
system.45

V. Pros and Cons of a Territorial System

A. Elaboration on the Territorial System

Unlike the deferral system discussed in Part IV,
in which both the foreign state and the home state
tax the foreign subsidiary, in a territorial or exemp-
tion system only the foreign state taxes the foreign
subsidiary. In a pure territorial system, when the
income earned by a foreign subsidiary is repatriated
back into the parent company’s country, there is no
tax on the repatriation; that is, the dividend is
exempt from tax in the home country. Also, the
foreign income earned by a foreign branch of a
domestic corporation is not subject to tax.

A territorial system is implemented in some form
by several countries, including Australia, Canada,
France, Germany, and the Netherlands.46 The terri-
torial systems in those countries were the subject of
a GAO report,47 which found that countries can
vary in the type of foreign-source income exempted
from domestic tax.48 The study countries ‘‘generally
exempt, but to varying extents, income of domestic
corporations received as foreign-source dividends
from foreign subsidiaries, sales by foreign branches,
and the gains from the sale of shares in foreign
subsidiaries.’’49

A territorial system can be illustrated by a modi-
fication of the above example involving State Oil
Corp., which is engaged in the oil exploration
business and is headquartered in State College, Pa.
Again, assume that State Oil is faced with the
following investment decision:

1. invest $50 million in oil exploration and
refining in State College, which is expected to
produce $10 million in annual taxable income;
or
2. set up a subsidiary in China, China Oil Sub,
and have it invest $50 million in oil explora-
tion and refining in China, which is also
expected to produce $10 million in annual
taxable income.
Thus, the pretax return of both investments is $10

million. However, State Oil is faced with a 35
percent effective corporate tax rate in the United
States, and China Oil Sub would be faced with a 15
percent effective corporate tax rate in China.50

Other things being equal, under a territorial system,
which investment decision would State Oil make?

Unlike the deferral system, under which State Oil
would first be taxed by China and then by the
United States for a cumulative tax rate of 35 percent,
under the territorial system State Oil is taxed only
in China at the local tax rate of 15 percent. There-
fore, under this scenario, State Oil would only pay
$1.5 million in tax, meaning its after-tax income on
its investment would be $8.5 million. This is the
same after-tax income as under a deferral system if
there is no repatriation of the income. Even if State
Oil were to repatriate its earnings as a dividend,
there would be no tax on the dividend because the
dividend would be exempt from home country tax.

B. The Benefits of the Territorial System
1. Capital import neutrality and foreign competi-
tiveness. A territorial system is consistent with the
capital import neutrality principle and thereby pro-
motes foreign competitiveness by putting foreign
subsidiaries on a level tax playing field with (1)
businesses in the host foreign country, and (2)
foreign subsidiaries owned by parent corporations
located in other countries with territorial systems if
the foreign subsidiaries are doing business in the
host foreign country. Thus, a foreign subsidiary of a
U.S. parent company operating in a U.S. territorial
system would be on a level tax playing field with a
competing foreign subsidiary of a foreign parent
company operating in foreign jurisdictions that also
use a territorial system. Arguably, moving to a
territorial system would strengthen a U.S. com-
pany’s competitive advantage in the world.

However, the ability to compete involves many
aspects — including the cost of labor and the state
of a country’s infrastructure — that are likely to be
more important than the income tax rate. There is
also the following analogy to this competitiveness

44Treasury, supra note 23, at 46. See also Thompson, ‘‘The Case
for Tax Sparing Along With Expanding and Limiting the Sub-
part F Regime,’’ 35 Geo. Wash. Int’l L. Rev. 303, 310 (2003)
(finding that the transfer pricing rules established in section 482
are both complex and difficult to administer).

45Fleming, Peroni, and Shay, ‘‘Worse Than Exemption,’’ 59
Emory L.J. 79 (2009).

46GAO, supra note 20.
47Id.
48Id.
49Id.

50Assume for the purpose of this discussion that the effective
corporate tax rates are the same as the maximum statutory rates.
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argument in the context of domestic taxation: Be-
cause S corporations are subject to one level of
taxation, in making investments and operating,
they should have an advantage over C corpora-
tions, which are subject to two levels of taxation.
Although this argument is theoretically sound,
there seems to be no evidence that, as a practical
matter, S corporations have an advantage over C
corporations.
2. Avoidance of lockout effect. A territorial system
also avoids the lockout effect present in the deferral
system. Because there is no tax on the repatriation
of earnings with a territorial system, there is no
artificial barrier to moving earnings out of a foreign
subsidiary and into the United States. However, as
indicated above, a territorial regime creates an
incentive for foreign over domestic investment, and
this incentive will work against any repatriation.
3. Potential reduction in complexity. Arguably, a
territorial system would ease some of the complex-
ity of the U.S. income tax system.51 If the United
States were to adopt a pure territorial system, the
FTCs and the basket system in the current deferral
system would be much less important. Also, com-
panies would no longer need to use cross-crediting
to offset higher corporate tax rates paid in a foreign
country on active income.

C. Problems With the Territorial System
1. Continued complexity. While some claim that
the territorial system is easy to understand and use,
it seems clear that significant complexity would
arise with a territorial system.52 The following dis-
cussion sets out several of the reasons a territorial
system is likely to be complex:

First, territorial systems have to define the
income that is exempt. In practice, territorial
systems tend to apply to only active business
income. Even within that category, the territo-
rial system may only exempt active business
income: (a) if it faces taxes above a certain
threshold level in the host country, (b) from a
certain type of business (for example,
e-commerce), and/or (c) from certain coun-
tries. Second, the treatment of non-exempt

income must be specified. Third, the allocation
of income and expenses across jurisdictions
takes on heightened importance in a territorial
system. For all of these reasons, territorial
systems end up with complex rules regarding
foreign tax credits, antideferral mechanisms,
and allocation of income and expenses.53

Also, complex rules would have to be developed
for determining the income of foreign branches of
U.S. corporations that would qualify for the exemp-
tion from tax under a territorial system.

While theoretically a territorial system may seem
like an easy system (that is, pay tax only in the
country where the business is located), no country
has adopted a pure form of the territorial system.
Consequently, carveouts and exceptions are needed
with any territorial system, and these carveouts and
exceptions create complexity.
2. Transfer pricing and deflection-of-expense
abuse. Also, as discussed above, a territorial system
is a magnet for transfer pricing abuse because
companies have an incentive (that is even stronger
than the incentive in a deferral system) to divert
active income into subsidiaries or branches operat-
ing in low-taxed jurisdictions. For example, if a
parent company can divert active income earned by
the parent to a foreign subsidiary operating in a
low-tax jurisdiction, the parent can then repatriate
the income back to the home country without any
home country tax because of the exemption for
dividends. This type of immediate round-trip sani-
tization of business profits is not possible in a
deferral system, because the repatriation is subject
to tax, assuming there is no benefit from the cross-
crediting of FTCs.

A territorial system is also a magnet for
deflection-of-expense abuse because companies at-
tempt to allocate expenses properly attributable to
foreign income to the home country so that the
expenses are taken against taxable rather than tax-
free income.

VI. Pros and Cons of the Imputation System

A. Elaboration on the Imputation System
In an imputation system, the home country taxes

foreign-source income of foreign subsidiaries when
the income is earned and without regard to where
the income is earned. Thus, an imputation system in
essence treats a foreign subsidiary of a U.S. parent
corporation the same as a foreign branch of that
U.S. parent. To address the issue of a foreign
subsidiary being subject to a double tax (that is,
taxed on the same income by both the foreign

51Fleming and Peroni, ‘‘Exploring the Contours of a Pro-
posed U.S. Exemption (Territorial) Tax System,’’ Tax Notes, Dec.
19, 2005, p. 1557, Doc 2005-24240, 2005 TNT 243-29.

52See, e.g., William G. Gale, ‘‘Notes on Corporate Inversions,
Export Subsidies, and the Taxation of Foreign-Source Income,’’
Tax Notes Int’l, Sept. 23, 2002, p. 1495; see also JCT, ‘‘The U.S.
International Tax Rules: Background and Selected Issues Relat-
ing to the Competitiveness of U.S. Businesses Abroad,’’ JCX-
68-03 (July 14, 2003), Doc 2003-16584, 2003 TNT 135-10; and
Edward D. Kleinbard, ‘‘Throw Territorial Taxation From the
Train,’’ Tax Notes, Feb. 5, 2007, p. 547, Doc 2007-416, or 2007 TNT
25-65. 53Gale, supra note 52.
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jurisdiction and the United States), this system
would provide the U.S. parent an FTC, subject to
limitation, on the imputed income of the foreign
subsidiary. With an imputation system, a foreign
subsidiary is treated similarly to a partnership or
subchapter S corporation, which are flow-through
entities; the entity is not subject to tax, but the
entity’s income is imputed to the owners who pay
tax on the income.

President Kennedy proposed the adoption of a
full imputation system in 1962, but the proposal
was rejected. Instead, Congress continued the de-
ferral system for active income and enacted the CFC
provisions, which provide for imputation of passive
income and certain types of sales income realized
by base companies located in tax havens.54 An
imputation system has been recently proposed by,
among others, Stephen E. Shay, Treasury interna-
tional tax counsel in the administration of the first
President Bush and now deputy assistant secretary
for international tax affairs.55

An imputation system can be illustrated by ref-
erence to the example above with State Oil Corp.
Under such a system, State Oil would be taxed
currently on the income earned by China Oil Sub. In
other words, the income of China Oil Sub would be
imputed to State Oil as it is earned. Also, State Oil
would, within limits, receive an FTC for the China
tax paid by China Oil Sub. There would be no
additional tax on the payment by China Oil Sub to
State Oil of the imputed profits as dividends.

Thus, under an imputation system, State Oil
would be taxed in the United States on the $10
million of income earned by China Oil Sub, which
would produce a tentative U.S. tax of $3.5 million.
However, State Oil would receive a credit of $1.5
million against that tax for the China taxes paid by
China Oil Sub, producing a final U.S. tax liability of
$2 million. Thus, the total of the U.S. and China
taxes would be $3.5 million. Under this system, the
after-tax return from investing in the United States
and China would be the same; in other words, the
investment playing field would be level.

B. The Benefits of the Imputation System
1. Capital export neutrality. Contrary to the
premise of the territorial system, which relies on the

concept of capital import neutrality, an imputation
system relies on the concept of capital export neu-
trality, which holds that a taxpayer should pay the
same amount of tax on income earned both inside
and outside the resident country.
2. Economic efficiency. The main benefit of the
imputation system is that it promotes economic
efficiency.56 An imputation system achieves eco-
nomic efficiency because it does not distort invest-
ment decisions; it does not permit home country
income taxes to be a consideration in where invest-
ment is located. Therefore, an imputation system
would lessen the impact of tax havens or financial
privacy jurisdictions. An imputation system will
allow companies to make decisions based on eco-
nomics and business principles rather than possible
tax implications.
3. Preserving the tax base. Preserving the U.S. tax
base is another benefit that can be achieved by
adopting the imputation system. Under the territo-
rial system, income earned abroad is lost forever
from the U.S. tax base, while under the imputation
system, all income earned abroad is reflected in the
tax base.
4. Horizontal and vertical equity. Adopting an
imputation system will also promote horizontal and
vertical equity.57 Horizontal equity is achieved
when taxpayers who are similarly situated, or are
earning similar levels of income, are taxed at the
same effective rate. Horizontal equity would be
achieved by taxing corporations at the same effec-
tive corporate tax rate no matter where the income
is earned.58 An imputation system would give no
benefit to a foreign subsidiary located in the Cay-
man Islands over a domestic subsidiary located in
Pennsylvania.

Vertical equity is the belief that taxpayers who
are earning higher levels of income should shoulder
more of the overall tax burden in the resident
country because taxpayers earning higher levels of
income have a greater ability to pay tax. Vertical
equity will be promoted under an imputation sys-
tem because foreign-source income will be sub-
jected to the progressive rates.59 There would be
little, if any, tax incentive under an imputation
system for the wealthy taxpayers to earn income
abroad.
5. Fewer transfer pricing and deflection-of-
expense abuses. An imputation system also allows
the taxing authority to expend fewer resources in

54See sections 951-954. See generally, Thompson, International
Tax Planning, supra note 16 at ch. 10.

55See, e.g., Fleming et al., ‘‘Perspectives on the Worldwide vs.
Territorial Taxation Debate,’’ supra note 15; and Peroni, Fleming,
and Shay, ‘‘Getting Serious About Curtailing Deferral of U.S.
Tax on Foreign-Source Income,″ 52 SMU L. Rev. 55 (1999). See
also Fleming and Peroni, supra note 51 (analyzing the territorial
proposal of the tax reform panel report and a similar proposal
by the JCT, concluding that the United States should move to an
imputation system).

56JCT, supra note 52.
57Id. See also the discussion of fairness considerations and the

ability to pay in Fleming et al., supra note 15.
58JCT, supra note 52.
59Id.
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monitoring foreign-source income, thereby improv-
ing economic efficiency as well. In looking at the
problems associated with transfer pricing, an impu-
tation system would resolve the problem as it exists
with outbound and inbound sales and services
transactions between a U.S. parent corporation and
a foreign subsidiary. The imputation system
achieves this result because income earned in
source states would be subject to a total tax at the
home country rate. Therefore, no matter where the
profits are earned, they would be taxed at the same
rate. Transfer pricing issues would still arise regard-
ing transactions between a foreign parent corpora-
tion and its U.S. subsidiary.

An imputation system would also largely elimi-
nate any incentive for deflection-of-expense abuse
between U.S. parent corporations and their foreign
subs.

6. Revenue savings. Another benefit of an imputa-
tion system is the additional revenue it would
generate. The JCT’s October 2008 tax expenditure
report60 shows that only the allowance for acceler-
ated depreciation for equipment produces a larger
corporate tax expenditure (that is, reduction in tax
liability) than the deferral provision. Thus, of the
nearly 150 corporate tax expenditures covered in
the report, only one produces a greater revenue loss
than the deferral provision. As a practical matter,
this means that any meaningful amendment to the
corporate tax would have to take a hard look at the
deferral tax expenditure, which the JCT estimates
will result in the loss of $62.9 billion in tax revenues
over the period 2008-2012.

It is unclear if this estimate takes into account all
of the detriments associated with transfer pricing
and expense deflection abuse under the current
deferral system. If those abuses are not included in
this revenue estimate, the tax revenue gain from
moving to an imputation system would be even
greater.

7. Potential reduction in the corporate tax rate for
all corporations. There is no doubt that the repeal of
the deferral system could, on a revenue neutral
basis, provide the revenue needed to significantly
reduce the maximum corporate tax rate from the
current 35 percent. Prof. Roy Clemons has reported
that the revenue gained from the ‘‘repeal of the
deferral provision [could be used on such a revenue
neutral basis to] decrease the top corporate tax rate
for all U.S. corporations from 35 percent to 28

percent.’’61 Thus, the trade-off with this type of
revenue-neutral policy would be (1) increasing the
tax rate on companies investing abroad, and (2)
reducing the maximum tax rate on all companies,
both those investing abroad and those investing
domestically, from 35 percent to 28 percent. This is
essentially the policy choice made in the Option 1
Base Case proposed by the co-chairs of the deficit
reduction commission and in the Bipartisan Tax Act
proposed by Wyden and Gregg.

Under this approach, investment in the United
States would be more attractive for both U.S and
foreign companies because the 28 percent rate
would also apply to foreign companies operating in
the United States. Further, although there would be
immediate imputation of foreign income, the im-
puted income would be taxed at a lower rate than
the current 35 percent rate applicable to companies
that earn foreign income and immediately repatri-
ate it to the United States. Thus, U.S. companies that
repatriate low-taxed foreign income on a current
basis would receive a tax reduction.

C. Problems With the Imputation System
1. Continued complexity with the FTC system.
While there are those that champion the imputation
system, it is not without its detractors. One of the
problems with the imputation system is that com-
panies would still face the complexity embedded in
the FTC rules. In using FTCs, multinational corpo-
rations would still be able to cross-credit. Therefore,
the benefit of greater economic efficiency could be
counteracted by the efforts that both multinational
corporations and the IRS will have to expend to
comply with the FTC provisions. However, the FTC
rules would be much simpler than under a deferral
or territorial system, because, for example, it would
be unnecessary to have separate baskets for active
and passive foreign income.
2. Decrease in foreign competitiveness. By not
allowing foreign subsidiaries to defer payments or
not exempting them from paying any tax to the
resident state, money that could be used to spur
foreign reinvestment is lost. A U.S. parent’s foreign
subsidiary operating in a low-tax jurisdiction
would not be on a level tax playing field regarding
taxes on its operations when compared with a
locally owned competitor and a competitor owned
by foreign parent company located in a country
with a territorial system. The implementation of an
imputation system may deter multinational corpo-
rations from investing in foreign countries because

60JCT, ‘‘Estimates of Federal Tax Expenditures for Fiscal
Years 2008-2012,’’ JCS-2-08 (Oct. 31, 2008), Table 4, Doc 2008-
23645, 2008 TNT 217-5.

61Roy Clemons, ‘‘U.S. International Tax Policy: Is Significant
Reform on the Way?’’ Tax Notes, Aug. 3, 2009, p. 445, Doc
2009-15351, 2009 TNT 146-7.
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the tax incentives are no longer present. However,
there would be greater incentives for investing in
the United States and also a lower corporate tax rate
applicable to the foreign income earned by U.S.
controlled foreign subsidiaries.
3. Switching costs. Another problem with adopting
an imputation system is the administrative costs
associated with switching from the current U.S.
deferral system. For example, if an imputation
system were adopted, a decision would have to be
made on the treatment of income that has been
previously deferred. Would that income become
subject to immediate U.S. taxation? It would be
reasonable to require that the deferred income held
in foreign subsidiaries be included in the income of
the U.S. parents (thereby becoming subject to U.S.
tax) on a ratable basis over a three- or four-year
period. This would be similar to the rules that
applied in the late 1980s when tax-exempt Keogh
plans were forced onto a calendar-year basis, thus
eliminating the benefit of deferral for the owners of
those plans.

Also, the issue of FTCs would need to be ad-
dressed. Under an imputation system, the United
States would have to decide whether it would still
allow foreign corporations the ability to cross-
credit.

VII. Conclusion
While there are no easy solutions in international

taxation, an imputation system offers many benefits

over the current deferral system or a territorial
system. One of the major benefits of an imputation
system is that it will eliminate the bias in favor of
foreign investment in low-tax jurisdictions over
U.S. investment. Another benefit is that an imputa-
tion system would preserve the U.S. tax base. As
indicated in the discussion above of the tax ex-
penditures associated with the current deferral sys-
tem, the United States loses billions of dollars in tax
revenue in its current deferral system, and this
would also be true with a territorial system. With
more tax revenue coming in every year under an
imputation system, the United States would be able
to significantly lower the corporate tax rate for all
corporations, as is the case with both the Option 1
Base Case, proposed by the co-chairs of the presi-
dent’s deficit reduction commission, and the Bipar-
tisan Tax Act, proposed by Wyden and Gregg. A
reduction in the corporate tax rate would lead to an
increase in both domestic-controlled and foreign-
controlled investment inside the United States.

Finally, by enacting an imputation system, U.S.
multinational corporations would no longer have
an incentive to abuse the transfer pricing rules by
deflecting income to foreign subsidiaries or to enter
into abusive transactions to deflect expenses to U.S.
parents. Those abuses are significant in the current
deferral system and would be even greater with a
territorial system.
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