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Why Congress Should Reject A “Territorial”’ System and a “Repatriation” Amnesty:
Both Proposals Would Remove Taxes on Corporations’ Offshore Profits'

m Corporations are lobbying Congress to exempt their offshore profits from U.S. corporate income
taxes, either permanently (by enacting a “territorial” tax system) or temporarily (by enacting a
“repatriation” amnesty).

m Instead, Congress should end the tax break that caused many of those corporate profits to be shifted
overseas in the first place — the rule allowing U.S. corporations to “defer” U.S. taxes on their offshore
profits (often just called “deferral”).”

m “Deferral” means that U.S. corporations may pay lower taxes indefinitely if they move operations
and jobs to a low-tax country or just make their U.S. profits appear to be generated in a low-tax
country. In other words, deferral can encourage job offshoring and profit shifting to tax havens.?

m The tax incentives for job offshoring and profit shifting would increase if Congress adopted a
“territorial” tax system. If deferring U.S. taxes on foreign profits has already encouraged U.S. multi-
national corporations to favor shifting profits and jobs offshore, then eliminating U.S. taxes on foreign
profits would logically increase that incentive.*

m The problem is not that all other countries have lower corporate taxes than the U.S., but that certain
countries apply no tax, or a low tax, to corporate profits. Most major U.S. corporations with foreign
profits actually pay taxes at higher effective rates to foreign governments on foreign profits than they pay
on their U.S. profits to the U.S.° The problem is that deferral provides a tax incentive to shift jobs or
profits to the low-tax countries, and a territorial system would make this problem worse.

m The tax bias in favor of workers in low-tax countries over U.S. workers, which is caused by deferral
(and which would increase under a territorial system), is not remedied by “complementary” job
creation for U.S. workers. U.S. corporations claim that they will be able to operate in other countries
more easily if the U.S. does not tax any of the profits they claim to earn abroad. But there is no evidence
that their offshore operations help American workers. In fact, between 1999 and 2008, U.S.
multinational corporations created 2.4 million foreign jobs while reducing their U.S. workforce by 1.9
million positions.®

m The incentive to shift profits to tax havens caused by deferral (which would increase under a
territorial system) cannot be remedied by better “transfer pricing” rules. U.S. corporations often claim
deductions for inflated fees and royalties paid to their subsidiaries in offshore tax havens, effectively
wiping out their U.S. profits. Transfer pricing rules are supposed to make U.S. corporations and their
subsidiaries conduct business at “arm’s length,” meaning fees and royalties would be charged as if they
were unrelated companies, thus removing the possibility of such manipulation. But tax lawyers
recognize that the IRS often cannot enforce this system very well because it often cannot define a
reasonable price for such transfers, particularly for intellectual property.’



m The countries with territorial tax systems have serious problems with profit shifting now. These
governments are having tremendous problems particularly with enforcing transfer pricing rules.® In fact,
the European Union is considering moving away from the territorial system for determining how
corporate profits are allocated among its member states.’

m Another temporary tax amnesty for repatriated offshore corporate profits would increase incentives
for job offshoring and offshore profit shifting in similar ways. One reason why the Joint Committee on
Taxation concluded that a repeat of the 2004 “repatriation holiday” would cost $79 billion over ten years
is the likelihood that many U.S. corporations would respond by shifting even more investments offshore
in the belief that Congress will call off most of the U.S. taxes on those profits again in the future by
enacting more “holidays.”"

m The Congressional Research Service concluded that the offshore profits repatriated under the 2004
tax amnesty went to corporate shareholders and not towards job creation. In fact, many of the
companies that benefited the most actually reduced their U.S. workforces."
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