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ABSTRACT

U.S. Tax Policy and the Overseas Activities
of U.S. Multinational Corporations: A Quantitative Assessment

by

Timothy J. Goodspeed
International Taxation, Office of Tax Analysis
U.S. Treasury Department

and

Daniel J. Frisch
Peat-Marwick

We present the most recent tax data (1984) on U.S.
multinationals, their foreign operations, and repatriations
received from their controlled foreign corporations (CFCs), and
explore the ramifications of the 1986 Tax Reform Act’s lowering
of the corporate rate from 46% to 34%. We identify and quantify
the effects on investment and financial decisions of U.S.
multinationals that are attributed to the foreign tax credit and
deferral. We find that the lowering of the rate has a large
impact on excess credit positions, present evidence indicating
that the composition of foreign source income has an important
effect on such positions, find that violation of capital export
neutrality is likely to be widespread, and explore the impact of
repealing deferral. The data relating to financial decisions
shows mixed support for current theories.



I. Introduction

By almost any measure. the international sector of the U.S. economy has grown in
importance over the past three decades. The overseas activities of U.S. multinational
corporations have similarly grown in importance. Commerce Department data indicate that
the profits of U.S. corporations other than those in domestic industries averaged 6.1% of
total corporate profits during the 1960s. This rose to 12.2% during the 1970s and 12.6%
for 1980 through 1988. Recognition of the growing importance of the income generated
abroad by U.S. corporations suggests a greater importance be attached to the tax treatment

of such income.

In this paper. we attempt to quantify the overseas activities of U.S. multinationals
and the incentives that arise from U.S. international tax policy using data obtained from
1984 U.S. tax returns. The data were sampled from three tax forms: the basic corporate
tax form. the foreign tax credit form. and an information retum required of controlling
U.S. owners of foreign corporations. Unweighted. the sample consists of 2.587 parent
corporations that filed either or both of the latter two forms. Of these. 2.082 filed for
a foreign tax credit and 1.514 did not control any foreign corporations. Thus. 568
parents both filed for a foreign tax credit and controlled at least one foreign
corporation. In total. the 2.587 parents reported on 23.169 controlled foreign
corporations. A dataset was created that mratched overall information about a parent with
country specific information concerning that parent’s controlled foreign corporations.

" . L 1
branch income. and other foreign source income.

Before proceeding, we present a brief overview of the structure of U.S. taxation of
overseas activities of U.S. multinationals. Simply stated. the U.S. taxes the worldwide
income of its corporations and offers a credit for taxes paid to other countries. As any

international tax specialist can attest. this simple statement is far from the end of the

story.



A U.S. corporation can set up an overseas operation either as a branch (which is not
separately incorporated) or as a controlled foreign corporation (which is incorporated in
the foreign country). While the income of a branch is taxable currently. the income of a
controlled foreign corporation (CFC) is only subject to U.S. tax when it is repatriated to
the U.S. Since a CFC can delay subjecting its income to U.S. tax by not repatriating
income. this feature of U.S. international tax law is commonly referred to as deferral.
The Revenue Act of 1962 restricted deferral by adding Subpart F. which subjects certain
types of unrepatriated income of CFCs to U.S. tax currently. as if it had been repatriated
as a dividend. Moreover. for dividend repatriations. the U.S. government subjects to tax

income that is "grossed up” to include taxes paid to the foreign government.

Credit is (potentially) granted for income taxes paid to foreign governments.
including taxes on branch income and the "deemed paid” taxes that correspond to the
gross-up of income incurred when a CFC repatriates dividends. In addition, credit is

granted for certain withholding taxes; normally. these taxes have been applied to gross

income.

The credit is limited to the amount of tax that would have been paid on the income if
it had been earned in the U.S. (given both the U.S. tax rate and the U.S. definition of
the tax base). This creates two types of multinationals: those that receive full credit
for foreign taxes paid and those that do not. The latter group is said to be in excess
credit: if full credit is received the multinational is said to be in deficit of credit or
excess limitation. Income and taxes from all countries are added to determine whether the
limitation applies; thus, the multinational will be in excess credit if its (weighted)
average foreign tax rate is greater than the U.S. tax rate. To limit the cases for which
the U.S. does not collect tax because of the averaging of high and low taxed income.
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separate credit calculations are made for particularly high or low tax "baskets.



The rest of this paper is organized as follows. The next section presents data on
controlled foreign corporations. foreign branches. and other sources of foreign income
received by U.S. multinationals. and presents some simple calculations of average
effective tax rates over countries and industries. The third section attempts to quantify
certain effects that the foreign tax credit and deferral might have on investment and
financial decisions of U.S. multinationals. After providing a framework for discussion.
we present data on the magnitude of relevant firm characteristics and discuss some
implications of the data. Finally. the last section concludes by summarizing what we have
learned from the data. suggesting future work on general questions raised by the data. and

briefly discussing future work that needs to be done to analyze the major changes enacted

by the 1986 Tax Reform Act.
II. Overseas Activities of U.S. Multinationals

A. Foreign Subsidiaries

We first examine the overseas activities of CFCs of U.S. multinationals. Tables la
and |b give certain characteristics of CFCs by country and industry. respectively.
including assets. pre-tax eamings and profits. and foreign income taxes paid. Assets are
reported for all CFCs (except holding companies) while eamnings and profits are reported

for all CFCs and for those CFCs that have positive eamings and proﬁts.3

Total assets of CFCs amounted to $569 billion in 1984. Canada and the U.K. are the
most popular countries for CFCs of U.S. multinationals. CFCs in Canada accounted for $98
billion. or 17 percent of total CFC assets in 1984. CFCs in the U.K. had $79 billion in
assets. Many CFCs are located in other Western European countries as well. including West
Germany. Switzerland, the Netherlands. and France. The Caribbean has more assets than any

European country other than the U.K. and West Germany. but this number is distorted as



CHARACTERISTICS OF CO&ITR

Table la

OLLED FOREIGN CORPORATIONS.

1984~ - BY COUNTRY
(Dollars in millions).
E&P
(Before Tax) Foreign Income Tax

Country Assets All | >0 All | E&P >0
Canada $97.815 $10,719 $10.978 $4.216 $4.200
Latin America

Mexico 9,852 81! 966 553 544

Central America 15,750 1,198 1,362 276 264

Caribbean 42.068 1.931 2.048 175 170

South America

Brazil 17.639 1.702 2.076 686 650
Other 13.159 622 1.192 327 312

Western Europe

Belgium 12.539 514 734 242 261

France 20.275 1,539 1,737 793 794

Ireland 3.152 413 529 25 23

Italy 18,191 1,527 1.695 668 660

Netherlands 22,983 1,234 1.389 284 280

Spain 9,024 346 611 181 184

Switzerland 22,725 1.406 1,464 282 275

U.K. 79.370 10,959 11,323 5,707 5.621

West Germany 43,766 2,648 3.153 1,302 1,463

Other 14.455 1,111 1.274 509 508
Africa

South Africa 4,062 320 459 272 265

Other 10.617 792 1,250 721 747
Asia

Japan 25.175 1.977 2.037 1,066 1.064

Singapore 4,542 354 412 53 52

Hong Kong 11.837 756 802 135 135

South Korea 753 71 85 19 19

Taiwan 1.401 184 211 28 27

Middle East 2,779 151 179 25 25

Other 6.934 2.392 2.469 1.214 1.208
Oceania

Australia 22,142 1.158 1.384 539 529

Other 1.431 126 147 65 66
Other 34,118 1,169 1.714 212 190
Total $568.554 $48.132 $53.679 $20.575 $20.537

' Excludes holding companies.

Source:

Authors’ calculations.



Table 1b

CHARACTERISTICS OF CPNTROLLED FOREIGN CORPORATIONS.
1984° - BY INDUSTRY
(Dollars in millions).

E&P
(Before Tax) Foreign Income Tax

Industry Assets All | >0 All E&P > 0
Agriculture $911 $35 $49 $22 $20
Mining" 8.091 1.432  1.59 950 952
Construction 3.730 427 450 122 121
Manufacturing' 289,193 26,745 29,791 10,439 10,378

Food 20,721 2,515 2.682 777 769.

Paper 7.171 652 695 254 244

Chemicals 54,829 6,093 6.651 2.402 2.407

Metals 19.113 1.116 1.491 412 438

Nonelectrical :

Machinery 52,137 7.157 7.574 2.974 2.985
Electrical
Equipment 45964 2918  3.210 945 939

Motor Vehicles 47,530 2,447 3,258 1.255 1.195

Transportation 5.639 547 589 227 226

Instruments 11,142 1.232 1.356 476 471

Other 24.947 2.068 2.285 717 704
Petroleum 86.535 13,931 15,657 7.391 7.500
Transportation 23.696 1.105 1.256 350 335
Wholesale 'I'radcl 17,115 1,011 1.124 289 240
Retail Trade 12.831 756 801 227 226
Banking 81.209 1.148 1,177 340 336
Insurance 16.808 606 681 120 119
Other 28.459 935 1.099 324 310
Total $568.554 $48.132 $53.679 $20.575 $20.537

! Except petroleum.
? Excludes holding companies.

Source: Authors’ calculations.



discussed below. In Asia. a large amount of the assets of U.S. multinationals’ CFCs are
in Japan and Hong Kong. Australia is home to almost all CFC assets in Oceania. while

Brazil has a large amount ($18 billion) of CFC assets in South America.

A word of explanation concerning the Caribbean is warranted because of special
circumstances in this region. Of the $42 billion in assets reported in the Caribbean. $35
billion are attributable to the Netherlands Antilles. The Netherlands Antilles was
utilized to obtain loans indirectly through the Eurobond market until the middle of 1984.
A treaty with the Netherlands allowed a U.S. parent to avoid the U.S. withholding tax on
interest by borrowing from a subsidiary located in the Netherlands Antilles. which had
borrowed the funds on the Eurobond market. Thus. assets attributed to the Caribbean are
large in part because of loans to parents from their Netherlands Antilles subsidiaries.

The U.S. eliminated its withholding tax on interest in the middle of 1984. and these

assets are now decreasing as the loans mature and are paid off.

Other than manufacturing. major industries of the parents that own CFCs include
petroleum and banking. which amount to $87 billion and $81 billion. or 15.3 and 14.3
percent of total assets. respectively. Within manufacturing. chemicals. electrical
equipment. nonelectrical machinery. and motor vehicles industries dominate. CFC assets in

these four manufacturing industries are about one third of all CFC assets.

Tables 2a and 2b give certain computations from the characteristics given in tables la
and 1b. The average CFC tax rate is computed by dividing foreign taxes by earnings and
profits for those CFCs with positive earnings and profits. Average tax rates for CFCs
range from a low of 4% in Ireland to a high of 60% in Africa other than South Africa. with
an average over all countries of about 38%. Other high-tax areas include Japan and

Mexico. while Singapore and the Caribbean are among the low-tax regions.



TAX RATES AND RATES OF RETU%N

Table 2a

OF CONTROLLED

FOREIGN CORPORATIONS, 1984" - BY COUNTRY
Average Gross Rate of Net Rate
CFC Tax Rate Return of Return
Countrv (E&P > 0) (E& P > 0) (E& P >0)
Canada .38 A3 .09
Latin America
Mexico .56 .19 .11
Central America .19 A2 .10
Caribbean .08 A1 .10
South America
Brazil 31 .21 .16
Other .26 A7 A3
Western Europe
Belgium .36 .09 06
France .46 A3 08
Ireland .04 .19 19
Italy 39 .13 .09
Netherlands .20 .14 B3
Spain .30 A2 .09
Switzerland .19 .10 09
U:K. .50 .20 11
West Germany .46 .10 06
Other .40 2 08
Africa
South Africa .58 .22 13
Other .60 .25 akl
Asia
Japan .52 10 .06
Singapore A3 A5 A3
Hong Kong A7 1 10
South Korea .22 14 {1
Taiwan A3 17 A5
Middle East 14 1 .10
Other .49 42 .22
Oceania
Australia .38 1 .08
Other .44 14 .09
Other R .08 .07
Total .38 14 .10

' Excludes holding companies.

Source: Authors' calculations.



















































































































































