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INTRODUCTION

We have been asked to prepare a revenue estimate for S. 1671, introduced on October 6, 2011,
by Senators Hagan, McCain, Boxer, Blunt, Graham, Isakson, Murkowski, Brown, and Manchin.
This bill would modify currenrlaw section965 of the Internal Revenue Code of 1986 (section
965)to allow a temporary reduced rate of taxation for foreign earnings of U.S. corporations that
are repatriated to the United States in the form of dividend payeetiitis U.S. parent. The bill
contains substantive differences from the curtawtprovision.

The Joint Committee on Taxatiataff recently prepared revenue estimates for an extension of
currentlaw section 965 for Congressman Doggett, who released és¢isnates to the public.
The letter to Congressman Doggett contains a thorough, updated description of the Joint
Committee staff revenue estimating methodology for an extension of section 965.

In order to prepare our revenue estimates, we reviewddtteeto Congressman Doggett as
well as a 2008 Tax Notes article written by thEint Committee Chief of Staff Ed Kleinbard
andJoint Committee &ff Economist Patrick Driessen. We also reviewed other research that
has been published on the potentigeraie impact of a temporary repatriation provision.
Because the Joint Committee staff methodology providgsde to the development of the
official revenue estimates for Congressional budget purpasesse this methodology as our
starting point.

Ourgoal in preparing this analysis was to prepare an objective and impartial analysis of the
possible revenue effects of S. 1671 by (1) utilizing to the extent possible the Joint Committee
staff methodology, (2) evaluating teabstantivadifferences betweethe current bill and other
repatriation proposals for which the Joint Committee staff has prepared estimates, and (3)
exercising our best judgment with respect to the potential behavioral effects that influence the
revenue estimates. We note that revesstanates of repatriation proposals are highly sensitive
to a variety of assumptions concerning taxpayer behavior. Relatively small changes in these
behavioral assumptions can have significant effects on the revenue estimate.

This paper contains an ovéw of the provisions of S. 1671 and a detailed discussion of our
revenue estimating methodology. For those interestadniore detailed discussion of the

revenue estimating process with respect to repatriation proposals, we have included a number of
appeendices addressing specific issues in the estimating pré@bgs.funding for this research

was provided byrechNet the viewsand analysis expressed in this paper rely on our independent
analysis of the potential revenue implications of the bill andadmecessarily represent the

views of TechNet



|. EXECUTIVE SUMMARY

S. 1671

S. 1671 would amend currelatw section 965 to provide a temporary period during which
foreign earningsf U.S. corporations can be repatriated at a reduced rate of taxisThi
accomplished through a dividendsceived deduction (DRD). Currelatw section 965 provides
an 85percent DRD.

Under S. 1671, the base percentage foDIR® is 75 percent (compared to 85 percent for the
2004Homeland Investmerfct (HIA)). In addiion, by increasing payroll levelsixpayers can

qualify for a bonus deduction (applicable percentage) of up to 10 percent in the first taxable year
following the election year (i.e., the year in which the base percentage deduction is claimed).

The amountligible for theDRD is defined as the sum of current and accumulated foreign
earnings for all controlled foreign corporations of the U.S. shareholder. Thus, the bill
encompasses a pool of foreign earnings that is larger than the pool included indthi#A200
provision.

The bill eliminates the requirement in the 2004 that limits the uses of amounts repatriated to
the United States. Instead, the bill includes a provision that requires the taxpayer to maintain
average employment levels in the Unitadt8s for 24 months following repatriation. If the
taxpayer violates this maintenance of employment provision, the taxpayer is required to include
in income an amount equal to $75,000 times the number of employees by which the average
employment level fé& below the require average.

The bill would be effective at t he t a joptteyast taxalkle year eginningdefqre
the date of enactment or the first taxable year beginning during thgean@eriod beginning on
the date of enactment.

Revenue Estimates for S. 1671

We estimate that S. 1671, the AForeign Earnin
decrease in Federal income tax revenuasahore thampproximateh$9.7 billionfor fiscal

years 2012 to 2021. Furthermore, our analghiows that government receipts would actually

increase for three years (i.e., fiscal years 2012 to 2014) kaafgrpotentiahet revenue losses

for the remainder of the budget period.

Most of thepossiblerevenue losses we estimate derive from thenagsan that multinational
corporations woulanovemore of their operations overseas in anticipation of another temporary,
tax repatriation periodh the future, following enactment of S. 1671. We note that this
assumption is botimpossible to quantifyith certaintyand subjectivebecause it requires the
assumption that the primary reason that corporationsneileadditional operations outside the
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United States derives from the expectation of a future temporary repatriation’period.
Considering all théactors involved in the decisisiof multinational corporations concerning
where to locate their business activities, includingent U.S. corporate tax ratéise

expectation of future U.S. corporate tax reform, the benefits of the financial accduesitmgent

of permanently reinvested earnin@RE) and the detriments of reversing a designation of PRE
and the general trend of U.S. corporations to conduct business in growing markets, we find it
difficult to say that future behavior will be driven marily by the expectation of another
temporary repatriation period.

We summarize our estimate in TableHbwingthe location shifting effect separatélywithout
this assumption, we estimate that S. 1671 would actumigaseFederal revenues by
approximately $5.5 billionover the period.

Table 17 Summary of the Revenue Effects of S. 1671

Fiscal Years 2012 to
2021
S. 1671 (Billions of Dollars)
Estimate Assuming no Location Shifting 5.5
Revenue Effect of Location Shifting -15.2
Total Revenue Effect 9.7

We assume that approximately $535 billion of foreign earnings will be repatriated under the
proposal. This number appears to be consistent withatineunts the Joint Committee staff
assumes would be repatriated under an extension of the elamesgction 965 provision.

However, two recent studies suggest that the amount that would be repatriated could be
significantly higher ($604 billion in one sa and $742 billion in another). The discrepancies in
these estimates highlight the difficulties in predicting how taxpayers will respond to the
enactment of another temporary repatriation period. If the amount that is repatriated increases,
the bill wodd have a larger revenue gain (disregarding the possible location shifting effect).

Revenue Estimating Methodology and the Importance of Behavioral
Assumptions in Repatriation Revenue Estimates

Revenue estimates almost always take into account antitifgaqeayer behavior. In some

cases, estimates of changes in taxpayer behavior have a significant effect on the revenue
estimate; in extreme cases, relatively small changes in behavioral assumptions can mean the
difference between a revenue estimate thabsitive and a revenue estimate is negative. Under

! Representatives of the companies with whom we have spokieatithat they intend (1) to repatriate most of

their unrepatriated earnings if the current proposal is enacted and (2) do not anticipate that there will be any future
opportunities to repatriate earnings temporarily at a reduce rate of tax.

2 We assuman enactment date of January 1, 2012.
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certain circumstances, accepted economic theory and actual prior experience may provide some
evidence that helps to guide these assumptions.

Ultimately, these behavioral assumptions rely on the joelsgment of the individual preparing

the revenue estimate taking into account all of the available information at the time the proposal
is estimated. In the case of proposals to allow U.S. corporations to repatriate earnings from
offshore affiliates at ;emporarily reduced tax rate, behavioral assumptions can have a
significant impact on the revenue estimate.

In a manner similar to th@iht Committee staffwe separate our estimate into three separate
component s: (i) a nsottaxpayecbehawof; &nd @iixthe effectof) t h e
taxpayersnovingincome and operations overseas in anticipation of another temporary reduction
in the tax rate on repatriated earnings.

Static Effect

Static effects relate to revenue changes before angebam taxpayer behavior are factored in.

In this case, the static effect of anottemporaryrepatriation periods the reduction in revenues
attributable to those companies that would have repatriated foreign earnings in the absence of a
reduced rate.

We calculate the static effect as the amount of estimated repatriated earnings under the present
law baseline in 2012 ($60.8 billion) times the difference in the assumed rate under present law
(11.3 percent) and the rate assumed under the proposap&ceht). This results in a ctiene
revenue loss of about $3.5 billion.

Acceleration Effect

One can expect that a temporary reduction in the tax rate on repatriated foreign earnings will
result in a significant taxpayer response as firepgtriate eaingsto take advantage of the

lower rate. In our approach, we identify three potential behavioral responses that taxpayers
might undertake that would materially affect revenues. First, it is likely that firms would
reevaluate their investment opportigs and their anticipated deployment of capital in order to
accelerate repatriations from future years into the present in order to take advantage of the lower
rate. While government tax receipts would increase as these earnings are taxed during the
temporary period, there would be a corresponding reduction in revenues in ixeaosifrom

which those earnings were accelerated. The acceleration effect will result in a net reduction in
tax revenues over the budget period.

We assume that taxpayers witicgélerate approximately $162 billion of repatriated earnings
from future yearsWe assume that the accelerated earnings are taxed at the tereffeciye
taxrate in place at the time the deduction is claimed (i.e., 5.51 percent) and that futuresevenu
from those (undiscounted) earnings are taxed at present law effective tax rates (i.e., 11.3
percent). These calculations result in a net revenue effect of approxir$dtel§ billion over

the budget period.



Induced Effect

A second behavioral effedtat we estimate relates to repatriated earnings that, but for the
temporary reduction in the tax rate, would have remained overseas indefinitely orabldest

not have been repatriated during the ebhsedget
in government revenues during the period in which the temporary rate is in place. This
component of the revenue estimate results in a pure revenue gain as these earnings are not
expected to return to the United States during the budget reporting.peri

We estimate that during the period the temporary DRD is in place, approximately $312 billion
dollars in induced repatriations will be taxed at 5.51 percent resulting intenenesvenue

increase of approximately $17.2 billion (= $312 billion x .0b5Total repatriations during the
temporary period are about $535 billion under these assumptions (i.e., $162 billion of accelerated
earnings, $312 billion of induced repatriatipasd $61 billion in earnings that would have been
repatriated under the ggentlaw baseline).

Changes in U.S. Tax Base

A third behavioral response relates to actions taken by multinational corporations that have the
effect of increasing the tax base of U.S. taxpayers. For example, if companies decide to increase
dividend paynents to shareholders, then these dividends will show up on the tax returns of those
shareholders that are subject to U.S. income Tdve net revenue effect of increases to the U.S.

tax base from dividends paid out of repatriated earnings resultsveraugsgain of

approximately $2.2 billion.

Location Shifting

Finally, the Joint Committee staff assumes that enactment of another temporary repatriation
period will cause further eroding of the U.S. tax base as corporations move operations and
income oveseas in anticipation of another temporary repatriation period in the future. We have
several concerns about this assumption. First, our own anecdotal evidence suggests that while
U.S. multinationals support and look forward to bringing back incomehettJtS. at a reduced

rate, this is most definitely not part of their overall corporate planning strategy. Second, the Joint
Committee staff points to the large increase in PRE in recent years as evidence that this pattern
persists. But this ignores th&iere has been a pronounced, structural trend in this direction
unrelated to temporary repatriation periotlsS. corporations see growing, profitable

investment opportunitiesnd rapidly growing marketsverseas and are moving to take

advantage of themThird, even if one accepts the fact that U.S. multinationals responétdé to

by moving more resources overseas, then this effect has already been subsumed in the current
law baseline. It seems inconsistent to ascribe additional, incremental locaftioy sisi a result

of S. 1671.

Neverthelesspur analysisncorporates an adjustmeottake this potential effect into account,
whichresults in a revenue loss of approximatel$ Billion over the budget period.



Summary

Our estimates of repatriated eisngs throughout the budget period seem in general agreement
with those of the Joint Committee stafor example, the Joint Committee staff indicates that

their estimates assume about $700 billion in repatriated earnings during the period when the
tempoary provisions are in place under an 85 percent DRD and approximately $325 billion for a
70 percent DRD. Our estimates show repatriations of about $535 billion for an effective DRD of
about 77.5 percent (a base DRD of 75 percent and an average Bonusddenfuz.5 percent as
provided under S. 1671Furthermore, our estimates of foreign earnings that are accelerated
from future years seem equally consistent: the Joint Committee staff assumes about $200 billion
for an 85 percent DRD and about $125 billfor a 70 percent DRD. Our figure for accelerated
repatriations under a 77.5 DRD is about $162 billion. This implies that our estimate of induced
repatriated earnings is similarly consistent with the Joint Committee staff.

We conclude that the primaspurce of revenue lossissdue to the assumptidhat U.S.
corporations will relocate their busingesanticipation of anotheetmporary repatriation period

in the future. As we explain above, this assumption is subject to a large degree of uncertainty.
Our estimatescorporate an assumption for relocating incomeeimonstrate the sensitivity of
theestimates to this effect.



IIl. DESCRIPTION OF S. 1671

Congress is considering a temporary provision to allow companies to elect to repathate
United States portion of their foreign earnings at a lower tax rate than would normally apply.
The Congress enactedianilar provision (section 965 of the Internal Revenue Code) in 2004
thatapplied fortax year2004 or 2005.Below we eview thedetaik of the 2004 provisioand
provide an explanation of the provisions of S. 1671.

2004 Provision

The 2004 provision allowed a temporary;@&centDRD for certain dividends paid by a

controlled foreign corporation to its U.S. parent corporation. Atpoor at i ondés el ect i
temporary provision was available for either the last taxable year ending after October 22, 2004

(the date of enactment) or the first taxable year beginning during thgean@eriod beginning

on October 22, 2004.

The amount oflividends eligible for the 85 perceDRD was the greater of (1) $500 million or

(2) the amount of earnings shown on the taxpa
permanently reinvested outside the United States. The 85 pBREntheant that no mord&an

15 percent of the dividends received would be included in income of the U.S. parent. Ata

maximum corporate tax rate of-p&rcent, the maximumotentialrate of tax on the repatriated

earnings was 5.25 percenfthe foreign tax credit was allowed Wwitespect to the dividends that

did not qualify for the dividendeceived deduction.

The dividends eligible for the 85 percé&RDwer e t hose dividends that
average repatriation level (base period dividends) over three of theeauoest five taxable years

ending on or before June 30, 2003. The applicable years taken into account in calculating the
average were determined by disregarding the years in which the highest and lowest repatriation

levels occurred. The taxpayer was akolto specify which dividends were eligible for tbRD

and which dividends were treated as satisfying the base period dividandse attributable to

the nondeductible portion of eligible dividends could not be offset by losses or deductions, but
couldbe offset byalternative minimum tagredits and a proata portion of the foreign tax

credits attributable to these dividends

The 2004 Act required the reinvestment of the repatriated amounts in the United States pursuant
to a domestic reinvestment pléor worker hiring and training, infrastructure, research and
development, capital investments, or the financial stabilization of the taxpayer for the purposes
of job retention or creation.

The 2004 Act provision was available for the first taxable peginning after the date of
enactment (October 22, 2004) or the last taxable year beginning before the date of enactment.



S. 1671, introduced on October 6, 2011, by Senators Hagan, McCain, Boxer,
Blunt, Graham, Isakson, Murkowski, Brown, and Manchin)

S.1671differs from the 2004 Act provision in significant respects.

UnderS. 1671 the base percentage for DBD is 75 percent (compared to 85 percent for the

2004 Act). In addition, taxpayers can qualify for a bonus deduction (applicable percentage) of

up to 10 percent in the first taxable year following the election year (i.e., the year in which the
base percentage deduction is claimed). The applicable percentage is defined as the amount that
bears the same ratio to 10 percenthag1) excess of qudied payroll for the calendar year

beginning with or within the first taxable year following the election year over qualified payroll

for calendar year 2010 bears to (2) 10 percent of qualified payroll for 2211671 defines

gualified payroll ashe ayjgregate wages (as defined in section 3121(a)) paid by the corporation
duringthecalendar year

The amount eligible for thBRD is defined as the sum of current and accumulated foreign
earnings for all controlled foreign corporations of the U.S. shaileholThebill allows theDRD

with respect to currer@ndaccumulated foreign earnings that are not permanently reinvested
outside the United States, and foreign earnings reported as permanently reinvested outside the
United States for financial statemgnirposes. Thus, th®ll encompasses a pool of foreign
earnings that is larger than the pool included in the 2004 Act provision.

Thebill eliminates the requirement in the 2004 Awit limits the uses @mounts repatriated to

the United States. Instéathebill includes a provision that requires the taxpayer to maintain
average employment levels in the United States for 24 months following repatriation. The
employment levels are compared to the average employment level for the 25 calendar months
preeding repatriation. If the taxpayer violates this maintenance of employment provision, the
taxpayer is required to include in income an amount equal to $75,000 times the number of
employees by which the average employment level falls below the requiegave

At a t ax p ayebill dvauld bel etfectitvei fav the lastttaxable year beginning before the
date of enactment or the first taxable year beginning during thgeargeriod beginning on the
date of enactment.



llI. ESTIMATE OF THE PROPOSAL

| f enacted, we estimate that S. ,016&wbl,l dt he sfufkad
net decrease in Federal income tax revenuas afiore thampproximately$9.7 billionfor fiscal

years 2012 to 2021. Furthermore, our analysis showgakatnment receipts would actually

increase for three years (i.e., fiscal years 2012 to 2014) kmfgrpotentiahet revenue losses

for the remainder of the budget period.

Most of thepossiblerevenue losses we estimate derive from the assumptiomtit@tational
corporationsvould movemore of their operations overseas in anticipation of another temporary,
repatriation periodh the future following enactment of S. 1671

We note that this assumption is batipossible to quantify and subjectil@cause it requires

the assumption that the primary reason that corporationsaiieadditional operations outside

the United States derives from the expectation of a future temporary repatriation period.
Considering althe factors involved in the dems of multinational corporations concerning

where to locate their business activities, includingent U.S. corporate tax ratése

expectation of future U.S. corporate tax reform, the benefits of the financial accounting treatment
of permanently reinested earnings, and the general trend of U.S. corporations to conduct
business in growing markets, we find it difficult to say that future behavior will be driven

primarily by the expectation of another temporary repatriation period. Below we provide a
detailed discussion of the implications and reasonableness of this assumption.

We summarize our estimate in Table 1 where the location shifting is shown sepakafighput
this assumption, we estimate that S. 1671 would acturigaseFederal revenueby
approximately $5.5 billiorover the period.

Table 17 Summary of the Revenue Effects of S. 1671

Fiscal Years 2012 to
2021
S. 1671 (Billions of Dollars)
Estimate Assuming no Location Shifting 5.5
Revenue Effect of Location Shifting -15.2
Total Revenue Effect -9.7

In the following sections, we elaborate on these estimates including a discussion of our general
approach, the construction of the presentbaselineanda detailed description of each
component of the estimate.

¥ We assume an enactment date of January 1, 2012.
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A. Discussion of General Approach and Assumptions

In a manner similar to theiht Committee staffwe separate our estimate into three separate
component s: (i) theeffeits df axdpayer behaeidr;farddiit) the effactiof
taxpayersnoving income and operations overseas in anticipation of another temporary reduction
in the tax rate on repatriated earnings.

Static effects relate to revenue changes before any chiangepayer behavior are factored in.

In this case, the static effect of anotherrgpatriation periods the reduction in revenues

attributable to those companies that would have repatriated foreign earnings in the absence of a
reduced rate. To thefiems, the temporary repatriation period represents a windfall and a
corresponding loss in tax revenues to the government equal to the difference in the tax they
would have paid anyway and the reduced taxes they would pay under S. 1671. Like the Joint
Committee staff, our estimate of the static effect is the smallest component of our total estimate.

One can expect that a temporary reduction in the tax rate on repatriated foreign earnings will
result in a significant taxpayer response as firms rush eoadkantage of the lower rate. In our
approach, we identify three potential behavioral responses that taxpayers might undertake that
would materially affect revenues. First, it is likely that firms would reevaluate their investment
opportunities and theanticipated deployment of capital in order to accelerate repatriations from
future years into the present in order to take advantage of the lower rate. While government tax
receipts would increase as these earnings are taxed during the temporarthergosipuld be a
corresponding reduction in revenues in theymdrs from which those earnings were

accelerated. The acceleration effect will result in a net reduction in tax revenues over the budget
period.

A second behavioral effect that we estinralates to repatriated earnings that, but for the

temporary reduction in the tax rate, would have remained overseas indefinitely or at least not
have been repatriated during the budget perio
government reemues during the period in which the temporary rate is in place. This component

of the revenue estimate results in a pure revenue gain as these earnings are not expected to return
to the United States during the budget reporting period.

A third behavioraresponse relates to actions taken by multinational corporations that have the
effect of increasing the tax base of U.S. taxpayers. For example, if companies decide to increase
dividend payments to shareholders, then these dividends will show up ax tieéurns of those
shareholders that are subject to U.S. income tax. Increasing the tax base of (taxable) U.S.
taxpayers will result in an increase in tax revenues flowing into the Treasury during the
temporary period to the extent these dividends acbqd of induced foreign repatriations. To

the extent these dividends come from foreign earnings that are accelerated from future years
then there will bea corresponding reduction in revenues in those years (assuming that these
earnings would have begaid out in dividends in those years).

The final component of our revenue estimate relates to the assumption that firms, after enactment
of S. 1671, willmoveoperations and income overseas in anticipation of another temporary

10



reduction in the tax ratelo the extent this occurs, Federal revenues are reduced as a result of
relocatingthis income.

B. Constructing A Current-Law Baseline

As a first step in calculating the revenue effect of S. 1617, we estimate what revenues would be
before enactment of éhlegislation. This is referred to as the present law baséllhanges in
revenues are then measured from this baseline. Constructing the baseline involves making
assumptions about tax rates, repatriations, and the pool of undistributed foreignsefaoning

which repatriations are assumed to origirfate.

Because permanently reinvested earnings (PRE) comprise the largest stock of undistributed
foreign earnings, we use data relating to the stock of PRE as our starting point. Our principal
data sourcéor estimating the potential stock of PRE is a recent study from JP Morgan that
analyzed the balance sheets of close to 900 multinational corporations that reported having PRE
or who repatriated qualified dividends after enactment AJG#&r 2010, the madsecent year
available, the study reports close to $1.4 trillion dollars of accumulated undistributed PRE for
these firms. In order to project the stock of earnings throughout the budget period, we assumed
that the rate of growth of the stock of PRE amntd at the average growth rate observed in the
three previous years, or about 12.2 percent. This resulted in a stock of PRE in 2012 of about
$1.7 trillion rising to about $4.9 trillion by 2021.

Next, we estimated the amount of repatriated earningiserbaseline as 3.5 percent of the stock

of PRE. This resulted in baseline repatriations of approximately $61 billion in 2012 growing to
about $171 billion in 2021. In addition, we assumed that these repatriated foreign earnings were
taxed at a residudl.S. rate of 11.3 percent over the budget period. In arriving at this figure, we
relied on a study that used survey data from the Bureau of Economic Analysis (BEA) on the
effective tax rates of U.S. multinationals on repatriated earfings.

C. Revenue Effects

In this section, we derive our estimate of the revenue effect of S. 1671 for each component: static
effect, behavioral effect, and effects due to location shifting on the part of U.S. multinationals.
In calculating these effects, we assume a dagmattment of January 1, 20%.2.

* Repatriated earnings can come from current foreign earnings, deferred foreign earnings, and the special category of
deferred foreign earnings that are designatqukasianently reinvested earnings (PRE).

*Mott, D. and A. Schmidt (2011), AUndistributed Foreign
North America Equity Research, May™24

®We report all our figures and underlying assumptions in Appendix A

'Blouin, J.L., et al. (-BiGn@Oijend Policysinflignc&d.by Gapithl Marketat i o n a | I n
I ncentives?0 We rely in the meanPRE@lblicérmo fThistigueisef f ect i
likely to overstate the teuresidual U.S. tax rate due to additional withholding taxes that are not reported.

8 As such, our figures are not directly comparable to Joint Committee staff estimates that assumed an earlier

enactment date. Letter to Hon. Lloyd Doggett, April' 18011.
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We estimate that approximately $535 billion of qualified dividends will be repatriated during the
period when the temporary -fiercent DRD is in effect. We believe that this estimate is
consistent with estimates of the IoCommittee staff of an extension of cursaw section 965

with either an 8%ercent DRD or 7percent DRD. However, this estimate is somewhat lower
than what has been assumed in two recent studies. For example, Shapiro and Mathur (2011)
estimate thaapproximately $604 billion will be repatriated during this period while Tyson, et.

al. (2011) set this figure at about $742 billion. While our figures are more in line with the Joint
Commi ttee staffodés assumpt i on stysutrdureingdhescr epanc
estimates and the particular difficulties in predicting taxpayer behavior. On the other hand, we
estimate that approximately $1.4 trillion in total qualified dividends will be repatriated during the
20122021 budget period, a figure tha substantially identical to that of Shapiro/Mathur.

Static Effect

As described above, the static effect relates to the windfall received by firms that would have
repatriated foreign earnings anyway, without the incentives available under the éitafic

effect is calculated as the volume of repatriated earnings assumed under the present law baseline
times the difference in taxes paid under present law and the tax rates in place during the
temporary period.

We calculate the static effect as Hmount of estimated repatriated earnings under the present
law baseline in 2012 ($60.8 billion) times the difference in the assumed rate under present law
(11.3 percent) and the rate assumed under the proposal (5.51 percent). In arriving at the latter
figure, we assumed that the average DRD for qualified dividends would be 77.5 percent. This
figure assumes a slightly higher deduction because of the Bonus Deduction contained in the bill.
We also assume that the effective tax rate under the bill (i.6.p2gcent times 35 percent =

7.875 percent) is further reduced by 30 percent due to available foreign tax credits. This results
in a onetime revenue loss of about $3.5 billion.

Behavioral Effects

Acceleration Effeci We assume that taxpayers will alecate the repatriation of foreign

earnings from future years into the period when the temporary 75 percent DRD is in place with
the predominance of the accelerated earnings coming from the most recent years. We assume
that approximately 70 percent of egpated earnings will be accelerated from the closest taxable
year and that this figure will drop over subsequent years throughout the budget period. We also
assume that these accelerated earnings from future years are discounted at 2.5 percent per year.
This producesapproximately $162 billion of repatriated earnings accelerated from future years.

We assume that the accelerated earnings are taxed at the temporary rate in place at the time the
deduction is claimed (i.e., 5.51 percent) and that fuewrerrues from those (undiscounted)

° Taxpayers have some discretion as to which taxable year they can claim the deduction and take advantage of the
lower rate.

19 To the extent these earnings are in the form of foreign cash holdings, the discounting assumption reflects the time
value d money over the budget period.
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earnings are taxed at present law effective tax rates (i.e., 11.3 peiideedg calculations result
in a net revenue effect of approximatehi 1.0 billion over the budget period.

Induced Repatriation$ Induced repatations represent a windfall and a revenue increase to the
Treasury because these earnings would have remained overseas during the budget period and
would not have been subject to any U.S. tax. We estimate that during the period the temporary
DRD is in phce, approximately $312 billion dollars in induced repatriations will be taxed at 5.51
percent resulting in a orténe revenue increase of approximately $17.2 billion (= $312 billion x
.0551)! Total repatriations during the temporary period are abous $8Bon under these
assumptions (i.e., $162 billion of accelerated earnings, $312 billion of induced repatriations and
$61 billion in earnings that would have been repatriated under the plasdrdaseline). This

figure seems consistent with Joint Coitiee staff estimates of about $700 billion in repatriated
earnings under an 85 percent DRD and $325 billion in repatriated earnings under a 70 percent
DRD.

Increase in U.S. Tax Bask To the extent U.S. multinationals use repatriated earnings to
increasalividend payments to their shareholders, then these dividend payments will be subject to
U.S. Federal income tax to the extent the shareholders are taxable. Not all shareholders are
taxable, though. For example, pension funds hold large portfoliosalf ist U.S. corporations

and would not pay any tax on these dividends. To calculate the tax effect of increased dividend
payments accruing to taxpayeushject taax in the United States, we first assume that 15

percent of repatriated earnings are paithie form of dividends to shareholdéfsFurthermore,

we assume that orthird of shareholders are taxable and would pay tax on these earnings. We
also assume that the dividend payments are taxed at the marginal rate of 24"péteent.
repatriated eaings accelerated from future years, we make the additional assumption that the
sameproportion of these earnings would be used for dividend payments in those years. This
results in modest revenue losses in those years. The net revenue effect ofsoremeese.S.

tax base from dividends paid out of repatriated earnings results in a revenue gain of
approximately $2.2 billion.

Location Shifting

The Joint Committee staff assumes that enactment of another temporary repatriation period will
cause furtheeroding of the U.S. tax base as corporations move operations and income overseas
in anticipation of another temporary repatriation period in the future. We have several concerns
about this assumption. First, our own anecdotal evidence suggests tedt\vghimultinationals
support and look forward to bringing back income into the U.S. at a reduced rate, this is most

1 We arrive at the $312 billion figure by applying a response parameter to the stock of PRE that measures the
elasticity of repatriations with respect to the tax rate. We calculated this response parameter to be Lz value t
results in an elasticity 6.0 at the top corporate tax rate of 35 percent.

12 a study by Dharmapala, et. &und that corporationsstimatel that each $1 in repatriated foreign earnings
resulted in $60-$0.92 in payouts to shareholders and thatstiof these payouts were in the fornstifck

repurchases rather than dividends to shareholders.

13 The marginal tax rate on dividends was calculated from Quantria Strategies individual income tax
microsimulation modelFor dividends received in 2012, wee an average marginal rate of 12.5 percent. The
maximum statutory tax rate on dividends is 15 percent for 2012; after 2012, dividends will be taxed under the
regular individual income tax rate schedule, with a maximum statutory tax rate of 39.6.percent
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definitely not part of their overall corporate planning stratéggecond, the Joint Committee
staff points to the large increase in PREecent years as evidence that gattern persistsBut
this ignores that there has been a pronounced, structural trend in this duectiatedo
temporary repatriation periods. U.S. corporations see growing, profitable investment
opportunitiesand rapidly growing marketsverseas and are moving to take advantage of them.
Third, even if one accepts the fact that U.S. multinationals responéd toy moving more
resources overseas, then this effect has already been subsumed in thésoubvesgline. It
seems inconsistent to ascribe additional, incremental location shifting as a result of S. 1671.

Neverthelesspur analysis results in an estimated revenue loss basedodest amount of

incremental location shifting resulting from the enasttof S. 1671. We calculate this amount

by assuming that, beginning in 2014, U.S. corporations will gradually increase the amount of

PRE overandabove the present law baselinerbgving U.S. income and investment overseas.

We assume that thiglocation starts slowly, at 1 percent of the annclahngen baselinePRE

and rises to 4 percent by 2021. We assume that these forgone earnings would have been taxed in
the United States at an effective tax rate of 24.5 percent. This results in a reventie loss o
approximately $% billion over the budget period.

Estimate of S. 1671

Table 2 shows our estimate of the revenue effect of S. 1671 with and without assumptions about
U.S. multinationalselocating operation We estimate that this provision would rkso a net
reduction in Federal receipts of $9.7 billion for fiscal years 2012 to 2021. Without the
assumption ofelocating operationsve estimate the bill would actuallycrease-ederal

revenues by about $5.5 billion.

14 A proposal to enact legislation similar to HIA was defeat@eondly(55-43) in the Senate as an amendment to the
Admini strationds stimulus pr opos al. Thistlegigatiohwagnevuerceaen Re c 0V «
considered in the Housé.ogically, major corporate decisions will not be basadhe uncertain legislative success

of a proposal with significant opposition and a mixed history of success.

5 We do recognize thasubject to longstanding transfer pricing rules and audits birBend other countries,

corporations catocateintangible assets outside tbiaited States However, we also recognize that a number of

industries identified foreign markets as areas for future growth. As a result, it is important for these maltination

companies to maintain a presence in these markets.

8 The estimates are in fiscal years, so the figures do not match exactly the calendar year figures in the body of this

report.
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Table 27 RevenueEf ect of S. 1671, AThe Foreign Ear:H

Fiscal Years
(Billions of Dollars)

Item 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021  Total
75 Percent DRD (no location shifting) 6.0 107 24 35 28 19 -14 -6 13 10 55
Effect of Location Shifting under 75 Percent DRD - (1) O <03 09 -13 -1.9 0 27 35 46 -152
Total Revenue Effect 6.0 107 24 38 37 33 33 420 49 560 97

(1) Negligible revenue effect

D. Summary

Our estimates of repatriated earnings throughout the budget period seem in general agreement
with those of the Joint Committee stafor example, the Joint Committee staff indicated th

their estimates assume about $700 billion in repatriated earnings during the period when the
temporary provisions are in place under an 85 percent DRD and approximately $325 billion for a
70 percent DRD. Our estimates show repatriations of about $i86 for an effective DRD of

about 77.5 percent (a base DRD of 75 percent and an average Bonus Deduction of 2.5 percent as
provided under S. 1671). Furthermore, our estimates of foreign earnings that are accelerated
from future years seem equally consigt the Joint Committee staff assumes about $200 billion

for an 85 percent DRD and about $125 billion for a 70 percent DRD. Our figure for accelerated
repatriations under a 77.5 DRD is about $162 billion. This implies that our estimate of induced
repatiated earnings is similarly consistent with the Joint Committee Staff.

We conclude that the primary source of revenue lasstige to the assumptidhat U.S.
corporations will relocate their busingesanticipation of anotheetmporary repatriation pied

in the future. As we explain above, this assumption is subject to a large degree of uncertainty.
Our estimatescorporate an assumption for relocating incomeeimonstrate the sensitivity of
theestimates to this effect.

" It is possible that our estimate of baseline repatriations differstfierdoint Committee staff. Since the Joint
Committee staff has not provided an exact number for their assumption concerning baseline repatriations, we cannot
know the extent of any differences, but we would expect that this difference should be retatiatbly
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APPENDIX A: Assumptions Used In the Model

The assumptions and parameters used in prepar
Earnings Reinvestment Acto and referenced in
following tables.

Item Value
Annual Growth Rate of Accumulated Foreign Earnings 0.1220
Fraction of Total Earnings that is Foreign-Sourced 0.2500
Percent of Accumulated Foreign Earnings that is Repatriated 0.0350
US Corporate Tax Rate 0.3500
Dividend Received Deduction Under Proposal (Including Bonus Deductio 0.7750
Discount Rate 0.0250
Percent of Total Repatriated Earnings Paid Out as Dividends 0.1500
Percent of Shareholders that are taxable 0.3300
Average Marginal Tax Rate on Dividends 0.2400
Average Marginal Tax Rate on Dividends (Blended Rate for 2012) 0.1750
Effective Tax Rate Under Present Law 0.2450
Effective Tax Rate Under Proposed Law 0.0551
Average Effective Tax Rate on Repatriated Foreign Earning 0.1130
Beta Coefficient (Elasticity Parameter) -2.8570
Item 2012 2013 2014 2015 2016

Acceleration of Future Repatriated Foreign Earnings 0.0000  0.7000  0.4000 03000  0.2000
Portfolio Effect: Domestic Earnings Shifted Overseas 0.0000  0.0000  0.0000 0.0100 0.0150

Item 2017 2018 2019 2020 2021

Acceleration of Future Repatriated Foreign Earnings 0.1000  0.1000  0.1000  0.0500  0.0500
Portfolio Effect: Domestic Earnings Shifted Overseas 0.0200  0.0250  0.0300 0.0350 0.0400

For purposes of calculating induced repatriations under the bill, we relied on-bbgemi
functional form:

LN (Repatriations) = a + b § TXRT.
In this equation, LN(R) represents the natural logarithns;a constant ternty is the response

paramete and TXRT is the effective tax rate on repatriations. We chose a vaiue28570)
that results in a unitary elasticity at the statutory corporate tax rate (i.e., 35 percent).
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APPENDIX B: JOINT COMMITTEE ON TAXATION REVENUE
ESTIMATES OF REPATRIATION PROPOSALS

A. Overview

In April 2011, the Joint Committee on Taxation provided estimates of the revenue effects of a
temporary repatriation provision similar to the one enacted in 2004 (i.e., 85 percent dividends
received deduction). These estimatesyioied to Congressman Lloyd Doggeli), showed a
revenue loss from a temporary repatriation provision of approximately $78.7 billion over the 10
year budget reporting peridti.At the same time, the Joint Committee staff estimated that the
provision wouldose $41.7 billion over the 1fear budget reporting period with a 70 percent
dividendsreceived deduction.

In 2004, the Joint Committee staff estimated that the original temporary repatriation provision
would reduce revenues by $3.3 billion over they@@r budget reporting peridd.In addition, in
2009, the Joint Committee staff estimated that a temporary repatriation provision similar to the
2004 Act would reduce revenues by approximately $29 biffion.

The Joint Committee staff has provided considieraetail on the assumptions surrounding their
estimates of the revenue effects of temporary repatriation provisions. What follows in this

section is a brief overview of these assumptions derived from the September 22, 2008, Tax Notes
article authored bfd Kleinbard and Pat Driessen and the 2011 letter to Congressman Doggett.

B. Baseline Revenues

In constructing a revenue estimate, the starting point is generally the revenue expected to be
collected under current law. This is thecadled revenue Iszline. The revenue baseline shows

the estimates of revenue relating to a particular provision that can be expected to be collected
during the budget reporting period assuming current law is in effect. If provisions are scheduled
to expire during the bugkt reporting period and have not been extended legislatively, then the
estimates of the revenue baseline are made assuming the scheduled expiration takes place. In
general, the revenue baseline will also take into account broad projections of théthmte o
economy during the budget reporting period. For this purpose, the Joint Committee staff uses
the macroeconomic assumptions used by the Congressional Budget Office.

Thus, the revenue baseline used as the starting point for a revenue estimaenisnmioér that

can be derived directly from any one source. Constructing the revenue baseline involves the use
of (1) historical data from the Internal Revenue Service (IRS), (2) reliable data from other
sources, (3) macroeconomic projections from the C8(,(4) the best judgment of the

economist preparing the revenue estimate concerning how taxpayers will behave under current

18 |etter to the Honorable Lloyd Doggett from the staff of the Joint Committee on Taxation, April 15, 2011.
19 See, Kleinbard, Edward D. and Patrick DriesgeRevenue Estimate Caste Study: The Repatriation Holiday
RevisitedTax Notes, Septembé&p, 2008.

% See, Congressional Record, pages S130820, February 3, 2009.
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law over the budget reporting period. Even data that is readily available may not provide a
reliable measure for the revenue biage For example, the September 2008 Tax Notes article
noted that IRS data on residual U.S. corporate income tax with respect to foreign earnings might
not be reliable because of the recession and slowing of economic growth that occurred
worldwide in 20@-2002.

The Joint Committee staff does not publish its estimates of the revenue baseline. Thus, any
analysis of Joint Committee estimates will necessarily involve judgment concerning what
baseline assumptions have been made. However, the Septemb&al00&es article

indicated that the Joint Committee revenue baseline for the 2004 repatriation proposal assumed
that there would normally be approximately $10 to $20 billion of U.S. corporate income tax paid
on foreign source income. The article furtheted that IRS data for years prior to 2004 showed
residual U.S. corporate income tax of approximately $2 billion each year séiead,

voluntarily repatriated dividends. Importantly, the article notes that the Joint Committee
assumes the payment of émxwith respect to lowax, voluntarily repatriated dividends

represented the types of foreign earnings that would not normally be repatriated absent an
intervening event, such as financial distress of the company or a major acquisition.

The 2011 Doggetetter states that annual repatriations under current law range fre0$50

billion per year, but notes that measuring the residual U.S. tax on these dividends is difficult
because the repatriations tend to mix with other types of foreign source intoauition, the

Joint Committee staff estimates assume that dividend repatriations will increase under the current

|l aw revenue baseline because of what they ref
the growing stock of deferred overseas inconoe

The 2008 Tax Notes article and the 2011 Doggett letter also noted that the normal revenue
estimating convention required the Joint Committee staff to assume that the active finance
exception to Subpart F would expire as scheduled. Thus, the Jointitteerimaseline assumed

that deferral under Subpart F would not be available to the same extent during the later years of
the budget reporting period as it was at the time the 2004 Act provision was erfduted.
assumption, while consistent witbidt Committee staffscoring conventions, may overstate
significantly actual behavior.

C. Joint Committee Estimates and Assumptions

Overall, in 2004, the Joint Committee staff assumed that $235 billion of qualifying dividends
would be repatriated under the tesngry repatriation provision. In 2011, the Joint Committee
staff assumes that approximately $700 billion would be repatriated under an 85 percent
dividendsreceived deduction and approximately $325 billion would be repatriated under a 70
percent dividendseceived deduction.

The Joint Committee staff assumes three main components to the revenue estimates for a

temporary repatriation provision. These components are referred to below as the (1) static effect,
(2) acceleration effect, and (3) behavioraketf
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The static effect measures the revenue loss of allowing the temporary reduced tax rate for
dividends that would have been repatriated in the year the temporary provision is in effect. In
essence, this component of the revenue estimate appliesvérelds. tax rate under the

repatriation proposal to those dividends that would have been repatriated to the United States in
the year(s) the repatriation proposal is in effect (in essence, the dividends assumed in the revenue
baseline). In 2004, the JoiGommittee staff assumed that these dividends equaled

approximately $30 billion of the $235 billion (approximately 13 percent) of estimated dividends
gualifying for the reduced rate of tax. The 2011 Joint Committee staff estimates do not provide

an estinate of the dividends in this category. However, the 2011 Joint Committee staff estimates
al so indicate that there may be an fAannouncem
planned dividend repatriations in anticipation of the enactment of a teppioraiend

repatriation provision. Theoretically, if the delay of dividend repatriatiooges dividend

payments from a year before the budget reporting window into the budget reporting window,

then these payments should represent a pure revenue dagty asgresent the payment of

dividends that would have otherwise occurred outside the budget reporting window.

The acceleration effect represents dividends that would have been repatriated under current law
in a later year that are repatriated duringtiime the temporary reduced rate of tax is available.
There can be both revenue losing and revenue raising components to this category of dividends.
If the accelerated dividends are repatriated from a later year in the budget reporting period, then
thereis a revenue gain in the year the dividends are repatriated and a revenue loss in the year the
dividends would have otherwise been repatriated during the budget reporting window. The size
of the net revenue gain or loss would depend in part upon theagsdiifference in the U.S.

corporate income tax rate that would apply under the temporary provision and under current law.
In addition, the way in which these accelerated dividends are used may also affect the U.S.
income tax base. For example, if caiggmns make dividend payments to their shareholders as

a result of the acceleration of dividends, then these dividend payments are subject to U.S. tax that
would not otherwise have been paid during the budget reporting period.

Dividends that are assumtmlbe accelerated from a period outside the budget reporting window

(i.e., dividends attributable to foreign earnings that would not have been repatriated in the
foreseeable future in the absence of the temporary repatriation provision) represent a pure
reyenue gain. These Ainducedo dividends repr es
provision, would not be returned to the United States. Thus, these dividends raise revenue from

the U.S. corporate income taxes that are paid when the dividendsarateg and on any

shareholder dividends that may be paid as a result of the repatriation.

In 2004, the Joint Committee staff assumed that approximately $75 billion of dividends (almost

32 percent) would be accelerated from other years in the budgdingpeindow and that

approximately $130 billion (55 percent) would be accelerated from periods outside the budget
reporting window. The 2011 Doggett letter does not identify the specific components of these

di vidends in the JotestimateS.olm2®iltthte doint Corhnaitfed séa c ur r
assumes that approximately $200 billion (approximately 29 percent) of the estimated $700

billion in repatriations represent accelerations from other years in the budget reporting period

under an 85 percentvidendsreceived deduction proposal Under a 70 percent dividends

received deduction proposal, the Joint Committee staff assumes that approximately $125 billion
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(approximately 38 percent) of the $325 of total estimated dividends represent acceletions fr

other years in the budget reporting period. The Joint Committee staff notes that the $200 billion
and $125 billion amounts fAinclude some divide
present law in the 2032021 budget period without any direcnmection to a PRE reversal, and

some dividends that we assume would be associated with PRE reversals we anticipate under
presentlawinthe 2012 0 2 1 b u d g*eThe Joiet Comonittee taff does not provide an

estimate of the amount of dividends the¢ assumed to be repatriated from outside the budget
reporting window, but presumably these amounts represent a smaller percentage of the total in

2011 than in 2004.

The final primary component of the Joint Committee staff revenue estimates is whétie re

as the behavioral effect. The Joint Committee staff indicated that their revenue estimates (both
in 2004 and in 2011) take into account changes in the prospective investment and income
location decisions of U.S. corporations. In effect, the Joamimittee staff assumes that U.S.
corporate behavior will change in years after a temporary repatriation provision is enacted
because U.S. corporations will anticipate that there will be other, future temporary provisions.
The 2008 Tax Notes article state fi . . .at |l east some taxpayers
to anticipate a second round of section-8gte relief, by investing more offshore than they

would have done had a ctime taxrepatriation perioghot been enacted, and keeping the

resulf ng of f s h o r?ln 200 dtre fidinnGommeitteq attributed $1 billion of revenue
loss to this behavior.

2L Refer toKleinbard, Edward D. and Patrick Driesseh Revenue Estimate Case Study: The Repatriation Holiday
Revisited.Tax Notes, September 22, 2008. .
22 :

Ibid.
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APPENDIX C: PREDICTING TAXPAYER BEHAVIORAL
RESPONSES TO REPATRIATION PROPOSALS

A. Interplay of U.S. Tax Laws and U.S. Financial Accounting Rules

Publicly traded corporations have a fundamental goal of maximizing earnings reported to
shareholders in order to increase the value of their stock. Detailed accounting rules
specify how and when earningsnaadae reported on
statement, including the earnings or foreign affiliates in the case of a multinational
corporation. An important element to estimating the revenue effects of a temporary
repatriation provision entails understanding the interplay of the U.S. stenswvith the

rules that publicly traded U.S. corporations must follow to report their earnings to
shareholders. Since the 2004 temporary repatriation provision was enacted, researchers
have begun to look more closely at how the U.S. tax laws interdcthvétfinancial

accounting standards to encourage U.S. corporations to keep their foreign earnings
permanently reinvested outside the United States. However, even before 2004, there was
evidence that this interplay played an important role in the wagthporations conduct
business.A separate, but relevant, issue relates to the tax rates that multinational
corporations face on income earned outside the United States.

As the Joint Committee on Taxation noted in its 2001 report of investigation regardiEnr on 6 s
Federal tax issues,
Aln Enrondés case, the U.S. international t
financial accounting standards, created a significant incentive for the company not
to repatriate foreigmnf earnings to the Unit

This section discusses these issues because they can have a significant impact on both the
baseline with respect to permanently reinvested earnings and with respect to the projected
future behavior of multinational corporations if another temporary repatriptovision

is enacted. Because the focus of our review is on the revenue estimating issues
surrounding a temporary repatriation provision, the discussion below represents a very
broad overview of the issues. Consequently, there may also be oth€botiretax and
accounting) and exceptions to rules that are relevant in a more thorough review of these
issues.

International Corporate Tax Rates

As a general principle, corporations tend to operate in a manner that minimizes their overall tax
liability. Corporations engage in this behavior because the more money corporations pay in
taxes, the lower the earnings the corporations can report to their shareholders. In the case of
multinational corporations, the management of overall tax liability involeesmly the U.S. tax

% Joint ®@mmittee on TaxationReport of Investigation of Enron Corporation and Related Entities Regarding
Federal Tax and Compensation Issues, and Policy Recommendations, Vol. |: Reppsred by the staff of
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system (Federal, state, and local), but also the tax systems of each country in which the
multinational corporation must operate.

The U.S. corporate statutory income tax rates are among the highest in the world. In addition,
over thelast decade, many countries have enacted lower corporate statutory income tax rates.

Many commentators and researchers have suggested that these high rates create an incentive for
U.S. corporations to relocate their activities outside the United Stdtesever, merely

examining statutory tax rates does not provide an accurate picture because statutory tax rates do
not take into account various deductions, <cre
average or effective tax rate lower than sheutory rate. Thus, effective tax rates present a

better measure of how the United States ranks in the world with respect to corporate income

taxes.

Markles and Shackelford constructed a database of publicly available financial statement
information fa 11,602 corporations from 82 countries to examine effective tax rates over the
1988 to 2009 periot: The authors note that it is widely accepted that U.S. domicile results in
higher total worldwide taxes, which creates a strong preference for multedat@porations to
domicile outside the United States. However, the authors note that relocating to reduce global
taxes is not a problem limited to the United States.

In order to test how domicile affects the total worldwide taxes of multinational eiqus,
Markel and Shackelford used firlavel financial statement information to estimate coutewel
effective tax rates (ETRSJ. As a general rule, ETRs provide a more accurate measure of tax
burden than statutory tax rates.

Markel and Shackelforabtind that domicile substantially affects multinational corporations
ETRs, even considering the ability of corporations to use transfer pricing, hybrid entities, and
other strategies to lower their overall tax burden. The authors found the ETRs for tionkilisa

in highttax countries to be roughly double those in-@aw countries.

Table3, below, provides a breakdown of the total ETRs faced by companies (both domestic and
multinational) for the 2002009 period. A couple of points are worth noting.stithe drop in

ETR in the United States in 2009 most likely relates to the effects of the recession, given the way
that ETRs were calculated for purposes of the study. Second, the United States consistently
ranked second in ETR, behind Japan. ThirdERBs for tax haven countries (for example, the
Cayman Islands has a zero percent corporate tax rate) reflects multinational corporations that
may be headquartered in the tax haven and paying some tax in jurisdictions outside the tax
haven.

24 Markle, Kevin S. and Douglas A. Schackelfoi@rossCountry Comparisons of Corporate Income Taxes.

National Bureau of Economic Research, NBER Working Paper Series, Working Paper 16839, February 11, 2011.

% For purposes of this analysis, ETR is derived from financial statement data as thegatientftax expense to

pretax income. They note that this measure is not necessarily the best measure of ETR, but in the absence of micro
level tax return data, is the best that can be used.
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The total ETR<onfirm that the U.S. corporate income tax system tends to impose higher tax
rates than other countries.

Table 3.0 Total Effective Tax Rates Faced by Companies
in Various Countries and Areas of the World,
20052009*
T
2005 2006 2007 2008 2009
Japan 34% 34% 34% 36% 30%
United States 24 23 24 23 20
France 25 21 22 18 25
South Africa 20 21 20 21 20
United Kingdom 19 20 20 22 18
Australia 21 23 21 18 17
Germany 18 21 19 20 19
India 17 17 18 18
Canada 19 18 18 16 15
Taiwan 15 15 15 18 16
Malaysia 20 17 16 17 15
Switzerland 20 17 11
Sweden 15 15 13 15 11
Cayman lIslands 12 11 9 13 13
Bermuda 10 11 12 12 7
Source: Markel and Schakelfoi@drossCountry Comparisons of Corporate Income Taxes.
*Estimates were reported for counyygars with ateast 20 observations.

It is also interesting to consider the ETRs for U.S. domestic corporations compared to U.S.
multinational corporations. During the 200809 period, Markel and Schakelford estimated

that U.S. domestic corporations faced an ETR®percent compared to an ETR of 30 percent

for multinational corporation®. However, as discussed below, multinational corporations are
subject to a complex set of rules to determine the treatment of income from sources outside the
United States.

U.S.Tax Rules for Multinational Corporations

The United States maintains what is predomina
corporations are subject to tax on their worldwide income, without regard to where the income is
earned. Thissystemcane contrasted with a Aterritorial t

corporations would be taxed only on income earned within U.S. borders. There are advantages
and disadvantages to either type of system. In addition, while the United States system can be
caegorized as a worldwide tax system, there are elements of the U.S. system that make it operate
more like a territorial system.

% Markel and Schakelford, Table 2, Main Results, Pooled sa2qgl§2009.
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Under the U.S. tax system, income earned by a U.S. corporation from the operations of a foreign
subsidiary generally is taxedwn a dividend is distributed to the U.S. parent corporation.
However, the U.S. tax system has specific-daferral provisions (Subpart F and the passive
foreign investment company rules) that require U.S. parent corporations to recognize currently
certain income of foreign subsidiaries without regard to whether a dividend has been paid.
Subpart F income includes passive income and other highly mobile income that can be moved
from one country to another. Passive foreign investment company incomeesziadme from
passive investments.

Thus, under current law, multinational corporations can defer U.S. taxation on the income earned
by their foreign subsidiaries until such time as the income is repatriated to the United States by
the payment of dividersdfrom the foreign subsidiary to the U.S. parent unless the income is
subject to one of the antieferral regimes.

In general, the United States also allows a foreign tax credit to offset the U.S. tax owed on
foreign-source income. The foreign tax craditlesigned to take into account taxes that have

been paid on a corporationés foreign earnings
income is earned directly by a U.S. corporation, received in a dividend payment from a foreign
subsidiaryor required to be included in income because of and&fiérral regime. The foreign

tax credit generally is |Iimited to the U.S. t
Separate foreign tax credit n beasdckegntaxéspaid e ut i
inahight ax juri sdi etriean tteal ob ea gfad rnse s ttdxed foreigrs i d u a |
income. Foreign tax credits that cannot be used currently can be carried back one year and

carried forward 10 years on a sepatssket basis.

Thus, purely from a U.S. tax perspective, U.S. multinational corporations prefer not to repatriate
earnings attributable to their foreign operations unless (1) they need the earnings to finance
current business operations in the United Stq® they have excess foreign tax credits to use,

or (3) th§y have net operating losses for U.S. tax purposes to offset the repatriated foreign
earnings.

U.S. Financial Accounting Standards

In the United States, General Accepted Accounting Princ{fd@g\P) require corporations to

report the tax effects of income and expense in the period in which the income is earned, without
regard to when the taxes are actually paid. This rule can lead to a disparity of reporting of taxes
for financial statement pposes and the reporting of taxes for corporate income tax purposes.

In the case of a multinational corporation with affiliates outside the United States, this general
principle requires that corporations report income of a foreign affiliate in the pehien the

related foreign income is being reported. At the same time, a resulting tax expense would be

reported accompanied by the recognition of a deferred tax liability because there would be no
current cash outflow.

27 Corporations with net operating losses will generate foreign tax credits that they cannot use.
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However, the U.S. tax laws permietindefinite deferral of U.S. tax on the earnings of foreign
affiliates. An exception to the general rule for financial reporting purposes permits companies to
assert that the earnings of foreign affiliates will be indefinitely reinvested and not retimthed
United States. This results in the reporting of permanently reinvested earnings (PRES) on
multinational corporation financial statements. In these situations, corporations are not required
to recognize the income tax expenses associated with tigrf@ffiliate income. As Epstein

and Macy point out, "this practice results in a higher ratio of reportedaostrnings to preax
earnings, lower effective tax rates, greater profitability and higher returns on sales, assets and
equity, than would dterwise be the casé

In addition, if in later years, the earnings are in fact repatriated to the United States, a higher tax
expense will be reported for financial statement purposes, but the earnings will have been
previously reportedin fact, accordig to guidance from the Financial Accounting Standards
Board (FASB), if any portion of a subsidiary's earnings previously designated as permanently
reinvested overseas are repatriated to the U.S. parent, then any all potential U.S. income taxes
which havepreviously been deferred on those earnings must be taken as a charge to the U.S.
parent in the current reporting periodThus, the effective tax rates reported to shareholders

will be hig%her than they otherwise would be, which will negatively impactrtepshareholder
earnings:

Blouin, Krull, and Robinson studied the impact of the financial accounting rules on repatriation
behavior of U.S. multinational firm&. The authors tested the repatriation behavior of public and
private companies and found thpublic corporations have a strong disincentive to repatriate

foreign earnings because they are required to report the tax expense in the year of repatriation,
which reduces their overall earnings for financial statement purposes. In a sample of public
corporations, firms with a high priegensitivity to earnings or that make extensive use of the

PRE designation (i.e., would recognize a larger repatriation tax upon repatriation) are more
sensitive to the repatriation tax rate than other corporationgngdige possibility that reporting
incentives help explain the unexpectedly large surge in repatriations under the AJCA because the
financial statement tax expense, along with the cash outflow for taxes, was temporarily reduced."

Thus, the effective tarates reported to shareholders will be higher than they otherwise would
be, which will negatively impact reported shareholder earrings.

Blouin, Krull, and Robinson studied the impact of the financial accounting rules on repatriation
behavior of U.S. muihational firms®® The authors tested the repatriation behavior of public and

28

Id..
29If circumstances change and it becomes apparent that some or all of the undistributed earnings of a subsidiary
will be remitted in thedreseeable future but income taxes have not been recognized by the parent company, it
should accrue as an expense of the current period income taxes attributable to that renfi&&RAccounting
Principles Board Opinion No. 23, Accounting for Income&és Special Areasat para. 12
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Id.
31 Blouin, Jennifer L., Linda K. Krull, and Leslie A. Robinsds.U.S. Multinational IntraFirm Dividend Policy
Influenced by Reporting IncentiveB8bruary 2011. Available atitp://ssrn.com/abstract=1468135
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Id.
33 Blouin, Jennifer L., Linda K. Krull, and Leslie A. Robinsots. U.S. Multinational IntraFirm Dividend Policy
Influenced by Reporting Incentives=bruary 2011. Available at: http://ssrom/abstract=1468135.
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private companies and found that public corporations have a strong disincentive to repatriate
foreign earnings because they are required to report the tax expense in thegeatriation,

which reduces their overall earnings for financial statement purposes. In a sample of public
corporations, firms with a high priegensitivity to earnings or that make extensive use of the

PRE designation (i.e., would recognize a largertregigon tax upon repatriation) are more
sensitive to the repatriation tax rate than
incentives help explain the unexpectedly large surge in repatriations under the AJCA because the
financial stat ment t ax expense, along with the cash

Putting It All Together

One of the biggest challenges in constructing a revenue analysis of a temporary repatriation tax
proposal involves identifying what assumptionswdtd be used to (1) calculate the baseline level

of repatriation activity and (2) predict how multinational corporations will react after the
temporary provision expires. Much of what has been written concerning the 2004 temporary
repatriation provisionugygests that the desire to avoid current U.S. corporate income tax drives
the behavior of corporations. However, recent research finds that the financial accounting rules
play a critical role in how corporations behave. If this is true, then the atiboid future tax
benefits (such as the anticipation of another temporary repatrsrad is not necessarily
responsible for increases in the amount of PRESs reported by multinational corporations to their
shareholders.

Shackelford, Slemrod, and Sadl examined empirically the effect of the U.S. tax system and
financial reporting principles on the real and accounting decisions of corporitiBys.

combining the study of both tax and financial accounting rules, the paper develops a framework
to exploe how the attractiveness of some corporate decisions are enhanced by providing
corporations with some discretion over the timing of income for tax and/or financial accounting
purposes. The authors find that the desire for this discretion modifies thmabgéicisions of

firms. The tax policy of deferring U.S. tax liability on foreign earnings provides corporations
with valuable discretion with respect to the reporting of income for financial accounting
purposes. Thus, foreign investments by corporatioosuntries with tax rates lower than the
United States, in addition to increasing real earnings, provides discretion for financial accounting
purposes that reduces the effective cost of capital for this type of investment.

Graham, Hanlon, and Shevkuarveyed 600 tax executives to understand better how corporate
decisions are made about where to locate investment and whether to repatriate €affitings.

main objective of this study was to examine whether the ability to defer the reporting of income
tax expense for financial accounting purposes plays an important role in corporate decisions to
locate investments outside the United States and to repatriate foreign earnings back to the United
States or to reinvest them overseas. The authors concluded:

3 Shackelford, Douglas A., Joel Slemrod, and James M. Salléénifying Model of How the Tax System and
Generally Accepted Accounting Principles Affect Corporate Behavamuary 12, 2007. Available at:
http://ssrn.com/abstrax58436

% Graham, John R., Michelle Hanlon, and Terry Shevieal Effects of Accounting Rules: Evidence from

Mul tinational Firmsd I nvest ment Qctoberald 20dhh and Prof it
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Aln sum, for both decisioriswhere to locate operations and whether to reinvest

or repatriaté the importance of the financial accounting tax expense deferral is

not statistically different than the importance of cash tax deferral when making

these decisins. . .Our results show that the accounting expense deferral is

important to companies and appears to provide an incentive, along with the

relatively high corporate tax rates in the U.S., to move operations and investments

overseas and to reinvest foreiggrnings overseas. This statement is particularly

true for companies that are publicly traded, already have a relatively substantial
foreign presence, and h®3ve significant int

As the authors note, the decisions to locate investmergileuhe United States and to reinvest
foreign earnings rather than repatriate them are driven substantially by two factors: (1) the
relatively high rates that taxpayers would face on the earnings in the United States and (2) the
financial accounting befies that accrue if the earnings are reinvested rather than repatriated
(i.e., increase in current earnings, but a deferral of the reporting of the corresponding tax
expense). While a temporary repatriatpyovisionmay affect the decision to reinvest@ags
outside the United States by temporarily reducing the tax cost of repatriation, after the
repatriationperiod the incentives return to where they were beforg#r®d Thus, after a
temporary repatriatioperiod corporations continue to havetsong incentive to locate
investments outside the United States and reinvest earnings rather than repatriate them. The
anticipation of a future repatriatiggeriodplays an insignificant role in the corporate decision
making process.

B. Examining the Data

1. Repatriations of Foreign Earnings

The actual pattern of repatriations observed prior to enactment 200deHomeland Security

Act provided a stable and predictable pattern. According to the U.S. Bureau of Economic
Analysis, International Trans@ans, multinational firms repatriated between $53 and $81 billion
in foreign earnings prior to enactment. (Refer to Graph 1.)

36 4.
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According to the Internal Revenue Service, 843 of the roughly 9,700 eligible corporations took
advantage of the deductidallowing enactment of th@004 HA .*" The most recent available

data indicates that this subset of firms repatriated approximately $300 billion. Following the tax
reduction, the multinational corporations returned to more mdelesds, but still exceeded the
pre-2004 amounts.

2. Undistributed Foreign Earnings

Multinational corporations have accumulated foreign earnings at a steady pace since the late
19906s and early 20006s. The r arateof Bpercerdr ni ng
over the 2001 to 2010 period. However, the rate of earnings accumulation grew at an annual rate

of 22 percent from the 2005 to 2010 peridd.

%" Refer to Redmiles, Meliss@he OneTime Received Dividend Deductjdnternal Revenue Service, Statistics of
Income Bulletin, Spring 2008.

3 Refer to Credit Suiss@arking Earnings Overseas $1.3 Trillion Parking Lot for the S&P 50Bguity Research,
April 2011
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