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TAX REFORM AND FOREIGN INVESTMENT
IN THE UNITED STATES

THURSDAY, JUNE 23, 2011

U.S. HOUSE OF REPRESENTATIVES,
COMMITTEE ON WAYS AND MEANS,
SUBCOMMITTEE ON SELECT REVENUE MEASURES,
Washington, DC.

The subcommittee met, pursuant to notice, at 10:02 a.m., in
Room 1100, Longworth House Office Building, the Honorable Pat-
rick Tiberi [Chairman of the Subcommittee] presiding.

[The advisory of the hearing follows:]
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HEARING ADVISORY

Chairman Tiberi Announces Hearing on Tax Re-
form and Foreign Investment in the United
States

Thursday, June 23, 2011

Congressman Pat Tiberi, (R—-OH), Chairman of the Subcommittee on Select Rev-
enue Measures of the Committee on Ways and Means, today announced that the
Subcommittee will hold a hearing on the importance of foreign direct investment
(FDI) to the U.S. economy and how tax reform might affect foreign-headquartered
businesses that invest and create jobs in the United States. The hearing will take
place on Thursday, June 23, 2011, in Room 1100 of the Longworth House
Office Building at 10:00 A.M.

In view of the limited time available to hear witnesses, oral testimony at this
hearing will be from invited witnesses only. However, any individual or organization
not scheduled for an oral appearance may submit a written statement for consider-
ation by the Committee and for inclusion in the printed record of the hearing. A
list of invited witnesses will follow.

BACKGROUND:

Foreign direct investment plays an important role in the U.S. economy. According
to the Commerce Department, FDI increased to $194.5 billion in 2010 after plum-
meting to $134.7 billion in 2009 as a result of the economic downturn. (In 2008, FDI
reached an all-time high of $328.3 billion.) U.S. subsidiaries of foreign-based compa-
nies employ 5.6 million American workers—roughly 5 percent of the U.S. private
sector workforce. Foreign-headquartered companies share many of the same con-
cerns about the U.S. tax system that purely domestic companies raise, such as the
relatively high U.S. corporate tax rate. Foreign-based companies also face tax issues
unique to their business structure, and some commentators have suggested that
there are tax obstacles to additional FDI in the United States.

In 2007, the Treasury Department published a study on inbound transactions that
covered earnings stripping, transfer pricing, and eligibility for tax treaty benefits.
Among other findings, the study determined that there was not conclusive evidence
on whether U.S. subsidiaries of foreign parents engage in earnings stripping. Treas-
ury recommended that policymakers continue examining the question as better in-
formation becomes available.

In announcing the hearing, Chairman Tiberi said, “Foreign direct investment
is critical to growing the economy and creating jobs. U.S. affiliates of for-
eign-based companies often consider themselves American businesses, and
share the same concerns about U.S. tax policy as other American busi-
nesses, such as the high corporate rate. At the same time, some tax issues
are unique to foreign investment, and as part of fundamental tax reform
the Subcommittee must examine those issues as well.”

FOCUS OF THE HEARING:

The hearing will focus on the important role that FDI plays in expanding the U.S.
economy and creating jobs for American workers. The hearing will explore the tax
environment facing foreign investors and foreign-headquartered businesses invest-
ing or operating in the United States. It also will examine a number of tax provi-
sions applicable to inbound activity, including (but not limited to) the U.S. corporate
tax rate, foreign investment in real property, and the earnings stripping rules of
Code section 163().
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DETAILS FOR SUBMISSION OF WRITTEN COMMENTS:

Please Note: Any person(s) and/or organization(s) wishing to submit written com-
ments for the hearing record must follow the appropriate link on the hearing page
of the Committee website and complete the informational forms. From the Com-
mittee homepage, http://waysandmeans.house.gov, select “Hearings.” Select the hear-
ing for which you would like to submit, and click on the link entitled, “Click here
to provide a submission for the record.” Once you have followed the online instruc-
tions, submit all requested information. ATTACH your submission as a Word docu-
ment, in compliance with the formatting requirements listed below, by the close
of business on Thursday, July 7, 2011. Finally, please note that due to the
change in House mail policy, the U.S. Capitol Police will refuse sealed-package de-
liveries to all House Office Buildings. For questions, or if you encounter technical
problems, please call (202) 225-3625 or (202) 225-2610.

FORMATTING REQUIREMENTS:

The Committee relies on electronic submissions for printing the official hearing
record. As always, submissions will be included in the record according to the discre-
tion of the Committee. The Committee will not alter the content of your submission,
but we reserve the right to format it according to our guidelines. Any submission
provided to the Committee by a witness, any supplementary materials submitted for
the printed record, and any written comments in response to a request for written
comments must conform to the guidelines listed below. Any submission or supple-
mentary item not in compliance with these guidelines will not be printed, but will
be maintained in the Committee files for review and use by the Committee.

1. All submissions and supplementary materials must be provided in Word format and MUST
NOT exceed a total of 10 pages, including attachments. Witnesses and submitters are advised
that the Committee relies on electronic submissions for printing the official hearing record.

2. Copies of whole documents submitted as exhibit material will not be accepted for printing.
Instead, exhibit material should be referenced and quoted or paraphrased. All exhibit material
not meeting these specifications will be maintained in the Committee files for review and use
by the Committee.

3. All submissions must include a list of all clients, persons and/or organizations on whose
behalf the witness appears. A supplemental sheet must accompany each submission listing the
name, company, address, telephone, and fax numbers of each witness.

The Committee seeks to make its facilities accessible to persons with disabilities.
If you are in need of special accommodations, please call 202—225-1721 or 202-226—
3411 TTD/TTY in advance of the event (four business days notice is requested).
Questions with regard to special accommodation needs in general (including avail-
ability of Committee materials in alternative formats) may be directed to the Com-
mittee as noted above.

Note: All Committee advisories and news releases are available on the World
Wide Web at http://lwww.waysandmeans.house.gov/.

——

Chairman TIBERI. The hearing will come to order. Good morn-
ing, everybody, and thank you for joining us this morning for an-
other in a series of hearings on comprehensive tax reform.

As I think everybody by now knows, under the leadership of
Chairman Camp the Ways and Means Committee has been work-
ing through a full assessment of our Federal Tax Code. And, from
the assessment, it is clear the Tax Code stifles job creation at a
time when unemployment rates in Ohio and across the country re-
main well above their historic averages. The goal is tax reform is
to reverse this trend. The time is long overdue to write a Tax Code
that better incentives job creation in the United States of America.

Today’s hearing highlights an important contributor to our econ-
omy: foreign companies who directly invest in the United States of
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America. Their investment is critical to growing the economy and
creating jobs. Over the past 10 years, affiliates of foreign compa-
nies have employed between five and six million workers in Amer-
ica.

This month the Administration released two reports affirming
the importance of foreign direct investment. I agree, and look for-
ward to working with the Administration to eliminate the regu-
latory barriers standing in the way of creating greater foreign in-
vestment.

Chairman Camp requested that the Select Revenue Measures
Subcommittee further examine inbound issues raised in prior tax
reform hearings. We have heard concerns from U.S. businesses
about the Tax Code. Many U.S. affiliates of foreign-based compa-
nies view themselves as American businesses, rather than foreign
businesses. Today’s hearing will provide them the opportunity to
share their concerns.

Today’s hearing will also examine tax rules specific to foreign in-
vestment, including earnings stripping and transfer pricing. The ef-
fectiveness of those rules in preventing foreign companies from
using the Tax Code to create a competitive advantage over domes-
tic companies is the subject of great debate.

Finally, I look forward to examining the impacts of the Foreign
Investment and Real Property Tax Act. With talk of a double-dip-
per session increasing the availability of capital from foreign inves-
tors is a common-sense step to strengthening the U.S. commercial
real estate market. Last year, Congressman Crowley introduced
legislation with me to address this issue. I understand similar leg-
islation is in the works this year, and I applaud those bipartisan
efforts.

I want to welcome all our witnesses to today’s hearing, and look
forward to their testimony. With that, I yield to our ranking mem-
ber, my friend from Massachusetts, Mr. Neal.

Mr. NEAL. Thank you, Mr. Chairman. And I want to thank you
again for calling this important hearing today.

Our committee has been examining the impact of tax reform on
U.S. multinational companies. I am pleased to now shift gears, and
to focus on the equally important topic of the taxation on foreign-
owned companies operating in the United States.

In order to remain competitive in a global economy, foreign in-
vestment in the United States is critical. This is especially true
during these difficult economic times, when job creation is more im-
portant than ever. And foreign-owned companies create jobs here,
in the United States. Today these companies employ, as you have
noted, over five million Americans, and support an annual payroll
of over $400 billion. In my home state of Massachusetts, U.S. sub-
sidiaries of foreign-owned companies have created almost 190,000
jobs.

I was very pleased to hear the announcement by the White
House Council of Economic Advisors on Monday that in 2010 for-
eign direct investment in the United States had increased by 49
percent from the low it reached in 2009. I certainly look forward
to hearing today’s witnesses discuss how we can continue to en-
courage foreign investment in the U.S.
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Today’s hearing will also focus on whether our current tax sys-
tem favors foreign companies over domestic companies. One of to-
day’s witnesses will testify that foreign-owned companies have a
significant competitive advantage in the U.S. marketplace over
U.S.-owned companies. In my opinion, we should treat foreign and
domestic companies equally. That is why I have introduced legisla-
tion to close the loophole that allows the use of excessive affiliate
reinsurance by foreign insurance groups to strip their U.S. income
into tax havens, avoid tax, and gain a competitive advantage over
American companies.

But before concluding, I would like to thank the chairman for the
bipartisanship that he has developed in offering this hearing.
Henry Ford noted that coming together is a beginning, keeping to-
gether is progress, and working together offers success. I hope we
will continue to work together on tax reform, and we can use this
hearing as a model to continue the work that we have witnessed
in both the Majority and Minority status that I have had on this
subcommittee. I believe that is how we will best achieve success in
reforming our tax system.

Thank you, Mr. Chairman.

Chairman TIBERI. Thank you, Mr. Neal. And I concur. I want
to thank you for your leadership on this specific issue, and just
thank the staff, as well. Both the Republican staff and the Demo-
crat staff worked together on this hearing, and I want to applaud
both sides, both staffs, for their hard and diligent work.

I also want to, before we begin, recognize a new member of our
subcommittee, hails from the Commonwealth of Pennsylvania, col-
league and good friend, Mr. Gerlach. Thank you for joining our
subcommittee.

Before we introduce the witnesses for the panel, I ask unanimous
consent that all Members’ written statements be included in the
record.

[No response.]

Chairman TIBERI. Without objection, so ordered. We will now
turn to our first panel of witnesses. I want to extend a welcome to
Nancy McLernon, president and CEO of the Organization for Inter-
national Investment; Mr. Alexander Spitzer, senior vice president
of taxes for Nestle Holdings; Claude Draillard, Dassault Falcon Jet
Corporation, Little Ferry, New dJersey; and Jeffrey DeBoer, presi-
dent and chief executive officer of the Real Estate Roundtable, here
in Alexandria, Virginia.

With that, Nancy, you can begin your testimony. You have five
minutes.

STATEMENT OF NANCY L. MCLERNON, PRESIDENT & CHIEF
EXECUTIVE OFFICER, ORGANIZATION FOR INTERNATIONAL
INVESTMENT, WASHINGTON, D.C.

Ms. MCLERNON. Thank you. Good morning. Chairman Tiberi,
Ranking Member Neal, and distinguished Members of the Sub-
committee, I want to thank you for the opportunity to testify this
morning. I applaud your leadership in holding this timely hearing
on the importance of foreign direct investment to the U.S. economy.

I am president and CEO of the Organization for International In-
vestment. OFII is a business association exclusively comprised of
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the U.S. subsidiaries of global companies. OFII refers to our mem-
bers as insourcing companies, due to the jobs these firms insource
to the United States.

OFII advocates for fair and non-discriminatory treatment in U.S.
law and regulation for these companies and the millions of Ameri-
cans they employ. Our mission is to ensure that the United States
remains the most attractive location for foreign investment and job
creation for global companies looking to expand around the world.

This hearing comes at a time when the United States faces seri-
ous fiscal challenges at home, and an increasingly competitive glob-
al landscape for attracting and retaining investment. And while the
United States remains the world’s largest recipient of foreign in-
vestment, its share of global investment has declined dramatically,
from garnering 40 percent of the world’s cross-border capital 10
years ago, to about 17 percent now.

The committee’s work on fundamental tax reform is vital to en-
sure that the United States remains the premiere location for glob-
al companies to invest. Simply put, America cannot afford to lose
more ground in the race for the world’s investment.

The U.S. subsidiaries of global companies already play a signifi-
cant role in America’s economy. The chairman and Mr. Neal al-
ready talked about the number of jobs. These companies employ
over five million American workers, which is about five percent of
the private sector workforce. They maintain an annual payroll of
over $400 billion, and account for 6 percent of GDP. And while they
make up less than one percent of all U.S. businesses, these firms
pay a full 17 percent of corporate taxes. And these companies pile
billions of dollars in earnings each year back into their U.S. oper-
ations, reinvesting over $93 billion, according to the most recent
annual data.

Foreign direct investment tends to disproportionately create and
sustain high-end jobs for Americans. U.S. subsidiaries pay their
employees over 30 percent more than the average company, reflect-
ing the high-scale nature of their scientific, engineering, and manu-
facturing workforce. And in the hard-hit manufacturing sector
alone, U.S. subsidiaries account for 13 percent of the labor force,
which is about 2 million jobs.

Annually, foreign direct investment leads to over $40 billion in
domestic research and development, accounting for more than 14
percent of America’s private sector R&D. And while counterintu-
itive to some, many globally-based companies have established
their American operations as a platform from which to manufac-
ture goods to sell to the world. U.S. subsidiaries produce more than
18 percent of total U.S. exports.

It is worth noting that the vast majority of inbound investment
to the United States come from firms headquartered in other devel-
oped countries. In 2010, almost 90 percent of inbound investment
came from Canada, Europe, and Japan. It is worth noting that for
all the headlines it generates, Chinese investment accounts for a
minuscule portion of foreign investment in the United States: less
than one percent.

In the midst of recent economic challenges, foreign investment
has continued to be an engine for job creation and a catalyst for
growth throughout the country. For example, at a time when the



7

unemployment rate is a focus of national attention, Netherlands-
based Philips Electronics is working to fill 1,500 job openings
across the country. The company already employs over 25,000 peo-
ple in the United States, including over 1,000 at its manufacturing
facility in Highland Heights, Ohio, where they develop, produce,
and export high-end medical imaging technologies such as MRI and
CT scanners for customers around the world.

Philips also chose to place the global headquarters of its health
care division in Massachusetts, and does the vast majority of its
worldwide health care manufacturing work in the United States.

However, the competition to attract and retain companies like
Philips has never been stronger. Companies today have an unprec-
edented array of options when looking to expand their business
around the world.

OFII sees tax reform as an important opportunity to encourage
greater investment in the United States. As American businesses,
OFII members share many of the same concerns regarding tax pol-
icy as other U.S. companies. Specifically, we believe Congress
should give due consideration to three overriding factors.

First, OFII is united with the broader American business com-
munity, and its support for reducing U.S. federal corporate income
tax. In fact, OFII’'s annual survey of chief financial officers showed
that the corporate tax rate ranked as the policy change that would
have the greatest impact on incentivizing investment here.

Second, OFII encourages increasing the certainty, transparency,
and reliability of the U.S. tax system to allow for long-term stra-
tegic planning.

And finally, most important to this unique slice of the business
community, OFII strongly cautions against any proposals that
would disadvantage U.S. subsidiaries in their efforts to do business
in our market on a level playing field. Such policy would surely im-
pact our ability to attract global investment.

I am pleased to answer any questions you may have, and I look
forward to working with this committee and Congress in consid-
ering tax reform that will increase investment in the United
States. Thank you.

[The prepared statement of Ms. McLernon follows:]



Written Testimony of Nancy L, McLernon
President & CEQ
Organization for International Investment
Before the Sehcommittee on Select Revenue Measares
Committee on Ways and Means
United States House of Representatives

June 23, 2411

Introduction & Overview

Good merning, Chairman Tiberi, Ranking Member Neal. and distinguished Members of
the Subcommittee, [ want to thank you for the opportunity to testify this morning. 1
applaud vour leadership in holding this timely hearing on the imptications of tax reform
on America’s ability to attract foreign direct investment (FDJ).

My name is Noncy McLemon and 1 am President and CEO of the Organization for
International Investment (OFIE. OFIT is a business association exclusively comprised of
the Awmerican subsidiaries of foreign domiciled companies. We advocate for fair and
non-discriminatory treatment in U.S. law and regulation for these companies and the
millions of hard-working Americans they employ. Our mission is to enswre that the
Unlted Stales remains the most alluctive location for foreign investmenl and job creation
for global compunies looking o expand around the world.

This hearing comes at a time when the United States is a1 an economic crossroads, facing
serious fiseal chullenges al home and an increasingly competitive globul landseape for
attracting and retaining investment. As both the largest gtobal investor and the largest
beneficiary of inbound FDI, the United States plays a eritical role in promoting open
investment policics both domestically and abroad.

This Committee’s work on fundamental tax reform is vital to ensure that the United
States remains the premicr location for glebal companics to mvest. Simply put, Amorica
cannot afford to lose ground in the race for the world’s investment.

The Eeonomie Impact of Foreign Direct [nvestment in the United Stateg

In spite of the hisloric success of the Uniled Slales in aliracting global investment, the
extent to which it plays an integral role in U.S. economic swength and stability is not
widely understood. The U.S. subsidiarics of global companics help to foster a diverse
and vibrant American business community. Toeday, they employ over five million



American workers, maintain an annual payroll of over $400 billion, and account for six
percent of private sector output — over 40 percent of which is concentrated in
manufacturing. While they account for less than onc percent of all U.S. businesscs, the
laxes paid by US. alliliates of [oreign companies in facl account for 17 percent of
corporate taxes collected. On top of tax payments, these companies reinvest billions of
carnings back into their ULS. operations every year.

Foretgn direct investment lends (o disproporlionately support a high-quality American
workforce. 115, subsidiaries pay their emplayees over 30 percent more than the average
company. roefleeting  the  high-skill nature of the  scicniific, engincering, and
munulacturing jobs (hey create and sustain, In the hard-hil manulzcluring seclor wlone,
LLS. subsidiaries aceount for |3 percent of the labor foree — aver two million jobs,

Arnually, forcign dircet investment icads o over $40 billion in domestic rescarch and
development (R&DY, accouming for more than 14 percent of America’s private 8&D
investiment, Many global companies choese to Tocate their global R&D headquarters in
the United States in order te access a skiticd workforee and favorable environment for
innovation.  This has tremendous benefits For the Unijted States and 15 & factor that
deserves carelul consideration as part ol tax velorm,

Although counterintuitive to some, many globally based companics have established their
American operations as a platform from which to manefacture goods (o sell w the world.
Their U.5. affiliates produce mose than 18 percent of total U.S. exports - work that is
helping our country reach the National Lxport Initiative goal of doubling exporis by the
year 2015,

As noted in a recent report by the President’s Council of Economic Advisors, the vast
majority of imbound investment originates trom firms domiciled in other advanced
economies. In 201, almast 90 percent of inbound investment in this country came from
Canada, Europe and Japan. Tn comparison, the report notes that only 2.1 percent of total
inbound FII originated rom the rapidly growmg economies ol Bradl, Ching, and India
combined.

Tt i also worth noting that, for all the headlines it generates, Chinese investment accounts
for a miniscule porlion — less than one percent — of loreign invesiment in the United
States, And, according to the latest Department of Commerce statistics, the vast majority
— 98 pereent — of all foreign Investment comes from the private scetor.

The extensive benelits of inbound invesimen! present a compelling case for open
ceonomic policics that cncourage global companics to establish basincss here and boost
America’s ceonomic prowth.

Dynamic Competitive Landscape

It the midst of recent economic challenges, foreign investment continues to be an enpine
for job creation and a catalyst for growth and prosperity throughout the country.

]
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As one exampie. al a time when the unemployment rale is 2 [ocus of national attention,
Netherlands-hased Philips Electronics is working to add 1,500 new jobs across the
country. The company already cmploys over 25,300 pecople in United Stawcs, including
aver 1,000 at its manufacturing factlity in Mighland Heights, Ohio, where they develop,
produce, and export high end medical-imaging technologies, such as MRT and CT
scanners for cuslomers sround the world.  Philips also chose to place the global
headguarters of #ts healtheare division in Massachusetts and does the vast majority of its
worldwide hecaltheare manufacturing work in the United Startcs.

The competition 0 altracl and relain compunies like Philips has never been swonger.
Companies today have an unprecedented array of options when looking to expand their
business around the world. As a result, while Amcrica remains the largest recipient of
the world’s investment, its share is shrinking. A decade ago, the United States claimed
maore than 40 percent of cross-horder capital but has seen its share shrink w0 less than half
that amount today. [n 2010, the tnited Nations Conference on Trade and Development
(UNCTATD) found thai. for the first time ever, developing economies claimed the
majority of global FDT inflows — something that policymakers in the developed world
would do well 10 keep in mind as they weigh he benefits of various cconomiv and tux
proposals. ‘These changes are the result of a number of factors. but can in part be
attributed to the agpressive offorts of other countrics to attract and retain high-quality,
job-creating invesument from abroad.

Recent Attention to FDIT

The Administration has iaken steps in the last two weeks thal suggest o growing
undersianding of the need o enhance American competiliveness Lo uliract foreign
investment.

Larlier this week, the President issued an mvestment policy statement thal reuffirms our
natien’s long-standing commiiment to open investment policies and recognizes the
benefits of foreign direct investment in America’s cconomy. This is the first such
stateruent from a Democratic President in more than 30 years, and sends an important
message 10 the international business community that America is commitied (o
maintaining its leadership in promoting free and open markets at home and abroad. This
action Lollows closely on the heels of an Executive Order signed lusl week W creale a
government-wide initiative entitled SelectlS4 that will actively market the United States
as a destination for forcign investment.

These developmenis help set the tone for a more favorable business environment for
inhound investment, but must be followed by meaningbul steps on core issues like tax
reform, regulatory reform, and infrastructure investment if the United States is to remain
competitive with the rest of the world for investment.
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Tax Considerations

As American husinesses, OF's members share many of the same concerns regarding tax
policy as other U8, companics. OFU sees tax reform is an important opportunity 1o
encourage greater forelgn divect investment in the United States, In this regard, we
believe Congress should give due consideration to two overriding facters in considering
U8, tax reform.

First, OFI1 is united with the broader American business community in its support for
reducing the U.S. federal corporate income tax rate. Last year, OF1] conducted a CFO
survey on the investment decisions of global companies. Based on the rosults of the
survey, we strongly believe that reducing the U5, federal corporate income tax rate will
significantly increase investment in the United Stares, which will lead to further job
growth.

Second, in pursuing iax reform, OFII encourages increasing the certainty, transparency,
and relisbility of the U.S. tax sysiem in o manner thal is not diseriminalory against the
LS. subsidiunies of foreign business enlerprises (hal invesl in America. Such an
approach will simifarly lead to increased ULS. investment and job creation. | would like
to take this opporwinity to discuss a fow areas in the tax law that provide opportunitics for
improving the artractiveness of the Thited States as a location for invesiment by
removing impediments to foreign investment in the United States.

{ne of the most burdensome U.S. tax limitations imposed on LS. subsidiartes is section
F63(j). These rules, originalty cnacted in 1989, disalfow current deductions for certain
mterest paid by domestic corporstions W [oreign related parties and ax-exempl entlies,
This limitation is imposed to the extent the debt-to-equity ratio of the corporation exceeds
1.5 to ], and the corporation’s net interest expense exceeds 50 percent of the domestic
corporation’s adjusted taxable income. These rules were expanded in 1993 o apply to
interest paid by domestic corporations to unrelated parties and guaranteed by a foreign
reluted party.

The current section 163(3) rules are overly hroad, have a diseriminatory impact on U1.S.
subsidiarics, and serve to roduce iavestment in the United States. Scetion 163())
principally impacts U.S. subsidiuries of [oreign-owned corporations. OUIl hus had
longstanding ohjections to these rules because they discriminate against forelgn-owned
U.S. companics. n addition, they vielate the U.S. commitment in our tax treatics to not
impose discriminatory taxation.  The nondiscrimination article of virtnally alt 118,
income tax treaties commits the United States to permit LLS. companies a deduction for
interest paid 10 a trealy-pariner resident to the same extent that it would be allowed for
fnterest paid to a U.S. resident. This is a mutual commitment, meaning that the treaty
partner commits to the same ebligation to avoid discriminatory tax treatment of U8,
residents investing in the treaty partner’s jurisdiction.
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There are valid business regsons for {unding o U8, subsidiary with debl. In many cuses,
the ability of a foreign mulinational to finance its U.8. subsidiaries” operations in an
ceonomically viable manner requires using a degrec of debt financing. However, because
the TS, subsidiary on a stand-alone basis ollen lacks the high credit rating 1hal would
allow the U.S, subsidiary to borrow from unrelated parties ar competitive interest rates,
the only way the U.S. subsidiary can obtain low-cost debt capital is by borrowing {rom its
forcign parent company (or another affiliate that acts as the Hpancing arm of the
carporate group), which in turn can more ctfficiently borrow from the worldwide eredit
markets. Alfternatively, the US. subsidiary can borrow from unrelated parties with a
foreign parent guarantee in order to raduce the amount of interest otherwise pavable on
the deht.

Tightening section 163(3) would increase the cost of capital Lor IS, subsidiaries, thereby
reducing the afier-lax return on investment that they cam from their LS. gperations.
This would likely result in lower levels of investment in the United States. As the Joing
Commitee on Taxation has recenty stated, “the best way (0 encourage incressed
investment i1 1he United States (by foreign or domestic investors) is w increase the afler-
tax return to investment, and that outcome is more efficiently achieved by, for example,
lowering the U.S. corporate income tax rate than by narrower policies such as [proposals
Lo tighien section 163(j)1.”

There have hoen proposals in recent years to further restrict current law interest
deductions uader F03()), primarily for related party debt, but none of those proposals
were based on economic data or statistics demonstrating that lurther restrictions were
justitied. OFI1 helieves that any turther changes to section 163(}) should not be adverse.
In fact, similar te legislation passed in the Senate in 2004, consideration should be given
Lo eliminaling the application of section 163(3) o guarameed debn, particularly where the
interest is subject to LLS. net income tax by the unrelated V.S, third party.

In its 2007 report on carnings stripping, the Treasury Department found no conclusive
evidence of earnings stripping by U.S. subsidiaries. The LS. tax law has robust statulory
and common law tools that require taxpayers to employ only an appropriate amount of
related party debt financing and on terms that are comparable 10 what would be agreed on
an arm’s length basis with unrelated parties. Tn order for interest to be daductible, the
taxpaycr must cstablish that it was paid in respeet of a bona fide debt, which is
determined under a broad sel of common law standards. These standards are vigorously
enforced by the IRS and are applied as a threshold matter before the mechanical and
arbitrary limitation rules under current law scetion 163(j). Any further adverse extension
of these discriminalory and arhitrary rules of section 163¢j} would further amplify the
digeriminatory iinpact on U5, subsidiaries, and further reduce the levels of mvestment n
the United Stales thal might otherwise be availuble lo enhance job creation.

Tax Trean

In pursuing tax reform, respect for our obligations under 1.S. income tax treaties should

be of paramount importance. Income tax treatics play a fundamental rele in US.

international tax policy. A busic purpose of lax treaties s the promotion of biluteral trade

and investment, to the benefit of both U.S. and foreign multinational corporations and the
g
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global cconomy. lreaties reconcile the independently developed tax faws of trealy
partrers in order to avoid double taxation and excessive taxation of cross-horder income.
In that way, tax trcatics remove attificial barriers w bilateral trade and investment.
Treaties also include a commilment made by both. countries to avoid discriminalory tax
treatment ol residents of the other country, a commitment that has been a bedrack treaty
policy of the United States almost from the beginning of the U.S. lax treaty program,

Virtoatly all muliinational enlerprises with operations m couniries with which the United
States has a treaty rely on our tax treaties to provide greater objectivity, clarity, and
certainty in how cross-border transactions will be tuxed by the trealy partners and also
rely on treaties for the ability o avoid potential double taxation where there are dispures.
In addition, treatics provide important tools to the tax administrations of the weaty
pariners lor policing cross-border activities through the exchange of informativn and
cooparation in enforcement of the tax Taws.

Tax treatics provide greater cortainty and clarity to forcign taxpaycrs investing in the
United States regurding their polential US. tux liability but only if the treaties’ provisions
are respected. (ur treaties reflect the results of good faith barzaining whereby each
country agrees to concessions in exchange for the greater benefits that result from the
treaty relationship. Changes in the TLS. tax laws should not override, or conflict with,
our existing U.S. lax treaty obligations. Such actions result in less certainty and
conlidence in our lux rules and. thus, can lead o reduced investmentl in the Uniled
States. Such adverse changes in law also send a message o our treaty partners that they
cannot rely on the mutual concessions made in the treaty.

In addition, as the 2007 Treasury Depariment report on lrealies indicates, the Treasury
Department has effectively policed perceived tux abuses by insisting that new treaties
contain robust anti-treaty shopping rules, reflected in the Limitation on Benefits articlc of
treatizs, and by renegotiating onr existing income tax ireaties 1o include TOB provisions
in line with current 1.5, anti-treaty shopping standards. These provisions ensure that the
(reativs are used by appropriate parties. Mosl U.S. income lax (reaties contain an LOB
provigion, and the Treasiry Departingnt has diligemly worked to renegotiate exdsting
treaties that lack a robust LOB article to include such an article where those treatics may
be susceptible W inapproprigie use by residents of third countrivs. Recent cxamples
include the incame tax treaties with Teeland (in foree), Hungary (near ratification), and
Poland {ncar compiction).

Consistent with the Administration’s etforts, the strengthening of the TS, tax ireaty
network in this manner is the appropriate path to address perceived abuses, rather than
through domestic tax law changes that can override, or conflict with, the treaty’s
provisions, including possible violation of the non-discrimination rules that the .S,
insists be a part of every treaty. Recent examples of some of these concerns include
proposals o override tax treaties with respect w0 deductible payments 1o allilfated entilies
that qualify for treaty rates, and proposals to tax forefgn corporations as U.S. corporations
if they arc primarily managed in the United States.

Impeortantly, weaty overrides are nol limited 10 federal legislation. In certuin coses,
individual States have effectively overridden the provisions of U8, tax treaties (e.g.,
3]
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State rules that “add back” cerlain income for State tax purposes or mandate the inclusion
of certain toreipn entities in a state tax filing, where such income or entity is otherwise
catitled w benefits under 1S, federal income tax treaties). This incrcasing trend by
Stales is of great concern 1o OFIE members and o the governments of their respective
home cowntries and is an impediment to investment in the U.S. OFI would be happy to
discuss further ways to cnhanee the certainty of the U8, tax treaty neowork in order to
inerease ULS, investment i & manner consistent with the important tax treaty principles
discussed above, including nen-discrimination provisions that the United States has
congistently advoeated throughout the life of our tax treaty program.

Transter Pricing

The LS. transfer pricing rufes, which are contained in section 482 of the tax code and the
regulations thercunder, apply for purposcs of determining the appropriate prices of goods,
services, and inlangible property ransbered between related companies. LThese rules ure
inzended to achieve the imernationally accepted arm’s length standard. These principles
arc also reflected in our LS. income tax treatics, which scck to resolve cascs of double
taxation involving more than one taxing jurisdiction. Currenmt transfor pricing rudes have
resulted in substantial complexity and uncertainty in their application 1o our members,

QOFLL commends the cfforts that have been made te date to reduce uncertainty in this area,
meluding reducing administative burdens i certain cases associaled with complying
with the transfer pricing rules, as well as increasing the ability to determine in advance
appropriate transter priving methodologies under the 1IRS” Advanced Pricing Agreement
program (hoth unilaterally and hilaterally with our treaty partners) and fizlly supports
adding additional resources to these programs. OFH also commends the efforts to
include in more US, meome tax weaties binding arbilration provisions thal seek 0
reselve In a fimelier munmer ansler pricing disputes belween (realy countries’ laxing
authoritics. OFILI fooks forward to working with the Congress and the Administration on
additional ways to increase certainty in this arca.

I am pleased to answer any guestions you may have, and look forward to working with
this Committee and the Congress in considering tax reform that will inercase investment
in the United States.

Chairman TIBERI. Thank you, Ms. McLernon.
Mr. Spitzer, you are recognized for 5 minutes.

STATEMENT OF ALEXANDER SPITZER, SENIOR VICE PRESI-
DENT, TAXES, NESTLE HOLDINGS, INC., NORWALK, CON-
NECTICUT

Mr. SPITZER. Yes, thank you. Good morning. My name is Alex
Spitzer. Mr. Chairman, Ranking Member, Members of the Com-
mittee, I am grateful for the opportunity to share my personal
views on international tax policy, as it relates to U.S. operations
of multinational firms and, in particular, any impediments that
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may serve as a barrier to attracting international investment into
the U.S. manufacturing base.

I am senior vice president of taxes for Nestle in the U.S., and
have held the top job in the company for the last 26 years. Nestle,
a Swiss public company, is the world’s largest food company, with
sales over 100 billion, and was established in 1866, 50 years-plus
before the enactment of the U.S. federal income tax.

For more than 110 years, Nestle has been insourcing into the
U.S. and investing in American factories, jobs, and businesses. Our
first factory in the U.S. was built around 1900 in Upstate New
York to produce chocolate products. Nestle manufactures, in the
U.S., a large range of products, including Stouffers, Lean Cuisine,
Gerber, Jenny Craig, PowerBar, Hot Pockets, Poland Spring, Deer
Park, Edy’s, Haagen-Dazs ice cream, Nescafe Coffee, CoffeeMate,
DiGiorno Pizza, and also in the pet food area, Friskies, Alpo, Pu-
rina, and Beneful.

We have a total of 51,000 employees in the U.S., and 85 manu-
facturing facilities and 7 R&D centers. Nestle’s U.S.-manufactured
product sales approximate 28 billion annually, including 600 mil-
lion in exports out of the U.S.

Nestle in the U.S. has been consistently ranked by Fortune mag-
azine as the number one consumer food products company in the
industry. Excluding acquisitions, we have invested approximately
5.5 billion over the last 6 years in M&A and factories in our U.S.
businesses. And since I have been at the company, we have rein-
vested just about all of our U.S. profits back into our operations
here to grow our U.S. businesses.

When Nestle acquires a business, we usually maintain current
management and increase investment and expansion, rather than
cut costs or dismantle the business. For example, after we com-
pleted our Dreyer’s acquisition, we invested over 100 million in ex-
panding our Bakersfield, California plant, making it the largest ice
cream factory in the world.

Turning to tax policy, there has been much discussion of the U.S.
corporate tax rate and its impact on the country’s ability to com-
pete for global investment. There is no doubt that a lower tax rate
and a more transparent Tax Code would make the U.S. more com-
petitive for investment from abroad. The rest of the world is mov-
ing towards lower tax rates. Simply put, the U.S. must do the
same.

However, I also want to highlight a number of other areas of par-
ticular interest to my business. The ability of the inbound business
community and Nestle itself to deduct ordinary and necessary busi-
ness expenses related to investments, such as interest and royalty
for both federal and state tax purposes is of great concern, and
weighs heavily on our investment decisions.

Not only are inbound companies singled out with regard to re-
strictions on the deductibility of debt service via section 163(j), re-
cently there seems to be a coordinated IRS effort to audit inbound
companies with regard to debt equity type issues, although there
is no indication of any abuse. Despite the fact that a 2007 treasury
report found no evidence of widespread abuse with regard to sec-
tion 163(j), there is still much uncertainty regarding further re-
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strictive legislation in this area. This uncertainty weighs heavily on
investment decisions.

In addition, various legislative proposals concerning corporate
residency rules, treaty overrides, also contribute to the climate of
uncertainty. There is now growing uncertainty at the state level.
In many cases, states seem to be bent on conducting their own in-
dividual foreign fiscal policy. Many states have enacted legislation
to deny deduction of interest and royalties paid to foreign parent
companies, even those headquartered in treaty countries. These ini-
tiatives would violate the federal and treaty rules concerning per-
manent establishments. And, unlike most sub-national govern-
ments, the states are not bound by the U.S. tax treaties.

While I understand this is not within the committee’s jurisdic-
tion, it would be helpful if members would promote the inclusion
of the states in upcoming treaties. If this trend of taxation con-
tinues, I am afraid not only will it discourage investment into the
U.S., but it will jeopardize our tax treaty network and/or encourage
reciprocal treatment by our treaty and trading partners.

In this regard, a proposal to deal with the growing problem has
already been introduced. I ask that you review and support the
Business Activity Tax Simplification Act of 2011, which is currently
before the House Subcommittee on Courts, Commercial, Adminis-
trative Law of the House Committee on the Judiciary.

As a U.S. citizen, I think it important for the United States to
create a competitive environment to attract and maintain invest-
ment by a competitive tax regime, as well as ensure fairness and
certainty in our tax rules and administration. We should put the
welcome mat out for investment in an affirmative, proactive man-
ner.

As the committee moves forward in considering reforms to the
tax system, I urge that you do so in a non-discriminatory way that
maximizes job-creating investment in the United States.

Thank you for thoughtfully framing this discussion. I am happy
to respond to any questions.

[The prepared statement of Mr. Spitzer follows:]
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Written Testimeony of
Alexander Spitzer
Senior Yice President - Taxes, Nestlé
Before the
Subcommittee on Select Revenue Measures
Committee on Ways and Means
United States House of Representatives

June 23, 2011

Good morning. My nhame is Alexander Spitzer. Mr. Chairman, | am grateful for this
opportunity to share with the Committee my perscnal views on international tax policy
as it relates to U.S. operations of muitinational firms and. in particular, any impediments
that may serve as a barrier to attracting international investment into the U.S.

manufacturing base.

I am Senior Vice President - Taxes for Mestlé in the U.S. and have held the top tax job
in the company for the last 26 years. Also, from 1996-2002, | served as President of the
Organization for International Invesiment (OFIl} and | continue o serve on OFli's

Executive Committee.

As the fop tax executive for a major U.S. subsidiary of a Swiss-based multinational and

as long-time President of the inbound investment community’s leading association, |
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believe that | have a unique perspective to offer the Committee today. Thank you for

inviting me.

Nestlé in the United States

Nestlé, a Swiss public company, is the world's largest food company with sales over
$100 billion and was established in 1866 (50 years before the enactment of the U.S.
federal income tax). For more than 110 years, Nestlé has been insourcing into the U.S.
and investing in American factories, jobs and businesses, Qur first factory in the LS.
was built around 1800 in upstate New York to produce chocolate products. Nestlé
manufactures in the U.S. a large range of products inciuding Stouffer's & Lean Cuisine,
Gerber, Jenny Craig. PowerBar, Hot Pockets, Poland Spring, Deer Park, Edy's &
Hadgen-Dazs lca Cream, Butterfinger, Crunch, Libby's Juicy Juice, Nescafé Coffes,
Coffee-Mate, DIGIORNGC Pizza, alsc Pet Food's Friskies, Alpo, Purina, and Beneful.
We have a total of 51,000 employees at 85 manufacturing facilities, and 7 U.S. R&D
centers. Nestlé’s U.S. manufactured product sales approximate $28.0 billion annually,

inciuding $600 milfion in exports.

Nestlé in the U.S. has been consistently ranked by Forfune magazine as the # 1
cansumer foods products company in the indusiry. Our Pet Food Company, Furina, is

one of 7 companies in 2010 winning the Malcolm Baldrige Quality Award.

Excluding acquisitions, we have invested approximately $5.5 billion over the iasi 6 years

in M&E and factorias in our U.5. businesses. For example, we have recently completed
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a $650 million factory investment in Anderson, Indiana making aseptic packaged
beverages like NesQuik and Coflee-Mate. Gerber has recently opened a call centerin
Muskegon, Michigan {not India) and also invested in a $20 million expansion in its Fort
Smith, Arkansas factory. And, Nestlé Purina has recently installed the largest solar
renewable power system in Colorado at its Denver PetCare plant ... if it works well ...

we will continue to make such investments at other plants.

Some of our other U.S. facilities inciude our Dublin, Ohio Quality Assurance Center
employing approximately 115 people; aur Franklin Park, lliinois chocolate factory
employing approximately 750 people; our ltasca, tllinois Willy Wonka candy factory
employing 300 people and cur Diallas, Texas Water Production company which employs

approximately 250 peopie.

When Nestle acquires a business, we usually maintain current managemeant and
increase investment and expansion rather than cut costs or dismantle the business.
This approach is more commen with cross border acquisitions than domestic-to-
domestic acquisitions, in which there is more often redundancy and, therefore, a higher
likelihood of fayoffs. For example. after we complated our Dreyetr's acquisition, we
invested over $100 milicn in expanding our Bakersfield, Catifornia plant making it the

largest ice cream factory in the world.

[
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Disincentives and Impediments fo Investing in the United States
There has been much discussion of the U.S, corporate fax rate and its impact on the
country's ability to compete for global investment. There is no doubt that a lower rate
and a more transparent tax code would make the U.S. more competitive for investment
from abroad. The rest of the world is moving towards jower rates; simply put, the U.S.
must do the same. Howaver, | aiso want to highlight 2 number of other areas of

particular interest to my business community.

The abilily of the inbound business community and Nesllé itself to deduct ordinary and
necessary business expenses related to investment such as interest and royalties for
both federal and state purposes is of great concern and weighs heavily on our
investment decisions. Not only are inbound companies singled cut {as opposed to
11.5.-headquartered companies) with regard to restrictions on the dedustibility of debt
sarvice via Section 163(j), recently there seems to be a coordinated IRS effort to audit
dozens of inbound companies with regard to debtequity type issues although there is

no indication of any abuse.

Despite the fact that a 2007 Treasury report found no evidence of wide-spread abuse
with regard to Section 183(j), there is still much uncertainty regarding further restrictive
legislation in this area. This uncertainty weighs heavily on investment decisions.
Various legislative proposals concerning corporate residency rules, treaty overrides, as

weil as IRS administrative practices also contribute to the climate of uncertainty.
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With regard to the states, in many cases they seem to be bent on conducting their own
individual foreign fiscal policy. Many states have enacied legislation to deny the
deduction of interest and royalties paid to foreign parent companies, even those
headquartered in treaty countries. At great effort, OFIl has educated many such states
on the importance of including treaty exceptions that ensure the state is aligned with

U.S. tax treaty cbligations.

However, many states are now attempting to bring foreign parent companies and
affiliates, who have no physical presence in the U.5., info their states for tax purposes.
This would violate the federal and treaty rules concerning permanent establishments,
but unlike most foreign sub-national governments, the states are not bound by U.S. tax

treaties.

It would be helpfui if the Committee would use its best efforts to promote the inclusion of
the states in upcoming treaties. If this trend of state taxation continues, I'm afraid not
only will it discourage investment into the U.S., but it could jeopardize our tax treaty

netwerk andfor encourage reciprocal treatment by our treaty and trading partners.

in this regard, the enactment of the BATSA hill (The Business Activity Tax Simplification
Act of 2011 — H.R. 1439} before the House Subcommittes on Courts, Commercial and
Administrative Law of the House Committee on the Judiciary would be important so as

to limit the states’ application of “economic nexus” theories te foreign companies which
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have ho physical presence in the U.S. (link to bill text:

hitp:/vwww. gpo.gov/idsysiokg/BILLS-112hr1439ihpdiBILLS~ 112hr 1435ih.pdf).

As a .S, ciizen, | think it important for the United States to create a compatitive
environment {o atiract and maintain investment via a competitive tax regime as well as
ensure fairness and certainty in our tax rules and administration. We should put the

weicome mat out for investment in an affirmative, proactive manner.

As the Committee moves forward in considering reforms to the tax system, | urgs you to
do so in a non-discriminatory way that maximizes job-creating investment in the United
States. Thank you for thoughtfully framing this discussion. | am happy to answer any

guestions.

Chairman TIBERI. Thank you, Mr. Spitzer.
Mr. DRAILLARD.

STATEMENT OF CLAUDE DRAILLARD, CHIEF FINANCIAL OFFI-
CER, DASSAULT FALCON JET CORPORATION, LITTLE FERRY,
NEW JERSEY

Mr. DRAILLARD. Good morning. My name is Claude Draillard,
and I am the chief financial officer of Dassault Falcon Jet Corpora-
tion. Thank you for inviting me to testify this morning.

Dassault Falcon dJet Corporation—DFJ, in short—is a fully-
owned U.S. subsidiary of Dassault Aviation, a French business air-
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craft manufacturer which is a major player in the global aviation
industry.

Since 1972, DFJ’s operations have grown from a small sales of-
fice in New York City to a company with 7 locations throughout the
United States. DFJ and its subsidiaries currently employ a staff of
over 2,500 workers in the U.S., and is a major provider of jobs,
mostly in Arkansas, New Jersey, and other states. DFJ also has of-
fices in nine other states. And as the business aircraft market is
a global market, we also operate a number of sales offices inter-
nationally.

DFJ and its subsidiaries in the United States are operating in
the following lines of business for Falcon aircraft: sale of new and
pre-owned for the United States, Canada, Mexico, South America,
Pacific Rim, and Asia; outfitting and customization of the vast ma-
jority of Falcon aircraft, including engineering, and this includes
Falcon aircraft sold outside of DFJ’s territory; some research and
development work for cabin and cockpit options, either as in-pro-
duction installation or as after-market installation; and all after-
market services, such as sales and repair of spare parts.

DFJ provides quality, high-salaried jobs throughout the United
States. The nature of DFJ’s business requires the employment and
training of highly-skilled professionals in all locations: engineers,
pilots, support engineers and technicians, aviation mechanics, but
also CPAs and other types of professionals.

DFJ also provides indirect employment all across the United
States through a network of suppliers of all sizes, including divi-
sions of major equipment manufacturers, such as United Tech-
nologies, as well as local vendors that help provide flexibility to our
production operations.

Because business aviation is a high-tech, highly regulated indus-
try with very demanding customers, continued investment in tech-
nology and facilities is necessary to operate a long-standing profit-
able company. DFJ has a history of reinvesting the cash generated
by its American operations back into the United States in the form
of new technologies and production upgrades, rather than distrib-
uting dividends to its foreign parent.

This trend has allowed DFJ to make additional investments in
the U.S. DFJ’s average capital expenditure, excluding R&D, in the
last 10 years has been in the vicinity of 15 million per year, ena-
bling the company to expand its Little Rock, Arkansas, operations,
enhance its maintenance operations, and invest in new IT tools and
other product life cycle management tools.

With the globalization of the economy, the relative weight of the
United States market in new orders for new and pre-owned aircraft
has decreased. Even though it remains a significant market in
number of units, the U.S. is no longer a growing market, but most-
ly a mature renewal market.

Like everyone else, DFJ is navigating the current economic un-
certainties and the dramatic changes in world economic powers. In
this fragile time of recovery and economic change, an array of un-
certainties in U.S. tax policies and regulations add obstacles to
growth and new investment. In addition to the U.S. corporate rate
already being the second highest in the world, there is concern of
a rising direct and indirect tax burden for U.S. businesses.
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At the same time, some emerging countries are experiencing
budget surpluses that increase their ability to provide ever bigger
tax incentives. In anticipation of this, businesses are asking them-
selves, “Should we keep investing in the U.S. when the country’s
economy does not seem to be recovering quickly? Should we look
to move where countries are providing tax incentives for invest-
ment?”

Will current provisions to encourage investment and job creation
be able to survive, such as R&D credit and domestic manufactur-
er’s deduction, to provide some measure of relief?

At the same time, U.S. tax regulations, along with IRS an-
nouncements and private letter rulings, have reached a new level
of complexity. Interpretations are becoming ever more difficult to
understand and reconcile. Disagreement in the reading of tax regu-
lations and provisions has significantly lowered the pace of trans-
action between parties.

Another layer of complexity is added when state tax legislation
comes into play. For structured transactions such as international
leases of business aircraft, a number of elements need to be ana-
lyzed on top of federal tax issues, states question the validity for
them of tax treaties. State sales tax, use tax, and income tax provi-
sions make certain types of transactions extremely costly.

The business aviation industry is geographically shifting. While
DFJ is committed to its United States investments, there is in-
creasing incentive to look elsewhere to deploy our resources. Need-
less to say, predictable, pro-growth tax policy and simplification of
federal regulations would make it more attractive to maintain our
investment in the United States.

I will be happy to answer any of your questions.

[The prepared statement of Mr. Draillard follows:]



25

Written Testimany of Claude Draillard
Chief Financiat Officer
Dassaull Falcon Jei Corp.

Before the
Subcommittee on Select Revenae Measures
C'ommittee on Ways and Means
Haited States Mouse of Representatives

June 23, 2011

Good Morning. My name s Claude Draillard and 1 am the Chiel Uinancial Officer of Dassault
Falcon Jet Corporation. Thank yvou tor inviting me to testify this moming.

Dassault Faleon Jet Corp. (DF]) is a fully owned U.S. subsidiary of Dassault Aviation S A, a
French business and military airerafl manuficturer, which is a major player in the global aviation
industry.

Since 1972, NF)'s operations have grown from a small sales office in New York City to a
company with seven locations throughout the U.S. DFJ and its subsidiaries currently employ a
slafl of over 2,500 workers m the TS, and {s a major provider of jobs i Arkansas, Mew Jersey,
Delaware, Florida, Nevada, and Idaho.

DFT also has effices in nine other States in order W service all customers and prospects in the
U.S. In addition, as the business aircraft market is a global market, DFJI operates a number of
sales offices internationally.

DFJ and its subsidiaries in the United States are operating in the following lines ot business for
Falcon aireraft:
o The sale of new and pre-owned airerall for the United States, Canada, Mexico, South
America, the Pacifie rim and Asiy;
« The outfitting and customization of the vast majority of Falcon aireraft, including the
related engineering. This includes Faleon aircraft sold cutside of DFI’s werritory;
«  Some R&D for cabin and cockpit options either as in-production installation or as
aftermarkel installation;
« The sale, exchange and repair of spare parts;
«  The teehnical support of the in-service fleet; and,
+  The maintenance of in-service aircrail,

DI) provides guality, high-salaried jobs throughout the U.S. The nawre of DEI™s business
requires the employment and training ot highly-skilled protessionals in all Incations: engineers,
pilots, suppart engineers and technicians, aviation mechanies but alse CPAs and cther types of
specialced professionals,
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DI alse provides indirect employment all across the United Stales through a network of
suppliers of all sizes, including divisions of major equipment manutfhcturers Hke United
Technologics as well as local venders that help providing tlexibility to production operations.

Committed to Reinvesting in the ULS,

Hecause business aviation s a high-lech, highly regulated industry with very demanding
customers, continued investment in technology and facilities is ncecssary to operate a long-
slunding, profilable company.

DFJ has a history of reinvesting the cash generated by its American operations back into the U.S.
inthe form ef new lechnologies and production upgrades, rather than disirtbuting dividends wo ils
foreign parent company, This stratepy has allowed DFJ 1o make additional invesuments in the
U.S. DEPs average capital cxpenditare in the last 10 years has been in Lhe vieinity of 815
milion per year, enabling the company ta:

«  Lxpand its Litle Rock, AR production and engineering site (new Ungineering wing of
12,000sqft built in 2G07 after rebuilding a 15,600sgft Enginsering area);

= Enhance its maintenance operations (acquisition ot Atlantic Aviation in Wilmington, DE
in 2000 5 new service center opened in Reno, NV in 2009 and,

» Tevestin new TT wols and other Prodoct Lifecycle Management (PLM) soliware.

DFJ and the Global Economy

With the globalization ol the economy, the relative weight of the U.S. market in new orders for
new and pre-owned aircraft has decreased. Fven thongh it remams a significant market in
numbers of units, the U5, is no longer a growing market but mostly a mature rencwal
markel. The recemt economic downtum bas amplified tds end, which began as early as the
second hall’ of 2004 for our company,

This dramatic globalization of our business has changed NTT's existing customers’ bebavior and
has also opened the door to new customers, mostly outside of the U.S.

Customers that are either new to business aviation or to the high-end part of the market present
new chatlenges tor our company. Moest of these new customers are locared in areas where
infrastructure is scarce and technical knowledge and skills are either vare or non-existent.

This scarcity of operational resources has created an incentive for all business aircraft
manufacturers to sock focal organizations capable of providing these services. However, ag
ticets are still relatively small, it is almost impossible for new service providers to be protitable
in those locations. Therefore, manufacturers have been tempted to re-allocate their resources
{human, technical and financial) to those areas outside of the United States.

DIEY has chosen to keep the United States as the main center of its operations for those secluded
or lille equipped areas, even though our cuslomer base 15 moving oversess. This market
pressure has been enhanced by the economic downturn: shareholders huve questioned why D¥)
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is still investing in ils U.S. operations when the market for new aivernfl has shifled to countries
like Brazil, Russia, india and China.

Challenges for DEF’s Growth and Additionat U.5. Tnvestment

Like everyone clse, DF]) is navigating the current economic uncertainties and the dramatic
changes i world economic powers.

I this [ragile time of recovery and economic change, an srray of uncertsinties o U8, lax
policies and regulations add obstacles to growth and new invesument. In addition to the U.S.
corporate rate alrcady being the sceond highest in the warld, there is concern over rising, direct
and indirect tax burden Tor TES, businesses. Al the same lime, some emerging coulries are
experiencing budget surpluses that increase their ability to provide ever bigger tax incentives.

I anticipation ol this, bosinesses are asking themselves:
= Should we keep investing in the U.S. when the country’s economy does not seem to be
recovering guickly?
v Should we look 1o move where countries are providing tax incentives tor investment?
= Will current provisions to encourage investment and job creation be ablce te survive {i.e.
R&D eredil, Domestic Manufacturers Deduclion, elc...) 1o provide some measure of
reliel?

At the swme time, ULS. tax regulations, along with TRS pronouncements and private letter rufings,
have reached a new fevel of complexity. loterpretations are becoming ever more diffleult to
understand and reconcile. Disagreement in the reading of tax regulations and provisions has
significantly lowered the pace of transactions hetween parties.

For imstance, the curremt secelerated  depreciation mechanism {also known as “honus
depreciation”) has a  number of criteria o qualily  for  the sald  acceleraled
deprociation. Structuring the financing of new airerafl transactions so that both the financing
ingtitution and the end user benefit from the bonus depreciation reguires an unprecedented effort
and number of people involved. This has increased the cost of the transaction to a peint where
discussions on the price appear o be relatively simple and straighttorward.

Another Iayer of complexity is added when State tax legislation comes into play. For structured
transactions such as international leases of business aireraft, a number of elements need (o be
analyzed onlop of Federal lax issues:

« Some States guestion the validity For them of tax treatics that bind the Federal
povernment and foreign governments

+  States sales tax, use tax or income tax provisions make certain type of transactions
extremely costly and/or cumbersome. Therefore, business aircraft transactions tend to be
concinded and closings take place in other States that provide, from a tax legislation
standpoint, either clearer rules and/or more stability in their rules or better tax conditions,
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Conclusion

The business avialion industry 1s geographically shilling. Winle DFJ 15 committed to s US,
investment, there is increasing incenlive w look elsewhere lo deploy our resources. Needless (o
say. predictable, pro-growth tax policy and simplification of federal regulations would make il
morc atiractive to maintain our investment in the United States.

———

Chairman TIBERI. Thank you, sir.
Mr. DeBoer, you are recognized for 5 minutes.

STATEMENT OF JEFFREY DEBOER, PRESIDENT & CHIEF EX-
ECUTIVE OFFICER, THE REAL ESTATE ROUNDTABLE, ALEX-
ANDRIA, VIRGINIA

Mr. DEBOER. Thank you, and good morning. My name is Jeff
DeBoer, I am president and CEO of the Real Estate Roundtable.
President Obama had it correct earlier this week when he said
investments by foreign-domiciled companies and investors create
well-paid jobs, contribute to economic growth, productivity, and
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support American communities. Unfortunately, the reality is, in
the case of foreign capital investment and U.S. commercial real es-
tate, our current laws significantly discourage the type of job-cre-
ating economic growth that the President was touting.

America needs to be able to compete globally for investment cap-
ital for all types of positive economic activities. And today that sim-
ply isn’t the case when we compete globally for capital for our real
estate markets.

Our commercial real estate markets historically have been very
positive contributors to economic growth. Healthy commercial real
estate markets provide jobs in construction, design, management,
architecture, and many other areas. Strong real estate values pro-
vide the resources through property tax payments and transfer fees
to fund local budgets and pay for roads, police, and education needs
that we all think are essential to healthy communities.

But today, while some commercial real estate markets have
started to come back, most markets nationwide remain deeply trou-
bled. They are marked by very weak property values caused by ex-
cessively high unemployment, the lack of business expansion, and
extremely low consumer confidence.

In addition, large amounts of commercial real estate debt are
maturing. But because of steep property declines and restrictive
credit availability, trillions of dollars of commercial real estate debt
nationwide will not be able to be refinanced without large infusions
of equity capital. The resulting burden on our nation’s banking sys-
tem, particularly community banks, is inhibiting small business
lending and holding back job creation.

Everyone in my industry asks, “Where will the capital come from
that is needed to rebalance our loans?” One source that is ready
and willing is foreign-based capital. However, while ready and will-
ing to invest, this capital is essentially not able to invest, because
the Foreign Investment in Real Property Tax Act, FIRPTA, make
it highly undesirable, economically and administratively.

FIRPTA is a discriminatory tax. It only applies to foreign inves-
tors in U.S. real property. The 35 percent FIRPTA tax, combined
with state and local taxes, and frequently with the branch profits
tax, results in a foreign investor paying a tax as high as 54 percent
on capital gain.

In addition, the administrative burdens and cost associated with
structuring investments in U.S. real estate is significant. No other
asset class faces this tax.

A report by University of California professor Ken Rosen found
that reforming FIRPTA would unlock billions of dollars in invest-
ments into U.S. commercial real estate. This is capital that is cur-
rently sitting on the sidelines or, more likely, going to other coun-
tries that have more favorable tax rules.

The time has come and gone for FIRPTA. Frankly, it should be
repealed, and perhaps you can do that in tax reform. There are
meaningful, cost-efficient reforms that can and should be made
now, however. We are pleased that Congressman Brady and Con-
gressman Crowley and other Members of the Committee are work-
ing on legislation to make two simple meaningful changes.
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First, the existing small shareholder exemption for foreign in-
vestments in publicly-traded REITs should be doubled from 5 to 10
percent.

Second, an IRS notice called 2007-55 should be withdrawn. Ac-
tion in this area would significantly help smaller markets, where
capital is most needed. This latter point on the IRS notice does not
require legislation; Treasury could do it now with the stroke of a
pen. In this regard, we strongly support efforts that Mr. Crowley
and Mr. Brady and others on the committee are making to urge the
Treasury to review this notice, and hopefully withdraw it.

One other significant issue concerns foreign investment in U.S.
debt. There are significant confusions regarding when a foreign
source capital can invest in debt in America and restructure that
debt. It would be very helpful to have these guidelines straightened
out and made more clear.

These simple reforms would spur billions of dollars in foreign in-
vestment in U.S. real estate debt and equity. This type of invest-
ment would significantly help stabilize troubled lending markets. It
would help create jobs. It would help move our economy forward.
Importantly, the end result would be to make our nation globally
competitive for capital looking to invest in real estate.

Thank you for including our point of view in today’s hearing, and
I look forward to responding to any questions you have. Thank you.

[The prepared statement of Mr. DeBoer follows:]
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INTRODUCTION

Chairman Tiberi and Members of the Subcommittee on Select Revenue Measures of the
Committee ont Ways and Means, the Real Fstate Roundrable is pleased to submit this statement
for the record of the hearing on June 23, 2011 reparding the importance of foreign direct
invesiment o the U.S. economy, and how tux reform might alfect [oreign-headquartered
Tusinesses that invest and create jobs in the United States. The Roundrable represents the
{eadership of the nation’s top privately owned and publicly held real cstate ownership,
development, lending und management frms, as well as the clected leaders of the 17 major
natienal real estate indusery trade associations.  Collectively, Roundtable members hold
porttolios containing, over 5 bilfion squarc feet of developed property valued at over S1 trillion;
over 1.5 million apartment units; and in cxcess of 1.3 million hotel rooms. Participating
Rounduable trade associations represent more than 1.5 million people involved in virwally every
aspect of the veal estate business. More information on The Roundtable can be tound at
WWW.ICE.Or,
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This statement will address the acute need for increased foreign investment in U.S. real
estate, and the critical role that tax reform plays in encouraging this investment, The Roundtable
couldn't agree more with President Obama’s June 20 statement that, “Jilnvestments by
foreign-domicited companics and investors create well-paid jobs, contribute to economic
growth, beost productivity, and sapport American conununities.” The U.S. tax system plays
a critical role in either encouraging or deterring this investment. The Roundtable applauds the
Subcommittee for recognizing this fact, and for considering proposals for simple changes to our
tax code that can make investment in the U.S. more atractive to foreign nvestors, which in turn
will create jobs in the U.S.

L SUMMARY AND ECONOMEC BACKGROUND

A, Summary of Current Conditio

The commercial real estate market is in dire need of new eguity investment
in order to preserve amd create jobs. The commercial real estate markel i the
U.S. is still reeling from the economic turmoll and precipitous drop in real
property values of the past few vears. A significant number of jobs in the industry
{and associated with the industry) have been lost, and many remain at risk. An
mlusion of equity capilal % sorely needed m order 10 bridge the financing gap
faced by many properties, facilitate redevelopment and new construction, and
restore jobs to the industry.

FIRPTA acts as a significant deterrent fo foreign equitv investment in U.8.
real property. The Forcign Investment in Real Froperty Tax Act (“FIRPTA™)

presents an operous ax and administrative burden to foreign investors in U.S. real
property companies, a burden not borne by foreign investors in any other 1S,
asset chass.

Uncertainty as to the appleation of section 864 inhibits forcivn investment in

U.S, debt. Current uncertainty as to when an lnvestment in LS, debt will be
treated. as a LLS, trade or busingss of the foreign investor discourages foreign
acyuisitions of U.S. debt, thereby exacerbating the constrained credit markets
[aced by UL.S. real properly ownets.

B. Recommendations

-

FIRPTA should be repealed in its entirety. FIRPTA has succceded bevend its
enactors wildest dreams in discouraging foreign investment in U.S. real property.
Tt is a delerrent Lo Foreign investors, an administrative drain on U.S. corporalions
and their foreign investors, and without policy juslification. I budgetary
constrainis were not a factor, the Roundrable would recommend that FIRPTA be
repealed in its entirety now,

Measured, cost-effective FIRPTA reform will encourage increased
investment in_U.S. real property. By cxpanding the FIRPTA cxception
currently applicable o 5 percent sharcholders in publicly-traded real estale
investment trusts {“REITs”) to 10 percent shareholders, foreign investors will be
able to significantly increasc investment in ULS. veal property.  In addition,
clarifving that REIT liquidating distributions are treated as sales of stock will

3
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relieve the current uncerfainty as to the U.S. tax wreaumnent of these distributions,
and encourage greater foreign mvestment in the U.S. commercial real estate
market, particularly in smalier real estate markets.

« Potential foreion investors in U.S. debt meed the U.S. Treasury Department
and Internul Revenue Service to ¢ gpidance regarding what constitutes a
“U.8. trade or business.” Foreign investors in U.S. debt securities currently face
significant uncertainty as to how 1o structure their debt investments without being
treated as engaged in a 1.8, trade or business. The Treasury Department and the
IRS have been repeatedly petitioned to issue guidance, but have vet to do so.
Providing puidelines for foreign investors would attract significant foreign
investment into ULS. debt, providing some relief for U.S. borrowers in the current
tight credit markets.

* No positien being advecated in this statement will alter the current review
process in piace for foreign investment in our nation’s critical infrastructure.
‘The tax reform measures we are proposing will in no way affect alter or weaken
the Taws goveming loreign invesiment in critical infrastruclure within the U5,

» Now is the titme to act. The commercial real estate market is under stress now.
The people dependent on jobs in this market need work now. Now is the time to
take affirmative action and induce greater foreign investment into the LS.
commercial real cstatc market. As summarized in a report by The Rosen
Consulling Group, relorming FIRPTA would “unlock billions of dollars in
investible capital into the commercial real estate market.”" This infusion of equity
would provide the capital needed to finance maintenance, upgrades and new
developments - and employ the thousands ef people working in this industry.

€. Economic Background

The TS, commereial real estate market, plummeted into erists by the economic upheaval
of the pasl few years, remains valnerable fo further economic siress. While many of the large
“pateway” markets ate beginning to recover, the remainder of the commercial real estate markets
continue to be deeply troubled, conttibuting to the chronic unemploytent in the country, as jobs
relating to commercial real estate have been lost and have not rewurned.  Property valucs have
declined over the past three years (approximately 30-30%% from 2007 peak to trough), such that
some estimate that approximately half of all commereial mortgages are thought to be underwater,
while nearly $1.5 (rillon in commercial real estale foans will come due in the next four years.
As cutstanding loans mature, properly owners wiil have difficulty refinancing in the current light
credit markets, particularly in light of decreased property values, forcing many properties into
default, The sustained financial pressure on property owners and lack of credit availability has
led to deferral of maintenance and upgrades on existing propertics, while developmoent of new
projects has trickled to a standstill, alf resulting tn a signiticant loss of jobs.

Rosen, Keancth [ et al, “FIRPT Reform: Key 1o Reviving Commerciol Real Extate” Rosen Consuliing Group,
March 20140,
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The potential for commercial real estate detaults to derafl a iragile economic recovery,
particularly in pon-gateway markets, and lead to even fusther job losses, bank closures and
business retraction is very real. ‘The need to address the issue is imperative. The real estate
communily is in agreement thal mcreased equity investment will be & crucial measure in
preventing [oreciosures, by providing real estate owners with the capital necessary o bridge the
gap between financing available and maturing debt. There is consensus that a tremendous
amount of potential equity investment capital is in the hands of forcign investars. This
sipnificant source of cquity capital is needed i the U.S. now.

Preventing a wave of defaults in the commercial real estate market is intrinsically linked
to preserving jobs and the geneval ceonomic health of communitics. The Congressional
Oversight Panel’s February 2010 report “Commercial Real Estale Losses and the Risk to
Financial Stability” emphasized the link between the crisis in commercial real estate and the risk
to greater job losses, stating:

Approximately nine million jobs are generated or supported by commercial real
estate including jobs in construction, architecture, interior design, engineering,
building maintenance and sceurity, fandscaping, cleaning scrvices, management,
leasing, investment and mortgage lending, and accounting and legal services.
Projects that are being stalled or cancelled and properties with vacancy issues are
leading to layoffs.. . The fewer loany that are available for businesses, purticularly
smatl businesses, will hamper employment growth. ..

The report makes clear that commercial property failures lead o a “downward spiral” of
ceonomie ramifications, particularfy job losses. Measures o bolster the commereial real estate
market will have a direct impact on the varions cmployment sectors linked to commercial real
estate. Increased equity investment in commercial real estate will provide real property owners
with much needed capital to successfully refinance maturing loans and engage in new projects
and improvements o existing properties. Tn sum, providing commercial properly owners with
this much needed capital would benefit local communities by:

s Preserving jobs tied to commercial real property as property owners are able to
relinanee loans and maintain ownership ol properties

¢ Bolstering demand for employment in the construction and business mainlenance
tields as property owners perform delayed upkeep and upgrades

*  As concerns regarding possible commercial morlgage delaults are reduced, banks will
have greater breathing room to provide small businesses with access to credit, expand
their businesses and make new hires

Commercial real estate is intricately connected with the fate of our economic recovery,
both lecally and nationally, Hncouraging greater forgign investment into the real cstate market
will stimulate job creation and pregervation in a critical sector of our ceononiy.
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11 CURBENT TAX RULLES DISCOURAGE FOREIGN INvaSTMENT IN LLS, REAL PROPERTY
A. Taxation under FIRPTA

FIRPTA is a discriminatory tax regime. It is applicable only to investors in U.S. real
property. It imposes a higher tax cost on gains from real property, even gains from passive
investments, than that imposed en gains from any other type of U.S, asset.

FIRPTA treats any gain or loss realized by a foreign investor in a "8, real property
interest™ as though the gain or toss were effectively connected lo a U.S. trade or business, and
taxes such gaint or loss in the same manner as a ULS. resident would be taxed. The term “U.S.
real properly inlerest” meludes real property located in the United Stales as well as nterests m
any “U.S. real property holding corporation.” A “U.S. real property holding corporation” is
generally any corporation whose investments in U.S. real property interests equal or exceed 50
percent of the fair market value of the corporation's assets. In summary, under FIRPTA, foreign
investors are subject to U.S. 1ax on the disposition of shares in a U.S. corporation holding U.S.
real property, as well as gains realized from direct investments in LS. real estate.

foreign investors in no other type of U.S. corporation are subject to U.S. tax on a sale of
that corporation’s stock. In fact, foreign investors are subject to ULS. tax on capital gains oniy
where those gain relate to real property, effectively punishing foreigners for investing in U.S.
real estate, rather than, for example, a U.S. pharmaceutical company, Tt is unclear what purpose
this serves, other than exacerbating the economic distress of a struggling industry.

The taxing regime established by FIRPTA is enforced through complex withholding and
reporting obligations. Any transleree of a U.S. real property interest from a loreign lransferor is
genezally required to withhold 16 percent of the transferor's ameount realized on the sale. In order
to administer this obligation, every U.S. corporation is required to establish whether or not it isa
U.S. real property holding corperation. FIRPTA thus presents an administrative burden to U8,
corporations, as well as a financial burden to their foreign investors.

In addition, FIRPTA presents formidable barriers even beyond the TIRPTA taxes
themselves, Any investor that is caught in the FIRPTA wap must file a tax return with the IRS,
which is not required for any other stock investment and which by itself tums away a substantial
number of non-U.S, investors, Contpounding these barriors is that FIRPTA also subjects the non-
U.S. investor to state and local tax return and tax obligations (again, unique for investors in
equity stocks) and in many situations activates the "branch profits™ tax, thus triggering an
cifective federal tax rate as high as 54 percent on these equity investments.

B. The application of FIRIFTA to interests in corporations discourages investment ia
U.S. real property

Foreign investors in U.S. real property typically mnvest in such property through a U.S.
corporation. By taxing gain realized on stock in LS. corporations holding U.S. real property,
FIRPTA creates a false dichotomy between investments in U.S. corporations kolding U.S. real
property and corporations engaged in any other type of activity. As noted above, foreign
mvestors in U.S, corporations are not subject to capital gains tax upon the disposition of stock
except where that company holds the requisite percentage of 1.5, real property. Moreover, due
to the complexity and in many cases uncertainty of determining whether the specified percentage

6
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is achieved, many U.S8. corporations cannot determine with confidence whether FIRPTA applies
to ownership of their shares, leading to confusing public disclosure, inefficiency and wasted
resources, and inadvertent noncomphiance, U8, corporations in a variety of fields, from hotel
chaing 10 0il and gas companies, as well us other real estale companies, are therelore less
altractive investments to foreign purchasers than, for example, U.S. computer sollware
companies.  This limits the usiverse of potential foreign buyers of, or investors in, U.S.
corporations with a real property-based business.

In the absence of reform, potential foreign investors in U.S. corporations holding U.S.
real estate may, in light of the application of FIRPTA to their eventual disposition of such
interests, continue o mvest elsewhere — cither in real property m countrics with less onerous tax
regimes, or in other types of US. corporations. This preference [or other US. assels is
evidenced by the percentage of certain types of U.S. assets held by foreign investors — 49 percent
of TS, government seeurities and 16 percent of corporate stocks are held by foreign investors,
while only § pereent of commicreial real estate is held by foreign investors.

As stated above, and will be stated again, the U.S. commercial real property market needs
an infusion of cquity at this time, not 2 tax regime that deters forcign investment.

C. FIRPTA leads to an inefficient allocation of resources

FIRPTA Icads to inefticient allocations of capital by foreign owners of U.S. real property.
Given the tax burden faced upon disposition of such property, foreign holders of U.S. real
property may he averly influenced by US. tax considerations when deciding when to sell their
TLS. real property imterests or how long 1o hold them. Capitl thal might be more elfectively pul
to use via other investment opportuniiies thus remains locked in U.S. real properties. Moreover,
U.S. real properties that might be put to a more productive use in the hands of other owners are
unavailable to prospective buyers.

In addition, FIRPTA is a highly complex provision, with internal inconsistencies that can
lead to very different tax results from minor differences in transactions,  Foreign companies
allocate excessive amounts of time and tesources 1o inlricate fax-planning and restructuring,
rather than productive business activity, in order 10 avoid tipping FIRPTA. Companies thar
spend such significant amounts of time and money on FIRPTA planning generally can plan
around FIRPTA, In this way, FIRPTA has been reduced to a trap for the unwary — only the
unsophisticated or poorly advised end up paying FIRPTA taxcs, although signiticant sums arc
spent in avoiding it.

). Inequalities in the Code addressed by the U.S. veal property holding corporation
provisions of FIRPTA no longer exist

The legislative discussion surrounding the enactment of FIRPTA focused on the
perceived need to prevent foreign inveslors {rom enjoying a tax advanlage over U.S. 1nvesiors
when investing in U.S. real property. Specifically, the legislative history considered transactions
in which a foreign investor could enjoy net basis taxation on income from an interest in L., real
praperty, and then avoid capital gains upon the property's disposition.  Prior to 1986, a 118,
corporation holding U.S. real property could sell the property and liquidate within a year of the
sale. Under old section 337, the corporation would not recognize gain on the transaction (the
"Geners! Utilities docirine™). Shareholders recognized capital gain on the liquidating distribution,



38

but this gain was considered to be with respect to their stock. A foreign mvestor would not be
subject o tax on capital gain arising from disposition of the stock, so the gain in the underlying
real property sold prior to the liguidation escaped the L8, tax system altogether. This concemn
motivated Congress Lo tax gaim on the sale of shares in ULS. comporations holding U.S. real
property and to disregard the Treasury stalement advigsing ggainsf the implementation of such a
tax.

Subseguent to FIRPTA's enactment, however, old section 337 was repealed.  Under
current law, a corporation is required to recognize gain on the sale or distribution of property
upon liquidation as though it had sold the distributed property for fair market value, thereby
cnsuring that 1.8, tax is imposed on the gain inherent i the underlying real property. n other
words, as a resull of the repeal ol the General Utilities doctrine, any gain from a liguidalion is
taxed twice: onece to the Hquidating firm and again to the stockholder, Thus, with the repeal of
the General Utilities doctrine, the primary tax policy concern justifying U.S. taxation of gain on

the disposition of an interest in a ULS. real property holding corporation is no longer relevant.

E. Summary

FIRPTA is an anomaly in the paticrn of 1.8, taxation of foreign investors; with a lew
technical exceptions, FIRPTA is literally the only major provision of the U.S. tax code which
subjects foreign investors to taxation on capital gains reatized from investment in U.S. assets. As
described above, FIRPTA acts a significant deterrent to investment in ULS, real property
corporations, the costs of compliance are prohibitive, and the poliey justifications behind
FIRPTA’s enactment are no longer relevant. In sum, FIRPTA is an idea whose time has come
and. gone, and, were it fiscully feasible, should be abandoned in s entirety.

The Roundtable recognizes, however, that budgetary constraints may make it difficult to
repeal FIRPTA at this time. Reascnable, cost-efficient reform is still possible, and the
Raundtable strongly urges steps be taken to address the negative effects of FIRPTA and
ameliorate the current pressure on the U.S. commercial real estate market.

HE REASONABLE STEPS MAY BE TAKEN TO INCREASE FOREIGN INVESTMENT IN ULS. REAL
PROPERTY

The Roundtable wholeheariedly supported the FIRPTA reform measures proposed in H.R.
5901, the Real Estate lobs and Investment Act of 2010. which passed in the House of
Representatives last July by a vote of 402-11, and currently supports proposed legislation being
promoted by Congressmen Kevin Brady (R-TX} and Joc Crowley (D-NY). The Brady/Crowley
legislation proposes cost-efficient FIRPTA reform that will encourage foreign investors to
significantly increase their ownership of U8, real property through REITs by expanding certain
Hmited exceptions to the application of FIRPTA, and by providing clarity regarding the 115, tax
treatment of REIT hquidating distzibutions.

A. Expand the 5% Shareholder Exception to 10% Sharehelders in a REIT

Presently, a foreiga shareholder ownling five percent or less of a publicly-traded U.S. real
praperty company, including a REIT, is exempt from FIRPTA on a sale of the corporation’s
stock. In addition, a forcign sharcholder owning 5 pereent or Jess of a publicly-traded REIT is
exempt from FIRPTA on the receipt of a capital gain distribution atwibutable to the sale or

8
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exchange of a U.S. real property interest. Such a foreign shareholder treats all dividends from
the REIT as ordinary dividends. 1f a REIT dividend 10 a foreign shareholder is treated as
ordinary pursuant to the S percent shareholder exception, the U.S. tax rate applicable to the
dividend is delermined with reference 1o the T3S. tax treatly relevant to the foreign shareholder.
Under many U.S. tax treaties, il a loreign shareholder in a REIT owns 10 percent or less of the
REIT, the foreign shareholder is eligible for a reduced treaty rate, typically 15 percent, on REIT
ordinary dividends.

Increasing the FIRPTA small sharcholder exception from 5 percent ta 10 percent
sharcholders in REFTs would attract significant new investment into the LS. Many overseas
mvestors considering global real estate investments currently Hmil their investmenty n the ULS.
to remain within the 5 percent FIRPTA limitation. For example, there are billions of dollars
invested in fonds benchmarked to global real estate indexes for which the U.S. represents
roughly a third of the total global index. Many of these funds refrain from investing more than 5
percent in any REIT and losing the benefit of the exception, and thus are underweighted in the
U.K. with less than one third of their eapital invested in UK. real estate. Increasing the § percent
exception to 10 percent would allow these funds to shift thetr plobal real estate alioeation and
directly increase their exposure to LS. publicly-traded REITs.

Under a few U.S. tax treaties, foreign investors investing in U.S. REITs through cerain
widely-held, publicly-listed, treaty-recognized mutual fund-type Investment vehicles are also
eligible for the 15 percent reduced treaty rate on REIT distributions. Ta be consistent with LS.
tax treaties, the proposed reform clarifies that the exemption applies w0 loreign investors
mvesting in .S, REITs through such treaty-recognized mutual fund-type investment vehicles.
These investment vehicles are similar to our mutual funds - they are widely held by small foreign
mveslors and provide a means (or such investors W invest in U.S. REITs through a familiar, local
entity. The U.S. tax treaties look through these vehicles because, as the U.S. Treasury Technical
Explanation discussing one such provision states, “the tax berefits [of investing in an investment
veliicle] are intended to replicate the tax rreatment of divect investment by these unitholders.”
To ensurc equal treatment with investors investing direetly in a U.S. RELT, a lorcign investor
imvesting in a LS. REIT through a mutual fund-type investment vehicle would only be eligible
for the FIRPTA exemption if the foreign investor owned 10% or less of the REIT. If a foreign
sharchobdet owned more than 10% ol a ULS. REIT (either divectly or through a muatual fund-type
investment vehicle), the investor would be subject to full FIRPTA withholding on REIT
distributions and on sales of the REIT stack.

B. Clarity that REIT Redemptions and Liquidating Distributions are Sales of Stock

IRS Notice 2007-55 (the “Notice™) presents another obstacle to foreign investment in ULS.
commercial real property, and should be repealed.

The IRS asserted in the Notice that REIT liquidating distributions to foreign shareholders
should be treated, to the extent attributable to gain with respect o U5, real property, as capital
gain distributions subject to FIRPTA,  The Tnwernal Revenue Code specifically states that
amounts received by a sharcholder in a distribution in complete lquidation of a corporation
“shall™ be treated as in full payment in exchange for the stock. Until the issuance of the Notice,
there was no reason for foreign investors to believe that liquidating distributions by REITs, as
with the liquidating distributions of any olher corporation, should be trealed as anything olher
than as sales of stock. Needless to say, the IRS’ position has caused considerable consternation
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in the foreign investor community and has severely constrained continued foreign investment in
L1.S. rea] estate.

The Notice also creates distinctions in tax treatment between REIT sharcholders in
economically parallel pesitions. For example, a REIT’s liquidating distributions to its domestic
shareholders are treated as sales of stock, while those to its foreign shareholders ave treated as
sales of assets (and hence subject to FIRPTA). Nothing in section 897 authorizes the RS 1o
recharacterize a sales transaction in order to achieve a different lax resull for loreign inveslors.
This dichotomy of tax treatment both discourages foreign investment in the U.S. and is without
policy justification, as Hquidating distributions are the economic equivalent of a shareholder
selling all of its stock in the RETT. The Tax Scetion of the American Bar Assocation in & Junc
2008 report concluded (hat the Notice is insupporlable and found litde kegislative basis for the
position taken in the Notice. The report concludes that the Notice should be repealed and that,
consistent with the treatment of a U.S. sharcholder, *a forcipgn shareholder’s gain on a deemed
sale of REIT shares pursuant to a liguidation or redemption ought to be taxed under the FIRPTA
rules that apply to stock sales.”™

There is nothing abusive hehind the repeal of the Notice — investors i & domestically-
controlled REIT can cwrrently self theit REIT stock prior to a liquidating distribution and avoid
FIRPTA. Likewise, sovereign wealth funds ¢an avoid U.S. tax on their REIT invesiments by
Emiring their investments in U.S, REITS t0 a minority position and then selling their tnvestments
prior to the REIT making a liquidating distribution. The Notice simply creales an arbilrary
distinetion in the U.8. tax treatment of a foreign investor depending on whether the foreign
mvestor exits its REIT investment immediately prior to the REIT s liquidation or pursuant to the
RETT s figuidation.

With the Notice outstanding, foreign investors are now uncertain regarding the potential
LS. tax burden that may be imposed on gaing from investments in U5, real estate. They are
therelore hesitant o invest more equily in US. real estate, parlicularly in non-galeway markets
where the anticipated return from investments lies in appreciation of the property rather than
operating cash flows. Repeal of the Notice would thus help the peediest markets most — toreign
mvestors would return to REIFs investing in smaller market properties, armed with greater
clarity as to the U.S. tax treatment of the anticipated capital gaing from their investment.

‘The proposed reform clarifies that the historic understanding of the treatment of REIT
Hquidating distribulions ales of steck remains unzliered. By overturning Notice 2007-553, the
U.S. government would be viewed by loreign investors and sovereign wealth funds as promoting
tax policies that are efficient and effective in integrating the corporate and individual tax regimes
with respeet to real cstate investment, allowing a broader class of investors to invest in real estate,
giving real estate principals greater access to capital, promwoting both capital export and import
neutrality, and expanding the push toward territorial taxation in a controlled fashion to inciude
passive-type investment in real estate.

IV, PROVISION OF GUIDANCE REGARDING THI APPLICATION OF SECTION B64(b} wiLr
EXCOURAGE GREATER LENDING INTO THE U5,

‘The Roundtable also urges the Subcommittee to direct the ULS. T'reasury Department and
Tnternal Kevenae Service Lo issue guidanee to foreign investors with respect to lending activities
into the U.S.

9
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The application of LS. federal income tax to foreign investors generally depends on
whether the investor is engaged in the conduct of a trade or business within the Lnited States, It
the investor is not so engaged, LS, tax generally is imposed only on certain enumeratec
categories of .S, source income (e.g., dividends on 1.8, stock, certain categories ol interest
income, and capital gains on cerlain [orms of equity investment in U.S. real estate). In contragt, if’
the investor is engaped in the conduct of a trade or business within the United States, the U.S.
imposes a regular income tax on that portion of the investor’s worldwide income that is
“effectively connected™ with that trade or business.

The Code, however, does naot contain a comprehensive definition of the term “trade or
business.” While foan origination is understood to constitute a trade or business, many forcign
investors struggle o struclure their invesiments in ULS. debtl so as 10 avoid being (realed as
having originated a loan, even where they are cleacly acting as passive investors, [nvestors seek
to satisfy the safe harbors provided in section 864(b} of the Code for proprietary trading by non-
dealers in stocks, scouritics and commoditics, and thereby avoid being treated as engaged in a
trade or business, but there is significant uncertainty as 1o how exactly to quality for the safe
harbors,

For example, in an effort to fit within the safe harbors, many foreign investors sceking to
invest in U.S, debt arrange 1o acquire U.S. debt from a U.S. bank only after forty-eight hours
have passed from the time the US, bank has originated the loan. Some foreign investors also
believe that the commilment 1o acquire the loan must be conditional so as (0 avoid treatment ol
the U.S. bank as an agent of the foreign investor. Yet the conditionality required to give the
mvestor comfort for tax purposes may not be commercially viable, leaving foreign investors ina
quandary, sceking to balance the cffort to invest in LS. debt with the uncertainty as to whether
that thvestment will cause Lhe Investor o be trealed as engaged in a US. wrade or business.
Moreover, this position has never been sanctioned by the IRS. The absurdity of the sitvation is
made more apparent when compared to the relative lack of complication foreign investors face
when investing in publicly-issued debt in the ULS,, which most forcign investors are comfortable
acquiring at the original issuance. Both forms of Investment are passive investments in debt of a
LLS. borrower for the foreign investor, and should not require different structuring machinations,

Tn addition, foreign investors are limited in their ability to buy U.S. distressed debt; for
Tear that a subsequent restruciuring of that debt will render their participation in the restructuring
equivalent to a U.S. trade or business. With the excessive amounts of distressed debt circulating
in the credit system at present, providing guidance to potential foreign investors in that debt
should be a top priority of the of the Treasury Department and the IRS.

The provision of “guidance on lending activities under section 864™ has been on the TRS-
Treasury business plan since August 2006, The IRS has been repeatedly petitioned to provide
guidance, but none has been forthconiing.  As a resuk, foreign investors with substantial capizal
that could be made available to ease the credit shortage in the U.S. are currently unwilling to do
s0, in large meusure because of the tax uncerlainly created by the continuing absence ol
definilive guidance as (o the scope of the sale harbor for proprietary trading in securities. In these
circumstances, counsel o foreign investment funds bave frequently conciuded that many of the
types of transactions that are now prevalent in the U8, eredit markets simply involve too much
tax unecertaingy, particularly as many forcign investment funds Tepresent to their own investors
that they will not engage n activilies that would be trealed as a trade or business and expose
them to U.S. taxalion on a net income basis. As a result, transactions that weuld add significant

I
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Hquidity to the U.S. credit markets and provide long-term benetits to the U.S. economy
purchasing toans en the secondary market and, where applicable, pacticipating in restructuring of
those loans and other securities — are not being undertaken,

In {ight of the ongoing constramts on the availability of credit in the U.S., and changes in
the lending-related practices of banks and other loan eriginators, the Roundtable urges the
members of the Subcommillee to direct (he Treasury Depariment and the IRS (o issue guidance
as soon as possible setting forth a series of sale harbors that would rellect carrent practices in the
U.S. credit markets and permit foreign investors to invest in U.S. debt with confidence as to the
LES. tax results of that investment.

CONCIUSION

In conclusion, the commercial veal estate market in the U.S. faces unprecedented
challenges. There are lools available, however, o assist the markel in recovering from the
difficuliies ol the past lew vears. Taking simple sieps 1o encourage greater invesiment in LS.
real property and UL.S. debt securities will provide the investments needed by the commercial real
estate market to avoid foreclosures, maintain and upgrade existing propertics, develop new real
estate projects and employ the thousands of people dependent on this vital seclor of our economy.
Mow is the time for action. Now is the time to enact simple changes that will make a dramatic
difference in the U.S. commercial real estate market.

12
————

Chairman TIBERI. Thank you to the entire panel. Very good tes-
timony.

Question one is for the entire panel, and I will start with Ms.
McLernon. What advantages do you see, from where you sit, do for-
eign entities have to invest in the United States? And what are the
disadvantages that the U.S. has for foreign entities to provide cap-
ital and invest?

Ms. MCLERNON. Thank you, Mr. Chairman. What advantages
do foreign companies have? Let’s go with that one first. I think for-
eign companies
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Chairman TIBERI. Not advantages that they have. What advan-
tages are there for foreign entities to invest in the United
States

Ms. MCLERNON. Okay.

Chairman TIBERI [continuing]. And what are the disadvantages
for a foreign entity to invest in the United States?

Ms. MCLERNON. What I hear time and again from my member
companies, in terms of the reason to invest in the U.S., certainly
the size of our economy is a main reason for companies to invest.
When choosing amongst a number of different countries, it is the
quality of our workforce that comes up time and time again as the
main reason for encouraging investment here.

We have talked on the panel about some companies that have
global operations here in the U.S. So those are the operations they
can really place just about anywhere, and they are choosing to
place here. And again, it is the quality of the workforce that I am
hearing.

However, I am also hearing that there is a concern about that
quality going forward. Our investment in the ability to maintain a
skilled workforce in the years ahead, I think, has been raised to
the top level of concerns for our companies. They manufacture here
at the very high end. And so those are the types of workers that
they are going to look for here, because that’s where it makes
sense, where the U.S. can have a competitive advantage. So, I
would say that that is one of the reasons that these companies
come here.

In terms of disadvantages, specifically for my unique slice of the
business community, certainly within the tax area, the one issue
that, in addition to FIRPTA that was mentioned earlier, is the
163(j) provision in our Tax Code, which is inherently discrimina-
tory, only impacts practically the U.S. subs of foreign companies.
And it inhibits their ability to expand and grow here by the way
in which—that these companies are restricted from borrowing from
their parent company or borrowing from a third party with a par-
ent company guarantee.

So that is the provision in our Tax Code that does provide some
disincentives to these firms, in terms of being here.

Chairman TIBERI. Mr. Spitzer.

Mr. SPITZER. Sure. Nestle invests in the U.S. And we are a food
company, obviously, so, food costs, transportation costs of moving
food from Europe to the U.S. are very expensive. So we go where
the market is, where our consumers are, where natural resources
are, workforce, et cetera.

But I think some of the disadvantages—I have to echo Nancy’s
comments about restrictions on the ability to deduct interest and
borrow. You know, we align our expenses with our profits. So if we
have expenses related to an investment in a factory or a business
here, the interest expense that goes with that profit should be
aligned. We align for basic economic reasons, for exchange control
reasons. In other countries, if we are concerned about expropriation
or political unrest, we align profits and expenses. And interest is
just a general expense of doing business anywhere.

So, restricting an inbound investment artificially, as compared to
an investment by a U.S.-headquartered company, is a disincentive.
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And further restrictions on interest deductions would be even a
greater disincentive to invest here.

Another disincentive is that most U.S. companies are on the U.S.
exchanges. Nestle is not. So, for us to use our stock in an acquisi-
tion, it 1s almost impossible. So we have to do it with cash, and we
do all our acquisitions with cash. So, once again, interest becomes
a more important element of that acquisition.

So, there are substantial disadvantages for a foreign company
trying to come in and invest in the U.S.

Chairman TIBERI. Thank you. Sir.

Mr. DRAILLARD. Well, for Dassault Falcon Jet, investing in the
United States was primarily being close to our customers. The
United States is still the number one market for business aircraft,
in number of units, by far. Other countries are emerging, but the
United States is still the primary source of new orders for us and
for all the major players in this industry.

The other advantages, as Nancy was talking about earlier, was
certainly the skill of the workforce. But we see—and we dramati-
cally see it since, I would say, 2006—a decrease in the level of the
workforce. We are finding locally, especially in areas like the center
of the country and the southeast of the country, we have more and
more trouble finding local people that have the skills we are look-
ing for a high-end, high-technology industry.

As far as we are talking about disadvantages, disadvantages are
mostly in our export efforts. The lack of tax treaties between the
United States and other countries sometimes hinder us from basi-
cally growing our business and getting the fruits from our efforts
and exporting U.S.—well, mostly U.S.—manufactured goods. Even
though we are owned by a French company, 60 percent of the air-
planes we are selling has U.S. content.

Mr. DEBOER. It is hard to imagine something more disadvanta-
geous than a 54 percent exit tax on an investment in U.S. real es-
tate. My statement has details on that.

But on top of that, I would say that the investments that do
come in create a tremendous misallocation of resources for Amer-
ican investors seeking to partner with foreign capital sources, be-
cause the structures that need to be assembled to make these in-
vestments occur at any level require a tremendous amount of tax
planning and a tremendous amount of resource allocation that
should be going somewhere else, and could be put to a more pro-
ductive use.

I would like to also highlight, in addition to this FIRPTA issue
which, again, affects investment in U.S. real estate on an equity
basis—and we need equity to rebalance these loans—but think
about the debt situation.

We have a tremendous amount of commercial real estate debt
that is, essentially, under water and needs to be restructured. This
troubled debt, if it is acquired by a foreign capital source, foreign
capital sources have to worry about being deemed to be in the trad-
er business here in the United States. And so they are very hesi-
tant to make these investments, because they don’t know quite
what the guidelines are from the Treasury Department. This has
been on their business plan since 2006. They have been petitioned
by a wide array of actors in this area to make guidelines and safe
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harbors more clear for investors. And so I would urge that that also
be looked at.

Chairman TIBERI. Last question for the entire panel, as well,
and we will start here on this side, with Mr. DeBoer.

In addition to your comments about FIRPTA, is there anything
specifically in the Tax Code, the current Tax Code, that makes it
less likely to see foreign capital, foreign investment, foreign compa-
nies to come into the United States? And if you could, elaborate in
addition to what you have already elaborated on FIRPTA.

Mr. DEBOER. Well, again, I think that, as has been stated, we
are in a global economy. And so it’s not always just what is in our
tax law, but it is what is in other countries’ tax laws. And the way
other nations treat real estate investment is much different than
the way that our nation treats real estate investment. So, in addi-
tion to this barrier that we have, we look at it as a barrier com-
pared to what other nations have, and we see it to be highly dis-
criminatory here.

So, I guess I would leave it at that.

Mr. DRAILLARD. I would tend to agree with what has just been
said. On top of that, I would say that the earnings stripping is
probably one of the biggest problems that we see not so much our-
selves, but our customers.

Mr. SPITZER. Yes, I think 163(j) is the biggest impediment. But
also debt equity issues. I mentioned that the IRS, the administra-
tion of the law by the IRS, concerning inbound companies. And
debt equity is another way of disallowing interest deductions.

And I also think—Nestle is a very large company, obviously. We
are big boys, we can handle ourselves with the regulations and the
IRS. But if you want to attract medium and smaller foreign busi-
nesses into the U.S., I think the general complexity, uncertainty,
and the administration of the law are barriers to inviting mid-sized
and smaller investments. And I think that’s a very important point
to make.

I know in the transfer pricing area, for example, we have been
to court now three times on our royalties. Our business model is,
like many U.S.-headquartered companies, to maintain our intellec-
tual property in our home country Switzerland. It is less expensive
to do, because of the synergistic nature of it. So trademarks, R&D,
et cetera, and we charge out globally for it, in the form of royalties
for both trademarks and R&D, although we conduct a lot of R&D
here.

So dealing with the IRS on these issues, we have had battles
with them, we have gone to court three times, went to trial once,
summary judgment once, and then a settlement once. And trial,
summary judgment we won 100 percent, settlement we won well
over 90 percent. So, the bottom line is, even when you are right,
it is very expensive to deal with transfer pricing issues.

The same thing on debt. We went to court on debt equity issue
in trial back in the 1990s. We won 100 percent. But for a large
company like Nestle, we can do it. We have the resources. It is not
pleasant. But for medium sized and small companies, it is
daunting. And once you have that reputation out there as a dif-
ficult place to invest in, it is very hard to bring investment in.
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I know the states are out there, encouraging European compa-
nies and Asian companies to come in. I don’t think the U.S. does
aﬁlything like that. And maybe the U.S. should do something like
that.

Ms. MCLERNON. Mr. Chairman, I will just go ahead and make
it—get it out onto an even more basic level. I think the rate is an
impediment. And our companies, just as Nestle explained, some-
times when the congress passes a provision that they expect can
be helpful, in terms of the rate, like an R&D tax credit, which can
bglvery helpful, the way that the IRS administers that is not reli-
able.

And I have had one of my CEFOs from one of my companies say,
“I cannot count on that. We have been litigating it for 10 years,”
even though they do a lot of R&D here. “So, I think of—when I am
thinking of investing in the U.S., I think of the rate, and I throw
that up on the white board, and that is what we look at.”

So, you know, boiling it down to its most simple level, I would
say that the rate itself was a big impediment.

Chairman TIBERI. Thank you. I will recognize the ranking mem-
ber, Mr. Neal.

Mr. NEAL. Thank you very much, Mr. Chairman. There is very
little that has been offered by our panel that I would find myself
in disagreement with. But I think that we use this process to en-
lighten, as well.

Mr. Draillard noted that many companies—many countries offer
incentives to secure investment. But I think it bears noting as well
that we have got some pretty stubborn problems ahead of us here
in America, not the least of which is paying for the war in Iragq,
a VA system that is sure to be stretched for the next 50 to 60 years
for the 31,000 men and women who have served us with great
honor over these years, and, let us be candid, not a bad deal for
our European friends under the umbrella of what we call NATO.
They have spent about one percent of their GDP since the end of
World War II on national defense, and the American taxpayer and
the American soldier has pretty much been in a position to foot the
bill. That is part of the consideration.

Now, I want to say to you that corporate tax reform needs to be
changed, and it certainly does. And the hearings that Chairman
Camp and others have offered are certainly instructive, and hope-
fully will take us in a new direction. But not to miss the point that
there are some serious obligations that America has, going forward.

And, as part of the process of the hearing, it strikes me that we
need to note those obligations and understand clearly that, as I in-
dicated a couple of moments ago, I think the American taxpayer
has been pretty generous with the defense that they have provided
to the rest of the world, and frequently point out to critics of Amer-
ica that the reason that many of our friends across the globe are
not speaking a different language, it is because of the American
taxpayer and the American soldier. We provide that umbrella of
protection for much of the rest of the world.

And Secretary Gates, to his credit, has put it forward once again,
as I did probably 20 years ago, in discussions that, at the same
time, we are looking at some structural deficits that were signifi-
cant.
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Now, Ms. McLernon, you indicated—and I would like to hear
from the other panelists, as well—the R&D credit. That is a big
deal for Massachusetts. We are, despite the fact, a medium-sized
state—some might consider it a small state—we rely heavily upon
that R&D credit, largely because of the technology and, let’s be
candid, because of the people that we attract in Massachusetts to
live on cutting edge opportunities.

So, how might you suggest that we do a better job, one, with pre-
dictability, as it relates to the R&D credit, because I think you are
entirely correct, that you cannot, from year to year, wonder if it is
going to be around, or wonder what the rate is going to be? And,
at the same time, how would you suggest that we do a better job
of administering it beyond just that issue of predictability?

And we can move to the other panelists, as well, after you.

Ms. MCLERNON. Okay, thank you. All the points that you just
stated, I absolutely agree with. And while the intent of Congress
is to put this in place to encourage more R&D in the U.S., I think
the IRS has sort of hijacked it. It has become an issue that is al-
ways investigated very heavily at the IRS. And companies—phar-
maceutical companies, in particular, who—you would think re-
search means research means research; it doesn’t always turn out
that way.

And by being able to convey more appropriately what the IRS
should be doing, and what Congress’s intent—perhaps could be
helpful, because it is not getting, I think, what you want it to be,
because of the uncertainty that not only the non-permanent nature
of it, but how the IRS is looking at it.

Mr. NEAL. Thank you. Mr. Spitzer, you also owned that very fa-
mous company in Massachusetts, Friendly’s, for a period of time.

Mr. SPITZER. Actually, I think that was Hershey.

Mr. NEAL. Oh, Hershey. I stand corrected.

[Laughter.]

Mr. NEAL. But you wanted to.

Mr. SPITZER. Yes. We have—I know in Massachusetts we have
a water company, and we just started a new business, Tribe
Hummus, which is manufactured up in Massachusetts.

Mr. NEAL. Right.

Mr. SPITZER. So—and my son was going to school up in Boston.
So I love Massachusetts.

But I have a little radical view on some of these things. The U.S.
Tax Code is so complex and so difficult. And I think one of the rea-
sons is we try to do so many things with it. It is not just a revenue
raiser. We try to do political things, economic things, incentives.
And if we could give incentives in a different way that does not in-
volve the Tax Code, then we won’t have the IRS auditing in such
a way that it becomes so difficult to achieve those incentives.

If we could give out grants of some sort—I know it is—politically
difficult, but it does create a real problem in trying to actually take
advantage of the things that the government wants to give us to
promote businesses.

But I just want to add——

Mr. NEAL. Please.
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Mr. Spitzer [continuing]. Nestle’s R&D exceeds every other food
company in the world. I think about 1.3 percent of our sales is the
amount we devote to R&D.

Mr. NEAL. Yes.

Mr. SPITZER. Which is huge.

Mr. DRAILLARD. As far as R&D tax credit is concerned, our
main concern is the definition of R&D. And here we need, nonethe-
less, stability, but more visibility on this definition, more clarity on
this definition.

R&D means research and development. And development is not
fully defined in the U.S. Tax Code. And this hinders us from a
number of issues—if we could actually—we thought were eligible
for tax credit, like first of a kind installation. When you install for
the first time a brand new system on a new airplane that hasn’t
been installed ever before, and it is actually manufactured in the
United States and installed for the first time in the United States,
this is not eligible. And this is troublesome.

Mr. NEAL. Mr. DeBoer.

Mr. DEBOER. Mr. Neal, clearly we need to pay for our wars. We
support—I agree with everything that you said. In the case of real
estate investment, I guess I would say don’t you find it astounding
that America, where everyone wants to live and invest, has now
slipped to third, globally, in terms of the chase for global funds for
real estate, behind the UK and Germany? I find that astounding.

And, in terms of revenue—and I think that is where you are
going on this—who, really, is paying the FIRPTA tax? What kind
of foreign investor is actually paying a 54 percent exit tax here?
Not very many. And so, if you lower that—effectively—tariff, you
are going to bring in more capital, you are going to create more
jobs, you are going to stabilize communities and ease up on some
of the problems in our local community banks. So that is sort of
where we are coming from on this.

Mr. NEAL. In some of the hearings and discussions that we have
had, and I have had back home, I still have not been able to get
clarity from many corporate leaders on the issue of the R&D, how-
ever. When I have asked them if they were to get a 28 percent or
27 percent corporate rate, would they be willing to give up R&D,
a great deal of uncertainty.

Thank you, Mr. Chairman.

Chairman TIBERI. Thank you. I recognize the gentleman from
Illinois, Mr. Roskam.

Mr. ROSKAM. Thank you, Mr. Chairman, and thank you for all
four panelists, for your testimony this morning. It has been helpful
and instructive.

You know there is people that are involved in the public debate
on this issue—I don’t think anybody that is present here today, in
terms of members—but there is a sub-text, as it relates to foreign
investment, and that is this, that people think—I would say unin-
formed people would think—that you are going to invest in the
U.S., no matter what, that there is the imprimatur of the U.S., and
sort of the worldwide reputation and so forth, that no matter how
bad things get here, you are still going to come. I think that is ac-
tually a dangerous way of thinking. I don’t think it is true.
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Can you walk us through—you each mentioned different compo-
nents in your testimony, you know. Ms. McLernon, you said that
the U.S. share has dramatically declined over the years. Mr.
Spitzer—and I am paraphrasing, just jotting down notes from your
testimony—you said the rest of the world is moving to a lower tax
rate, and the U.S. should, too. Mr. Draillard, you said that the U.S.
is no longer a growing market, and investors are beginning to ques-
tion whether this is really where the action is—those are my words
and not yours, but I think that was your theme—and then, Mr.
DeBoer, you were basically making the argument, you know, essen-
tially, why should capital come here.

Can you give us the—a sense of what it is that companies and
foreign investors are looking out over the global landscape? What
is attractive? What are the things that you are looking for? You
mentioned predictability, and so forth, but what are the things that
you are looking for that the U.S. can emulate? And who are we
competing against? And what is the nature of that competition
right now? Let us start with you, Ms. McLernon.

Ms. MCLERNON. Thank you very much, Congressman. You are
absolutely right, in terms of the U.S. has always thought that glob-
al companies were going to come here because we were the “it”
country, and this was the place to be. The numbers that are now
available don’t support that, even though foreign investment from
2009 to 2010 went up, because it was down so low in 2009.

As T indicated, our share is really dropping, precipitously. And
that is for a variety of reasons, some of which outside our country.
Other countries are aggressively marketing to get this investment.
I think that is one of the reasons that the Administration an-
nounced an effort last week called Select USA, which is going to
try to actively recruit, among other things, foreign companies to the
U.S. So, I think that there definitely is some evidence that we are
losing our ability to do it.

From my membership perspective, tax policy certainly is a factor
in determining investment. But I would also add that a skilled
workforce, as I mentioned earlier, as well as infrastructure invest-
ment, is quite important, as well. The ability to move people, prod-
uct, and information is critically important, and especially when
companies can really locate their global operations anywhere to
serve the world.

They are not only operating them out of their home country. As
I mentioned before, there are several U.S. or foreign-based multi-
nationals that have their global operations for certain divisions
here in the United States. But in order to attract that, we need a
smart, skilled workforce and a strong, sound, state-of-the-art infra-
structure system, as well as a transparent, non-discriminatory Tax
Code with a lower rate. Those are the things that I have heard
prioritized from my membership.

Mr. SPITZER. Sure. I think we have a few employees in your
district in our candy factories there, well over 1,000.

Mr. ROSKAM. Don’t you dare go to Ohio or Massachusetts and
shine any apples this morning.

[Laughter.]

Mr. SPITZER. Well, we have some things in Ohio, as well.
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But if we are going to be in this country, producing products, I
think the competition, from our perspective, would be Canada and
Mexico, where we can easily put a plant up in Canada, or put one
in Mexico, and bring the products in.

And so, if we have more restrictive problems and ability to de-
duct our business expenses, either at a federal level or a state
level—and let me just make a couple comments about the states,
which I already did—some of the provisions in the states are so
perverse, that they actually—if you make investments here, then
they try to bring in your foreign affiliates into the country, which
is just the opposite of what you are trying to do. You want to en-
courage investment, not discourage it specifically. So, whatever the
committee can do to encourage or discourage this kind of behavior
will be helpful.

But within Nestle, we have investments all around the world in
140 or so countries. Nestle in the U.S. competes with these other
countries for the capital to make investments. So, if the profits look
better in some other country, a developing country or wherever, we
are going to put our capital where we think we can make the most
money. And so, the more restrictions on our ability to earn money
here will obviously sway the investment decisions to other markets.
And so we have to be very thoughtful about this.

Mr. ROSKAM. Mr. Draillard.

Mr. DRAILLARD. Mr. Congressman, I think you got my theme
right. We are going where our customers are. And our customers,
even our U.S. customers, are going everywhere.

So, what is attractive was your first—the first part of your ques-
tion. What is attractive is where can we sell airplanes. What is at-
tractive is where can one find workforce that we can bring in to
any of our facilities, either in the United States or in France.

What is attractive is also the protection of our technology. We
are—hopefully still—number one in the high end of the business jet
market. And the reason for that is our edge in aviation, in
aerostructures, basically. And we need skills for that. And we need
to protect that know-how. And stability of the political structure is
one of the biggest factors we look at.

Tax, in that effect, we see tax as part of the stability of political
structures in the economic environment. And, therefore, even
though it may not be a deal-killer, the tax rate is something we
definitely look at.

Mr. DEBOER. Foreign investors are looking for the same things
in real estate that domestic investors are looking for. They are
looking for current income streams, and, more importantly, they
are looking for capital gain on the outside. So the tax policy, par-
ticularly relating to the capital gain—and that is where FIRPTA
affects things—is very, very important.

On top of that, I think what was previously mentioned about
transportation, infrastructure, the ease of these foreign investors to
come in, see their investments, visit the United States, is very,
very important. And those are other policies, aside from tax policy,
that are very important.

As far as competitors, I mentioned the UK and Germany. But
also, global capital flows are going tremendously into Brazil, into
China, into India. It is no surprise. And again, for those invest-
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ments, it is not for the steady income stream right now, but it is
for the value add and the capital gain that will come later on.

Mr. ROSKAM. Thank you. Thanks, Mr. Chairman, I yield back.

Chairman TIBERI. The gentleman from Minnesota, Mr. Paulsen,
is recognized.

Mr. PAULSEN. Thank you, Mr. Chairman. And I just want to
follow up a little bit on the discussion about research and develop-
ment just for a second, because I think you identified how your
companies, your membership in your companies, as a part of the
testimony, it is such an important component of jobs here, of eco-
nomic development. And I just want to expand a bit.

Can you just share some thoughts about why that is so impor-
tant? I do understand, working with the med tech industry, in par-
ticular, that the incentives to attract research and development are
much stronger in other countries than they actually are here, in
the United States. What actually happens when R&D is actually
conducted here, in the United States?

What types of jobs are we talking about, whether it is in the food
industry, whether it is in med tech or other membership compa-
nies? But can you maybe just elaborate a little, Ms. McLernon?

Ms. MCLERNON. Yes, absolutely. Our companies produce about
14 percent of private sector R&D. So it is an important part of
what we do here, and we contribute a lot to the U.S. R&D base.

Much of the reason that our companies do R&D here—I think we
have talked on—is the quality of the workforce. It is also access to
universities. But these are high-end jobs. Because we create 14 per-
cent of research and development, it leads back to the fact that our
companies pay 30 percent higher than average company. And this
is because it conveys the higher-level, high-skill nature job that
these companies tend to support, in scientists and engineers.

And so, I would say that research and development, when it hap-
pens here, especially with using American scientists and engineers,
the U.S. economy benefits. I think many countries around the
world, including the U.S., are actively trying to recruit that R&D.
And the U.S. has done a pretty good job, considering other coun-
tries are actively working in this area.

Mr. PAULSEN. Yes. So it is safe to say—Mr. Spitzer and Mr.
Draillard, please comment, too—but it is safe to say where the in-
novation starts, where it occurs, is where you are going to have
sort of the supply chain, if you will, of other follow-up

Ms. MCLERNON. Yes, there is certainly——

Mr. PAULSEN [continuing]. progression of other jobs.

Ms. MCLERNON. There is certainly a multiplier effect, if you
will, of R&D investment.

Mr. PAULSEN. Right, right.

Ms. MCLERNON. Absolutely.

Mr. PAULSEN. Mr. DeBoer, I am going to just change themes
here real quick, before my time runs out. But Mr. DeBoer, you
talked about modifying FIRPTA as a part of your testimony, to en-
courage greater foreign direct investment in U.S. commercial real
estate space here in the United States.

And I think when a lot of people think of commercial real estate,
they think of Washington, D.C., they think of New York, they think
of kind of the big, commercial real estate spaces. But how would
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the modification of some of the proposals you are offering or pro-
posing—how would that help midwestern community banks?

Because you sort of alluded that—I caught that in your testi-
mony, also. But how does that help Midwestern community
banks—and Minnesota is an example—give more—get more access
to credit for small businesses?

Mr. DEBOER. Thank you for the question, because I think a lot
of people are confused about how this would benefit markets out-
side of New York or Washington or San Francisco, which are actu-
ally doing reasonably well.

It goes to what I was talking about before. Investors want capital
gain. They want to invest in areas where they can see those values
come back. As you know, there has been some value decline across
the country. Certain markets are hit more hard than other mar-
kets. These are areas that need tremendous amounts of equity.

These owners have been essentially hanging on now since 2006/
2007-time period, they have been funding the debt service out of
their own pockets, out of their own equity. The jobs have not come
back, the loans need to be balanced. There is a tremendous amount
of these loans that are held by community banks.

Re-balancing these loans will help ease the pressure on the com-
munity banks, point number one, which will allow the banks to
then be able to lend more of their capital, and devote more of their
attention to providing small business loans to American small busi-
nesses to create jobs. So, helping ease that side of the balance sheet
for community banks would be very, very helpful.

Then you look at the real estate, itself. A lot of these assets have
had deferred maintenance on them. In other words, people—they
are starting to run down. People are running out of capital. They
cannot, you know, tenant them up and put them in the transaction
stream and keep their values up. If they can get capital put into
them, construction workers will go back to work and architectural
firms will go back to work, and transactions will occur so transfer
taxes can occur and help communities.

This—in particular, part two of what I talked about, the notice,
the IRS notice, this is a situation that would directly help smaller
communities, as opposed to larger cities, in attracting investment.
That is where foreign capital wants to partner with local owners
to recapitalize, reposition these assets. That will be very, very help-
ful in smaller markets, sir.

Mr. PAULSEN. Thank you, Mr. Chairman.

Chairman TIBERI. Thank you, sir. Before I recognize Dr.
Boustany, I want to just note, Mr. Spitzer, that Mr. Neal and I
both appreciate the presence that you have of Nestle jobs in our
states. And now that Mr. Roskam has left, we are willing to work
with you to divvy up those Illinois jobs to Ohio and Massachusetts.
So we can talk about that later.

[Laughter.]

Chairman TIBERI. Dr. Boustany is recognized for five minutes.

Mr. BOUSTANY. Thank you, Mr. Chairman. Let me say Lou-
isiana is open for business, so we can talk about this.

You know, this is about economic growth and competitiveness.
And as policy makers, obviously we are very concerned about eco-
nomic growth as part—a major part of the equation to deal with
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this high unemployment we have in this country, you know, just
the sluggishness, all the problems we are seeing in the news, daily.

And as I reviewed some of the stats that we had in testimony
in the written binder here, you know, Louisiana, over 48,000 jobs
from foreign subsidiaries, 5.7 million jobs in the U.S., which is ba-
sically 5 percent of our U.S. private workforce. Less than 1 percent
of U.S. business, yet 17 percent of corporate tax revenue, as Ms.
McLernon pointed out. And yet, I think all of you said that we are
underperforming, as a country, when it comes to foreign direct in-
vestment.

So, one question I have—and I think, Mr. Spitzer, you alluded
to this earlier—and that is the indirect jobs that basically are cre-
ated and sustained as a result of foreign subsidiary activity, do we
have actual numbers, or some sort of a sense of the number of indi-
rect jobs here created in the U.S., as a result of direct job growth
from foreign subs?

Ms. MCLERNON. As an organization we haven’t done that cal-
culation, but absolutely indirect jobs need to be included.

I mean sometimes an investment can absolutely transform a
local economy. When Michelin invested in North Carolina, they
have transformed that area from a textile industry to one that at-
tracts global investment because of all the different suppliers that
came to help serve them. And so, you know, absolutely. Indirect
jobs should be part of this.

Mr. BOUSTANY. And given that many of your companies are in-
volved in U.S. exports to foreign countries, and the President’s goal
is to increase U.S. exports, and linking our small and mid-sized
firms into this global market is critically important in that re-
spect—and so it seems to me that this indirect job growth would
be something that we would want, from a policy standpoint, but it
is also a way of linking our small and mid-sized firms into the glob-
al supply chain. Is that a fair statement?

Ms. MCLERNON. Yes. No, I would agree, Congressman. I think
that by interacting with globally-engaged companies, it can encour-
age small and mid-sized companies to get globally engaged.

In addition, sometimes when a company from abroad that has
suppliers in its area want to come and help serve that company
when it invests in the U.S., actually are incentivized to come and
set up shop, employ people here, do a Greenfield investment in
order to serve that global company here in the United States.

So, there are a variety of indirect jobs that can come about when
a global company invests.

Mr. BOUSTANY. And, Mr. Spitzer, you raised the issue of indi-
rect jobs in the context of what your company does. Do you have
any numbers, estimates?

Mr. SPITZER. No, unfortunately, I don’t. But, obviously, in the
food industry there is third-party packaging, third-party transport,
resources, et cetera. So it is—the numbers are huge in our indus-
try, but I don’t have the numbers.

Mr. BOUSTANY. So, as a country, given that we are underper-
forming in attracting foreign direct investment, we are losing
ground. It seems to me that, looking at those policies that are hav-
ing this detrimental impact, and making the kinds of corrections
that you have all suggested, would help us with our unemployment
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problem, and help us get this country back on a path of sustained
and strong economic growth and job creation.

Mr. SPITZER. Oh, absolutely. Yes, of course.

Mr. BOUSTANY. Thank you. All of you have mentioned the com-
plexity. Mr. Spitzer, you focused on this a good bit, and talked
about the coordinated effort by the IRS to audit under section
163(). And I, as the chairman of the Oversight Subcommittee on
this full committee, I would be interested in learning more about
the problems you have with all that.

Mr. SPITZER. Sure. Actually, it is not 163(j), it is Section 385,
which is—it is sort of a debt equity question——

Mr. BOUSTANY. Okay.

Mr. Spitzer [continuing]. Looking to see how much debt you have
versus the equity, and looking to see did you dot all the I's, cross
all the T’s on borrowing from your foreign affiliate, foreign parents.

And you know, as I indicated, there is no—as far as I know,
there is no sense that there is actual abuse out there, or any docu-
mentation there is an abuse. But it is very expensive to deal with
these issues. And, as I said earlier, we had to go to court many,
many years ago on this particular issue.

Since then, 163(j) came in, which is a further restriction on the
ability to deduct interest. So they still both exist, simultaneously.
And the IRS seems to be pushing now this Section 385 debt equity
issue.

I want to mention one example of the perverseness of 163(j). We,
Nestle in the U.S., can borrow on its own. We don’t. Because if we
were to borrow on our own, it would cost us more interest.

Mr. BOUSTANY. Yes.

Mr. SPITZER. Which means that we are going to get less back
on our investment, which means our investments are going to be
smaller. And if we borrow on our own, and pay a higher interest
rate, we are going to pay less U.S. taxes.

So, it is very perverse, especially when you are borrowing from
third parties with a guarantee of your parent company. So, if I bor-
row from a U.S. bank, Citibank, and I get a guarantee from our
U.S. parent so that we can get a lower rate, it does not make any
sense that this should be some sort of tainted interest expense.
This is all within the U.S. And we are actually trying to make a
larger investment, not a smaller one.

Mr. BOUSTANY. Thank you, sir. I see my time has expired.

But one last comment, Mr. Chairman. You know, we hear a con-
stant refrain about the IRS needing more resources to manage its
workload. But at the same time, we are hearing from these folks
that the code is so complex that it creates all this additional need
for resources, both at the IRS and on the part of these companies,
just for compliance. And so we have to tackle this problem of com-
plexity in the Tax Code, as we do reform.

And I yield back.

Chairman TIBERI. Thank the gentleman. With that, I yield to
the gentleman from Texas, Mr. Marchant, for five minutes.

Mr. MARCHANT. Thank you, Mr. Chairman. What single piece
of legislation that is pending before this committee, this sub-
committee or committee, would you think that we should pass that
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would have the most immediate positive effect on investment, job
creation by your clients or your industry or your company?

Ms. MCLERNON. As of now, I don’t—our organization is not fo-
cused on a particular piece of legislation that you are currently con-
sidering, other than—I don’t know if the FIRPTA legislation is part
of what this subcommittee is focused on.

So, I would say, in terms of global investment, that would cer-
tainly be a piece of legislation that we would support. Generally,
on tax reform, again, it is about the lower rate and pushed in a
transparent manner that is consistent and non-discriminatory.

Mr. MARCHANT. Mr. Spitzer.

Mr. SPITZER. Sure. I was just down in Texas yesterday, in Aus-
tin. So—a great state. We have some water businesses down there.
We own Ozarka Water, which is ours.

I don’t know all the legislative proposals that are in front of you.
Obviously, a lower tax rate is very helpful. All the OECD countries,
except for Japan, have a much lower rate than the U.S. does. And
Japan is considering lowering its tax rate, as well, below ours. So,
we are not competitive on a tax-rate-basis with other developed
countries.

Obviously, I have talked about 163(j), and any further restric-
tions in that area would be very difficult for a company like ours
to deal with. And I certainly think there should be some liberaliza-
tion there concerning third-party borrowings that are simply guar-
anteed by our parent companies. It just doesn’t make sense to me.

A proposal that has been out there is this corporate residency
proposal. I think it was sort of directed at inverted companies,
which are pretty limited now, and maybe some hedge funds. It’s a
baby and the bath water situation, in my mind. As I understood
the legislation, as proposed here, any decision-making in the U.S,,
whether it is by corporate officers or not, might bring a foreign
company into the U.S. for federal tax purposes.

So, for example—I don’t want to pick on Sony, but Sony’s chair-
man, Howard Stringer, spends time in Tokyo, spends time in Lon-
don, spends time in New York—I think one-third, one-third. If, all
of a sudden, under these proposals under corporate residency, Sony
Japan woke up and found it was a U.S. company, it would be dev-
astating. All their affiliates around the world would be CFCs. Divi-
dends to the Japanese shareholders would be subject to the U.S.
withholding taxes.

And, unlike so many other countries—or few countries—that
have these sort of residency requirements, like the UK and Hol-
land, it is very formalistic. The proposals in the U.S. would be very
difficult for anybody to deal with. And I think any advisor would
have to recommend to their clients, “Get every decision-maker out
of the U.S. pronto,” because the consequences could be so horrific.

Mr. MARCHANT. Thank you.

Mr. DRAILLARD. Number one would be absolutely the corporate
tax rate. Their—simplification is also a big item on our list, just
for the reason that it is a layer of fixed cost for most companies.
And the smaller the companies, the bigger that burden is, and that
hinders them from basically operating and doing business, espe-
cially in a state like yours. We have a number of local vendors in
Texas that work for our Little Rock, Arkansas, facility. And we see
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the burden of just administering federal and state regulations, tax
regulations, being so huge. Just complying has become such a huge
burden that it is a fixed cost that they cannot basically overcome.

Mr. MARCHANT. Thank you.

Mr. DEBOER. We understand that Mr. Crowley and Mr. Brady
are readying legislation to be reintroduced on FIRPTA. We would
urge that that be immediately passed. It would have tremendous
salutary benefits.

The guts of this legislation is legislation that passed the House
in the last congress with 402 votes in support of it. It died in the
Senate, but perhaps we can move that—see that action this year.

Incidentally, there is one thing that could be done immediately
that would have very, very direct and almost immediate benefits,
and that is this IRS notice dealing with how liquidating distribu-
tions are treated from private domestic REITs back to foreign in-
vestlors. That could be done by the stroke of a pen, administra-
tively.

And, again, we understand that some members are looking at
urging the Treasury Department to look in this area, and we would
absolutely urge you to do that as quickly as possible, and it would
have immediate benefits. Thank you.

Mr. MARCHANT. Thank you.

Chairman TIBERI. The gentleman from North Dakota, Mr. Berg,
is recognized.

Mr. BERG. Thank you, Mr. Chairman. This is an important
hearing; I appreciate all your input.

Mr. Draillard, I—you have got a great plane. And I mean I just
think that is unique. If you think about a global business, quite
frankly, when you are making jets you can make them pretty much
anywhere. And they are going to sell where the economies are the
strongest.

And so, you know, I am very interested in kind of—I was inter-
ested in your written testimony. And I just kind of want to—I
mean, clearly, the number one thing we need to do is have a strong
economy. That will help the aircraft industry.

I am a private pilot, so I will never fly a jet, but I am always
jealous of jet owners and flyers.

But what are the things that we could do to encourage more jobs
to come to America in the aircraft industry? I mean what would be
the one thing, from a policy tax standpoint, where, you know, every
manufacturer that is not in the United States would say, “Hey, we
really need to look at the United States as a manufacturing”—or
“a component for our production?”

Mr. DRAILLARD. There are many things we could do. And actu-
ally, I am at a loss of where to start, but three main things come
to mind.

The first one is federal versus state taxes for structured financ-
ing of aircraft. A lot of companies, even very large companies, For-
tune 500 companies, finance for different reasons their acquisition
of the airplane, probably up to 70 or 80 percent. The structure of
the leases or of the asset-backed mortgage that they take against
the asset is very cumbersome, from a tax standpoint. And, frankly,
from an OEM perspective, I think the only people making money
out of it are the tax lawyers.
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The other thing we can definitely——

Mr. BERG. I am also a tax lawyer. Teasing, teasing.

Mr. DRAILLARD. Good for you, sir.

Mr. BERG. I am teasing.

[Laughter.]

Mr. DRAILLARD. But, you know, I am a simple equipment man-
ufacturer, so that is way over my head.

The second thing we can definitely do is encourage R&D. Re-
search and development is paramount to continue to modernize our
equipment. There is a fleet of airplanes, of corporate airplanes, that
are 30 years old in this country. Very soon they are going to fall
short of any regulation towards green flying. They are going to
come short of any regulation towards the navigation equipment. So
we need to encourage R&D and retrofit of airplanes, because this
is going to be the structure of the next 30 years of flying in this
country.

The third thing we can do is increase the number of tax treaties
with other countries, because aviation is big in this country. This
country is the birth of aviation, of corporate aviation. However,
other countries are developing. If we want to keep our jobs—and
I am not talking only of Dassault Falcon Jet here, but there is a
number of jobs in Wichita, Kansas, and in Georgia that are related
to business aviation—if we, as a country, want to save those jobs
and make sure that we expand those industries and expand those
areas of the country, we need to have broader, more clear tax trea-
ties with other countries, so we can export airplanes from the
United States, and not have them built somewhere else.

Mr. BERG. Thank you. Very good. Mr. DeBoer, on the FIRPTA?

Mr. DEBOER. FIRPTA.

Mr. BERG. FIRPTA.

Mr. DEBOER. FIRPTA. Yes, I know, [——

Mr. BERG. There is a lot of acronyms out here, I am trying
to

Mr. DEBOER. Let’s just get rid of it, then we don’t have to worry
about it.

[Laughter.]

Mr. BERG. That is pretty clear in your testimony.

I guess if you could, give just a brief background on why it is
law. What were the political dynamics that caused it to become
law? And I know you have some suggestions for changing it, but
maybe just address that briefly.

Mr. DEBOER. Sure. You know, I will. Can I just make one com-
ment prior to that?

I found very interesting what you said about attracting the jet
manufacturing industry and jobs here. Keep in mind we are talking
about real estate. Real estate is here. It is not going anywhere.
These are jobs that are in America, and we should be trying to
make those assets as healthy and transferable as possible. And I
just wanted to make that general point.

FIRPTA itself was put in law in 1980. And I should have said
to the chairman I appreciate very much being included in this
hearing today, because since that time there really hasn’t even
been a hearing on FIRPTA. It was repealed, incidentally, in the
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1986 tax act by the Senate, but ultimately didn’t survive con-
ference.

It was put in place at a time when the world was obviously
much, much different. People were a little bit concerned here that
foreign entities were coming up into the United States and bidding
up the value of farmland. In fact, the evidence showed that foreign
investment was less than two percent in farmland at the time. The
individual senator who promoted FIRPTA in 1980 was ultimately
the individual who led the repeal charge in 1986, when he realized
that this was not what was happening in farmland in America.

So, not only was the underlying basis at the time somewhat
flawed, but you look ahead to today and you see what is going on
globally, as we talk about—and the basis of this hearing is attract-
ing global capital to the United States. Everybody is in competition
for capital. And so, the United States today, and investors and real
estate owners today, are much more global in where they look for
their capital sources to make their properties valuable, and to
make them productive parts of the community.

So, a lot has changed. Some of the facts about how it was origi-
nally put in place have changed. A number of the tax policy issues
that underlie somewhat some of this stuff have changed a lot since
then. And certainly the global competition for capital has signifi-
cantly changed.

Mr. BERG. Thank you. I will yield back.

Chairman TIBERI. Thank you. We are joined today by a gen-
tleman from the full committee who is not a member of this sub-
committee, but you are welcome to come any time, the gentleman
from New York, Mr. Crowley.

Mr. CROWLEY. Thank you, Mr. Chairman. Just on a lighter
note, Mr. Draillard, have you or your company ever hired a tax
lawyer?

Mr. DRAILLARD. [No response.]

Mr. CROWLEY. I rest my case, your honor. Just teasing.

Thank you, Mr. Chairman, and thank you, Mr. Neal, for holding
this important hearing today. The U.S. has the most foreign direct
investment of any nation in the world today, and has been the ben-
eficiary of a growing number of companies with headquarters in
other countries doing business here in the U.S., as has already
been mentioned.

President Obama stated earlier this week that “at a time where
we need to use every tool in our toolbox to continue to put Ameri-
cans back to work and grow the economy here at home, promoting
foreign direct investment is an important opportunity to accelerate
our economic recovery.” I agree.

And the White House issued a report earlier this week that
shows our nation’s open economy and low barriers to foreign in-
vestment have helped to make the U.S. an even more attractive in-
vestment for abroad. Stating that, there are still some barriers in
the Tax Code that block the free flow of investment here to the
United States, and these include, as Mr. DeBoer has mentioned,
the FIRPTA tax laws.

I am pleased that the House, in a bipartisan way, passed legisla-
tion last year to relax the FIRPTA laws to encourage greater in-
vestment in the U.S. commercial real estate market. The bill intro-
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duced by Representatives Tiberi, Brady, Berkley, and myself
passed the House last year on a vote—a very lopsided vote—of 402
to 11. Unfortunately, though, the Senate did not act upon that bill.

Representative Brady and I plan to reintroduce a similar bill in
the coming weeks. Additionally, to more immediately break down
other barriers to foreign investment in the U.S. caused by the
FIRPTA tax laws, Rep. Brady and I are sending a letter to the
Treasury and IRS, seeking an administrative solution to a regula-
tion that is choking investment in the real estate sector at a time
when we need more, not less, investment here. And Mr. DeBoer
has also expanded upon that.

That brings me to my question for Mr. DeBoer. Kevin Brady and
I, as I mentioned, are sending a letter to the Treasury Department
and IRS later this week, that we are hoping to get a number of
Members on the Ways and Means committee, our colleagues, to
sign on to. Our letter seeks the administrative repeal of an IRS
rule that adds a new layer of taxation on foreign investors in com-
mercial real estate.

Could you talk about this IRS regulation, and its impact on the
real estate market here in the U.S.?

Mr. DEBOER. Sure. The ruling in 2007 reversed the long-stand-
ing policy in the tax law, and set, for the first time in the tax law,
that a liquidating distribution from a corporation would not be
treated as the sale of the stock of the corporation. This is the only
part of the tax law where this is so. And, making it even worse,
it creates a dichotomy, if you will, in the way that domestic inves-
tors and foreign investors are treated on liquidating distribution.

The example might be that you and I engage in a partnership
in a domestically controlled REIT, where you have 51 percent, as
the domestic owner, I have 49 percent. We own and operate and
put money into real estate and make them more productive, and
so on and so forth, and we ultimately sell them at a capital gain.
We dispose of our entire investment. The liquidating distributions
out to the foreign entity would be taxed under FIRPTA. And, as I
have described, could be taxed as high as 54 percent.

This is somewhat comical, because, if I wanted to, as a foreign
investor, I would simply sell my shares if a market existed to sell
the shares, and I wouldn’t pay any FIRPTA tax on the sale of the
shares. And so, reversing this 2007 notice would immediately bring
a substantial number of foreign investors back into the market-
place on these types of properties.

Mr. CROWLEY. I want to ask you my second question to expand
upon the benefits, not only to cities like New York, but nationwide,
in terms of making these changes. You have already answered that
question.

So—but I would make a comment about the issue of what
brought this about in 1980. I think there was also a bit of xeno-
phobia when Japan or some Japanese purchased Rockefeller Cen-
ter. I do note that Rockefeller Center—I checked, I was there last
week—it is still in New York City, it never moved to Tokyo. And
so I think that also—it is now owned by Tishman Speyer, an Amer-
ican company, as well. So, I think that also brought that about.
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We saw the similar events take place during the CFIUS issue
when Dubai Ports was in negotiation to run a port here in the
States. And I think we brought about a rational solution to that.

But, Ms. McLernon, could you take a moment to address the con-
cerns of some that increased foreign investment in U.S. commercial
and real estate could threaten the nation’s security and the safe-
guards in place to prevent that from occurring, in light of what
happened in CFIUS reform, and what could—as we discuss
FIRPTA, and what is in place to prevent any threat to our national
security.

Ms. MCLERNON. Congressman, it is an important question. I
should remind those that are in the room that the government al-
ready has an interagency committee called the Committee on For-
eign Investment in the U.S., known as CFIUS, that reviews all na-
tional security implications of foreign acquisitions of U.S. compa-
nies. By and large, the vast majority of these M&A deals do not
involve national security. And, as I mentioned earlier—and I think
I have in my written testimony—98 percent of foreign direct invest-
ment is from the private sector.

But the law that governs—the rules that govern CFIUS were
strengthened, as you mentioned, in 2007—now includes the De-
partment of Homeland Security, includes the national—the director
of national intelligence. And any transaction that involves a foreign
government now automatically—or foreign government-owned com-
pany—automatically gets kicked into a longer, more thorough, sec-
ond-stage investigation.

And importantly, even after a deal is completed, if they have not
gone through the CFIUS process, the government can actually pull
a company back in for review and unwind the deal. So we have
very strong safeguards that are in place, thorough, tough, that
scrub these deals to ensure that there is no implication for national
security.

But again, the vast majority of any sort of M&A transactions
that happen in the U.S. cross border do not at all involve national
security issues.

Mr. CROWLEY. Thank you, Ms. McLernon, and thank you, Mr.
Chairman, for——

Chairman TIBERI. I thank the gentleman from New York. And
this concludes the first panel for today’s hearing. Please be advised
that Members may submit written questions to the witnesses.
Those questions, and the witnesses’ answers, will be made part of
the record.

I would like to thank the witnesses for their informative testi-
mony from the first panel, and for taking the time to appear today.
Your input has been very helpful to us, as we continue down the
road of moving forward on tax reform. Thank you so much.

We will begin this second hearing and the second panel of this
hearing in a few minutes. Thanks for coming.

I would like to thank our second panel of witnesses, and I would
like to welcome our three witnesses on the second panel, and I
hope you are as good as the first panel. No pressure, by the way.

[Laughter.]

Chairman TIBERI. I will introduce our second panel. Mr. Gary
Hufbauer, the Reginald Jones senior fellow at the Peterson Insti-
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tute for International Economics; Mr. Robert Stricof, tax partner at
Deloitte Tax LLP; and Professor Bret Wells, assistant professor of
law at the University of Houston.

Thank you all for joining us today. You will each have five min-
utes to present your testimony. Your full written testimony will be
submitted for the record.

And with that, Mr. Hufbauer, you are recognized for 5 minutes.

STATEMENT OF GARY HUFBAUER, REGINALD JONES SENIOR
FELLOW, PETERSON INSTITUTE FOR INTERNATIONAL ECO-
NOMICS, WASHINGTON, D.C.

Mr. HUFBAUER. Thank you very much, Chairman Tiberi, and
Members of the Subcommittee. I wish you well on the endeavor to
reform the Tax Code.

Let me make five points. First of all, on tax rates. Among ad-
vanced OECD countries, the United States has the second worst
corporate tax system, from the standpoint of encouraging invest-
ment in plant equipment or R&D, or promoting production at home
for selling in export markets.

The U.S. corporate tax rate is second highest after Japan. But
also, the U.S. average effective corporate tax rate is second highest,
and the marginal effective corporate tax rate may well be the high-
est. I define all these terms in the testimony. But however you look
at it, we are high on the tax rate story.

Credible evidence leads me to believe that the output produced
by foreign firms operating in the United States would increase by
about two percent over a period of time if the corporate tax rate
was reduced by one percentage point. So, if we could actually get
the corporate tax rate down to 25 percent—a number which has
been much discussed in recent months—these foreign firms might
enlarge their payrolls from about 5 million—or, actually, 5.7 mil-
lion—by another million Americans.

I am often asked—and I want to turn now to revenue collection—
if U.S. corporate tax rates are so high, why is the revenue collected
by the corporate tax system such a modest proportion of gross do-
mestic product. It is about three percent in a good year. I am tak-
ing the year 2007, and that compared with the OECD average of
nearly 4 percent in that year.

The main reason for the difference is that a very small part of
the U.S. tax base of the U.S. GDP belongs to the corporate tax
base. It is about 13 percent, compared to the OECD average of
about 22 percent. Now, why is the corporate tax base so small? We
have a dazzling array of pass-through corporations—pass-through
firms, I should say, which skip the corporate tax system. And that
doesn’t help, clearly.

But also, large firms who have a choice—and that is all large,
multinational firms—when other things are equal, and then the
choice depends on the tax system, they would rather invest—
produce elsewhere, than in the United States. So our tax system
does a good job of encouraging the best and brightest firms to in-
vest abroad. But it also does an even better job at discouraging to-
morrow’s global 1,000 corporations from investing—from putting
their headquarters here in the United States.
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Let me turn to an important point, and that is the connection be-
tween tax rates, statutory tax rates, and revenue collection. The
important point is that there is no connection. And I go into this
in some detail in a policy brief. But unfortunately, the way the
CBO scores these matters, whenever the corporate tax rate is cut,
they say that revenue will be lost. That is a complete fallacy. Un-
fortunately, it colors the ability of the United States to get the cor-
porate tax rate down to a reasonable level.

Let me say just a few words on inward direct investment. My
view is that the United States should put more attention on reduc-
ing its own rate and making the tax system here favorable and in-
viting to foreign companies than putting additional effort in crack-
ing down on abuse. I am not saying there is no abuse; I think the
tools in the code are adequate, and that is not where the congres-
sional effort should be. Thank you very much.

[The prepared statement of Mr. Hufbauer follows:]
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Chuirman Tiberi and members of the Subcommitiee, thank you for inviling me to testify,
Reforming the taxation of corporate income ranks amonyg the most important steps Congress can
take o promote investment, ereate jobs, and boost growth. [ wish yvou well on this endeavor,
My remirks wday are distilled rom 4 recent Policy DBriel published by the Peterson [nsiiate for
Interpational Economics, titled “Corporate Tax Reform for a New Century” (PB11-2, April

2011). Let me summarize six points from the Policy Brief.

High Yax Rates

Among advanced OFECTY nations, the United States has the second worst corporate tax system
from the standpoint of encouraging investment in P&E or R&D, or promoting production for
home or export markets. The US stamtory corporate rate (tedera] and state combined) is second
highest, after Japan. The US average effective corporate tax rate {again combined) is also
second highest, after Japan. According to one study, the US marginal effective corporate tax is
highest in the OLCD. When compared to China or up-and-coming emerging regions, such as
Fastern Furope and Turkey, the United States is even worse — tax purgatory. Box | briefly

describes statutory, average effective, and marpinal effective corporate tax rates.

Box b Tax Rates Delined

Statutory tax rate. The rate specificd in the tax code (federal and/or state) applicd to the
highest bracket of'corporate income. Since states have different rates of corporate income
tax, typically an average is caleulated for the several states (currently about 4 percent),

Average effective tax rate. This is defined as the amount of tax paid by all corporations (or
a subsct of corporations) divided by a measure of corporate profits. The World Bank, for
example, uses g5 its denominator “commerciad profits™, a coneept similar but not ideatical to
figures found in corporate financial staterments. Consequently. the average effective rate
reflects tax eredits, special deductions, loss carrylorwirds, capilal gains treatment and the
like, all of which serve to reduce the starutory rate.

Marginal effective tax rate. This is the most difficult caleulation. The purpose is to
estimare that tax rate that will be paid on income from a new investment aver the life of that
investment, regardless of the tax that might be paid on income from existing investment.

Like the average effective tax rate, the marginal effective tax rate is expressed as a percentage
ot corporate profits. The caleulation attempts to retlect circumstances taced by individual
firms, such as their loss carrvforwards, borus depreciation, anticipated tax ercdits, ce.
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The damage inllicled by the US syslem deters both foreizn investmenlt in the Uniled States and
investment at home by US companies. Credible evidenes indicates that cutting the corporate tax
rate by | percentage point will, over time, increase the output produced by loreign {rms
operating in the Uniled States by at least 2 pereent. Foretgn {imms employ over 5 million
Americans, Cuiting the US comorate tax rate by 10 percentage points could potentially inercade

their employment by T million more Americans,

Maodest Revenue Collection

T am aoften asked, “If US corporate 1ax rates are so high, why are corporate tax payments 50
modest™ [n a good year — for example, 2007 — S corporate tax payments {Tederal and state
combined) were 3.0 pereent of US (GDP, comparcd with the OBECD average of 3.9 pereent. The
main reason is that the US corporate tax base is far smaller than the OECD average: 13 percent
of GDP compared to 22 percent. The difference is partly explained by the dazzling array of 1i8
pass-through firms which skip the corporate tax system. Large firms which have a choice —
cverything else being cqual  would often rather invest and producc cisewhere and ship their
woods and services to the US market. Oy corporate tax system does a good job at encouraging
the best and brightost firms to invest abroad. 1t does an cven better job at discouraging

tomorrow’s global 1000 corporations frem locating their headquarters in the United States.

Rate Cuts 2nd Revenue Collection

Tor OECD couniries, between 1981 and 2007, there was virlually no conneciion between the
combined [ederal and sublederal corporate lax rate and corporute lax revenue expressed as g
percent of GDP. T anything, the relationship was slightly negative. During this periad OFCT>
lax rates were progressively slashed from (he mid-40% runge (0 the mid-20% range. The policy
implication for the United States is short and power[ul: the US statwory rate could be safely cul

from 35 percent to 25 percent with no appreciable impact on corporate tax revenue.

Moreover, serious sconumelric unalysis (PB11-2) shows that, il there is a loss of corporate
revenue from cutting the corporate tax rate, that will be oftset by higher personal income and
payroll taxes, as investment surges, people go back to work, and wages rise. After reviewing

various studies, [ conclude that cutting the statutory tax rate by 10 percentage points would
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incredse the US capital stock by al least 5 pereent, and puot at least 600,000 people back at work
in US firms — in addition {o new Amarican employecs in foreign firms, Existing employces
wonld enjoy wage gains of almost 2 percent because the additional capital stock would boost

productivily.

Tuward Foreign Divect Tnvestment

Tnward foreign direct investment brings jobs and technology to the United States. In their path-
breaking study, Foreign Direct Trvestment fo the Unifed Sfates ( 3" adition, 1995), Graham and
Krugman showed that foreign firms on average spent more money on R&D and paid better
wages than their domestic counterparts. Nothing I have read since contradicts a generally
favorable impression. In fact, the recent CEA publication, ULS. fnbound Foreign Direct
Trvesiment (Tune 201 1) reinforces this impression. While the United States has atiracled a huge
stock of inward foreign direct investment ($3.4 trillion) by firms that employ 3.7 million
Americans, morc would be better. (Other countrics arc catching up, but the Unitod States is still

the largest destination for inward forcign investment,

How do taxcs fit in the cquation? Obvicusly the United States holds many attractions for forcign
firms, but a competitive tax system is not among them. It is not surprising that foreign firms
uilempt Lo repairiale us much income as possible o their purent frms sbroad in the form of
interest and royaliies, which count as deductions from corporate taxable income and arc taxed at
low or zero Tales vnder US double-lax treatics, Of course the RS seeks 1o deter excessive
interest peyments resulting [rom unduly high debt leverage (churaclerized us “curnings
stripping™) and excessive royalty payments tor intellectual property rights. But in my view, this
is now the dime Lo “erack down” with new legislation designed 1o give the [RS even sironger
louks, By und large, inward foreign mvestment is greal for the US economy. and we should want
more of it. To lessen tax abuse, the first step the Congress should take is to sharply lower the US
corporate tax rate so that foreign firms doing business here have less incentive to ramit income to

their purent firms sbroad in the form of nlerest and royalty puyments.
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Worldwide Tax Conceits

The United States is the churter member of 4 shrinking club that espouses worldwide taxation of
corporate income. Among countries tracked by the QECD, only 6 others practice worldwide
taxation, and most of them impose substantially lower corporate tax rates than the United States,
All the rest, some 26 countries, ave adopted territorial tax systems. Nevertheless, US tax
authoritics — the Treasury and the JCT -- firmiy adhere to the outmoded notion that worldwide

taxation is somehow the norm. This notion in tuen fosters two damaging congeits,

The fiest conceit is calcualating tax cxpenditures - the difference between an imagined “ideal™ tax
systern and the acteal US tax system - on the supposition that worldwide taxation is the “ideal™
systern. [n reality, worldwide taxation is not the ideal. In fact, it is not even the norm. Yet thig
coneeit leads the Treasury Department to publish a forecast of $213 billion as the tax expenditure

over the years 2012 to 2016 associated with deferred US tuxation of foreign income.

The notion that worldwide taxation is the ideal, and should become the norin, leads to a second
and even worse conceit, The conceit is thinking that the central answery to weansfer price abuse,
carnings stripping, and parking incomc abroad will be found in curtailing deforral, curbing the
forcign tax credit, and cnacting higher penaltics. Such misguided answers are offered in hopes
of protecting the high LIS corporate tax rate from its own destructive consequences -~ in a world
where other countries arc sensibly slaghing their own corporate tax rates. The outmoded tax
stratepy brings to mind medicval attempts at protecting the castle by digging a wider moat.
Waler moals didn 'L protect custles in the Middle Ages und Llux moats won'l protect the American

economy in the 219 century.

More detail will be found in the referenced Policy Brief. Thank you for the epportunity to testify,

——

Chairman TIBERI. Thank you.
Mr. Stricof, you are recognized for five minutes.

STATEMENT OF ROBERT STRICOF, TAX PARTNER, DELOITTE
TAX LLP, NEW YORK, NEW YORK

Mr. STRICOF. Thank you. Thank you for the opportunity to dis-
cuss my views on international tax reform as it relates to the U.S.
operations of foreign multinationals. I am a tax partner with
Deloitte Tax LLP with over 30 years of experience as a tax account-
ant. I am the head of Deloitte’s global U.S. investment services
group, which serves large foreign multinationals making invest-
ments into the United States. My practice is largely focused on
serving industrial companies in service businesses.

I am honored to have been invited to participate in this hearing;
my remarks will focus on certain impediments posed by the U.S.
income tax rules on foreign direct investment in the United States,
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and technical comments regarding certain legislative proposals that
affect multinationals investing in the United States. These impedi-
ments include: the earnings-stripping provisions; potential U.S. tax
law changes regarding the determination of corporate residency;
U.S. income tax treaty override proposals; FIRPTA; and, to add an-
other acronym, FBAR reporting.

In respect of earnings stripping, as has been said in earlier testi-
mony, I would like to point out that there is no clear-cut data that
demonstrates that there is a systematic problem with earnings
stripping. The Treasury Department conducted a study on this
issue, and concluded that there wasn’t clear evidence of earnings
stripping by foreign-based multinational companies making direct
investments into the United States.

In order to further this study and gather more data, Form 8926
was issued. This form is defective in many ways. For example, it
is unclear whether a taxpayer should rely on the proposed regula-
tions issued in 1991 under section 163(j) when answering the var-
ious questions on the form.

Additionally, there is no guidance as to whether the form should
be filed on an expanded affiliated group basis or on a stand-alone
affiliated group basis. As a result, similarly situated taxpayers are
likely filling out the form very differently from one another. This
means that the data that Treasury gathers from form 8926 is likely
unreliable, and it is doubtful that an analysis of the information
provided on the form will accurately provide reasonable conclusions
as to whether earnings stripping is taking place.

Moving on to corporate residency, it is important to note that de-
termining where a corporation is a resident is essential to identi-
fying where that corporation will be taxed. The proposed managed
and controlled test would determine corporate residency based on
the jurisdiction where substantially all of the executive officers and
senior management of the corporation who exercise day-to-day re-
sponsibility for making decisions involving strategic financial and
operational policies of the corporation are based. This will raise un-
certainty regarding which operations of a multinational would be
taxed in the United States on such entities’ global income.

Any uncertainty in this area may cause foreign multinational
companies to shift U.S.-based management teams outside the U.S.,
which would cause the loss of high-paying jobs in the United
States. The management and control provision will be extremely
difficult to administer, and is likely to lead to inconsistent adminis-
tration that will clog the competent authority process with our
treaty partners. Given the administrative, technical, and policy
concerns surrounding the management and control proposal, I
would urge the retention of the current law rules on determining
corporate residency.

In respect to the income tax treaty override proposals, the pro-
posals, as drafted, would override almost all of our income tax trea-
ties, in that the active trader business test for qualifying for treaty
benefits that is included in almost all of our treaties would be sig-
nificantly reduced in scope. The active trade or business test is per-
haps the most fact-intensive test for determining whether an entity
qualifies for treaty benefits.



69

The test typically requires an entity to show that the business
in the home country is substantial in relation to the U.S. business,
and the income receiving treaty benefits is related to that business.
Arguably, this is the most rigorous test in the limitation on bene-
fits section of our treaties, and is not one that should be overwrit-
ten.

When legislation was originally proposed, the treaties with Ice-
land, Poland, and Hungary were perceived to be abusive and
abused by non-treaty ultimate parents. Since that time a new trea-
ty with Iceland has entered into force, a new Hungarian treaty has
been signed, and the Treasury Department has indicated that ne-
gotiations on a new treaty with Poland have been concluded.
Therefore, what may have been one of the main reasons for the
proposal is no longer an issue.

My paper also contains comments on FIRPTA and the so-called
FBAR provisions. In respect to FIRPTA, my main comments relate
to the administrative burden the current rule has, as any U.S. cor-
poration is presumed to be a U.S. real property holding company.
Taxpayers, particularly in controlled group transactions, have often
missed filings, as they are not thinking about FIRPTA when they
know that their subsidiary in the United States has very few assets
that are invested in U.S. real property. Having this presumption
has required many taxpayers to request relief for missing filings
related to transactions that are not within the scope of the provi-
sions. A change to this presumption would ease this administrative
burden.

In the context of the FBAR provisions, there are unintended con-
sequences that may result from a foreign parent using a foreign
bank account where a U.S. person has signatory authority to make
expenditures on behalf of the corporation, but has no personal fi-
nancial interest in the account. These persons are required to re-
port their signature authority over a corporate bank account in
which they have no personal interest. These filing requirements
should be reviewed in order that they would be more targeted at
the persons that have a direct financial interest in these accounts.

Thank you very much for the opportunity to share with you my
views on tax reform in the context of foreign direct investment. I
would be happy to answer any questions.

[The prepared statement of Mr. Stricof follows:]
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TESTIMOMY OF ROBERT STRICOF
TAX PARTNER, DELOITTE TAX LEP
OnN
TAX REFORM AND FOREIGN INVESTMENT IN THE UNITED STATES
BEFORE THE
SUBCOMMITTEE ON SELECT REVENUE MEASURES OF THE
HOUSE COMBMITTEE ON WAYS & MEANS

JUNE 23, 2011

Chafrman and Members of the Subcommittee:

Thank you for the opportunity to discuss my views on international tax reform as it relates to the U.S,
operations of forelgn multinationals. | am a Tax Partner with Deloitte Tax LLP with over thirty years of
experience as a tax accountant. | am the head of Deloitte’s Giobal U.S. Investment Services group,
which serves large foreign multinationals making investments into the United States. My practice has
largely focused on serving industrial companies and service businesses,

i am honored to have been invited to participate in this kearing. My remarks will focus on certain
impadiments posed by the U.S. incame tax rules on foreign direct investment in the United States and
technical comments regarding certain legislative propasals that affect multinationals investing in the
United States.,

Earnings Stripping

For many years there has been significant debate surrounding whether evidence exists of fareign
multinationals systematically eroding the U.S. tax base through claiming deductions for inapprepriate
levels of interest expense to fareign related parties (so-called "earnings stripping”). 1nthe American
Jobs Creation Act of 2004 {P.1. L08-357), Congress directed the Department of the Treasury to conduct a

study of the issue. In November of 2007, the Department of the Treasury issued its report to Congress
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on Egrnings Stripping, Transfer Pricing and U.5. income Tox Tregties.” With respect 1o histerically foreign
based companies making direct investments in the United States, the Treasury Department reported it
did net find conclusive evidence of earnings stripping.; I order to further its study of earnings stripping
and assure that it had the data needed to determine whether earnings stripping is in fact a systematic
problem, the Treasury Departiment issued Form 8926, Disqualified Corporate Interest Expanse

Bisallowed Under Section 153(]) and Related information {the “Form”).

Fram my vantage point as a tax accountant, | have little to add to the economic debate as to whether
there is avidence of wide spread earnings stripping or not. However, | am concerned regarding the use
of the Form as a means by which to try and advance the discourse in this area, The Form has numerous
arrars and areas where clarification is needed. Notwithstanding taxpayer comments on the Form,”
these issues have not been resolved in the four years since the Form’s issuance, Thus, | am concerpad

the Form will not advance the study of the area and it may tead Lo false conclusians.,

One of the fundamental problems with the Form is rooted In the tack of guidance regarding how to
apply the earnings stripping ruies of section 163{j}. Proposed section 163(j) regulations were issued in
1991 and many interpretive questions regarding the application of section 163(j} remain unresclved.
However, the form is unclear whether a taxpayer is to rely on the proposed regulations or not in filling
out the Form. As a result, similarly situated taxpayers may be filling out the form differently. Thus, the

quality of the data retrieved frem the Form is unlikely to lead to reliable conclusions.

Although the Form may be unable Lo serve its intended purpose, it remains a compliance burden for

taxpayers. In addition, instead of easing the administration of section 163{j), my experience has been

! Hereinafter referred to as the “Treasury Reporl.”

? Treasury Report, pg 4. For other discussions regarding the evidence of earning stripping, see OFl White Paper on
Related Party interest Expense, 2003 TNT 154-53 {April 7, 2003},

4 See, e.g., Parillo, Kristen, international Business Associotion Seeks Revisions to Praoposed IRS FORM 8926, 2008
THT A44-4 {(March 5, 2008].
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that the Form has lead to confusion amongst IRS examiners regarding the application of the rules, For
example, the Form requires taxpayers to provide information regarding the so-called “debt-to-equity
safe harbor” of section 163(j)" even if a taxpavyer is not relying on the safe harbor. This has lead some
IRS examiners to believe a taxpayer that fails to satisfy the safe harbor should he subject to a
disaliowance with respect to deductions for its interest expense, even if the taxpayer does not run afoul
af the general rules of section 163(j) and thus, no interest expense should be disallowed. Consequently,

1 would ask that the Subcommittee urge the IRS to correct and clarify the Form.

Determinatian of Corporation Residency Based on Management & Control

In the |last several Congresses, proposals were introduced to treat companies that are organized or
incorporated in foreign countries as LS. corporations if the management and control of the
corporations occurs [directly or indirectly) primarily within the United States.” The proposals would
treat the management and control of a corporation as occurring primarily within the United States if
“suhstantially ali of the executive officers and senior management of the corporation wha exercise day-
ta-day responsibility for making decisions invalving strategic, financial, and operational policies of the

corporation are located primarity within the United States.”

The proposal has a variety of shortcomings relative to the current law that determine whether a
company is treated as doemestic or foreign based on its place of organization or incorporation. | urge the

Subcommittee to retain the current rules for determining corporate residence.

A payor of interest is not subject to a disallowance for interest deductions with respect to interest paid or
accrieed by a corporation in a taxable year if the payor's deht-to-equity ratio does not exceed 1.5 to 1 (the so-
called “safe harbor” ratio}.

® International Tax Competitivenass Act of 2011, H.R. 62, 112" Cong,, 17 Sass. {lanuary 5, 2011); international Tax
Competitiveness Act of 2010, H.R. 5328, 11® Cong., 2™ Sess, {May 18, 2010); Stop Haven Abuse Act, 5. 506, 111%
Cong., 1" Sess. {March 2, 2009}, H.R. 1365, 111" Cong, 1 Sess. {March 3, 2008); See afso, loint Committes on
Taxalion, Options To Improve Tax Compliance And Reform Tax Expenditures (JC5-2-05) {fanuary 29, 2005).
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1. Loss of High Paying Jobs in the United States

First, the management and control prapesal is at odds with the realities of global markets and could
create inappropriate tax pressures on the location of talent. Increasingly, multinationals are filling their
executive ranks based on where the top talent is without regard to nationality. Thus, many
multinationals (foreign and U.5.) have ali or part of their management located outside the country of
organization of their parent company. In addition, because many foreign multinationals with significant
operations outside the United States also have substantial operations in the United States, ft is not
uncommon for one or more officers of a U.S. subsidiary to sit also on the global management committea
of the forefgn parent. The management and control proposal would tikely cause foreign multinationals
to {imit the participation of U5, executives in policy decisions, Moreover, the proposal could cause
foraign muktinationals to choase to locate top management outside the United States, All of these

possible cutcomes would resull in the {oss of high paying jobs in the United States.

2. Anti-Competitive

Second, the substance of the proposal is oul of step with the approach taken by other countries that
have adopted a managemeant test to determine corporate residence, Some commentaters have argued
this proposal is similar te the manner in which many of our major trading partners determine corporaie
residence, While it is true that many couniries look to the place of a corporation’s management 1o
determine its tax residence, these countries often focus on the place where the board of directors’
meetings occur and do not require such a detailed factual determination based on the location of the

nh
lam

day-to-day management of certain decision makers in the company's “chain of ownership.
unaware of any country that determines corporate residence under a management and control test

such as the current proposal.

? See generally, NYSBA Tax Section Repoert [Mo. 1232) to Congress, IRS, Treasury on The Management and Control
Provision of The International Tax Competitiveness Act of 2011 {lanuary 31, 2011).
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3. Application Should be Limited to Treaty Qualification

Advocates for the management and control proposzsl point 1o its use in recent U.S. income tax treaties
as an indication that the test should also be used to determine corporate residence. However, the
management and control test is infrequently relied upon in U .5, income tax treaties precisely because of
the numerous questions regarding how it is to be applied. Alternative tests are provided in 115, income
tax treaties to establish one’s eligibility for treaty benefits. In additian, the treaty management and
controd test applies only to a single company, the public company at the top of a multinational's
structure, not to each and every subsidiary as required under the proposat. Moreover, the complexity
and administrative issues inherent in applying the management and cantrol test are more palatable in
the treaty context, where there is one of several alternative tests available to abtain benefits, Itis far
different when such a test is the only applicable test for determining corporate residence and when very
significant tax consequences result from this determination, such as the application of the U.5.

worldwide system of taxation.

In addition, there are numerous interpretative questions regarding the manner in which the proposal
would be applied. For example, it is unclear who within management of a given company might fatl
within the ranks of the “executive officers and senior management” given the different organizatianal
and management structure within any given company. it is also unclear what it means to “exercise day-
to-day responsibility for making decisions inveolving strategic, financial, and operationzl policies of the
corporation.” For example, how should the test he applied in the context of a company with a
decentralized management model? The intecpretation of the level of managerial functions conducted in
the United States is not an issue that is ikely to be determined in g consistent manner during the IRS

audit process.
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4. Increased Administrative and Compliance Burden

Finally, the propasal would replace an objective, easily administered and easily complied with standard
with a subjective and highly factual standard. Given the significant tax consequences that flow from the
determination of corporate residence, the proposal would lead to significant administrative issues for

the IRS and taxpayers trying to comply with the law.

Just one narrew example of these administrative issues retates to the application of our U.S. inceme tax
treaties. Many of our current tax treaties have tiebreaker rules for dual resident corporations that
would require the competent authority to resolve the tie in an instance whare a corporation is treated
as a resident in such a treaty country because of its place of organization and is also treated as a U.S.
resident because of its place of management and cantrol,” The 1.5, competent authority would likely

have numerous requests for such detarminations.

Given the administrative, technical and policy concerns surrounding the management and control
proposal, | would urge the Subcommittee to retain the current law rules for determining corporate

resigence,

Denial of Treaty Benefits if Parent Corporation not In Treaty Country

The Ways and Means Committee has also considered a legislative praposal that would override all of
aur tax treaties. The propasal has been included in numerous hills since 2007 Although it has never
heen enacted, | want 1o raise several concerns about the praposal in the context of this Subcommittee’s

consideration of tax reform,

? 2006 U.5. Model income Tax Canvartion, arts. 4(1) and 4(4} {Novarmber 15, 2006},

* See, e.7., Small Business and infrastructure Jobs Tax Act of 2010, H.R. 4849, 111" Cong., Zi"‘ sess. (March 16,
2010); James Zadroga 9/11 Health and Compensation Act of 2010, H.R. 847, 11" Cong., 1 Sess. {February 4,
2009).
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The proposal would deny the availability of reduced withholding taxes for tax deductible payments (i.e.
interest and royalty payments) between two members of the same foreign controlled group of entities
{generally "a mare than 50%" threshold) if the common foreign parent wauld not be eligible for a

reduced withholding tax rate if it received the payment directly.

1. Proposal No Longer Needs to Address Treaties without Limitation on Benefits Articles

The precise targat of the proposal is unclear. One interpretation is that the proposal was originally
geared toward addressing LS. income tax treaties that did not have anti-treaty shopping provisions (fe.,
limitation on henefits provisions) such as the U.S. treaties with Hungary, Poland and [celand. Since the
proposal’s initial introduction in 2007, the United States has concluded new treaties with fcefand, which
is currently in effect, and Hungary, which is awaiting Senate action. in addition, earlier this month, the
Treasury Department indicated that it had concluded the negotiation of a new income tax treaty with

Poland, which it hopes to sign and transmit to the Senate for its advice and consent soon.®

2. The Active Trade or Business Test in Treaties Should not he Overridden hy Statute

Given the proposal’s breadth, another interpretation of the proposal’s intended target is a particular
maaner in which treaty benefits can be obtained in those treaties that do have anti-treaty shopping
provisions, namelfy the so-czlled “active trade or business test.” The proposal as corrently written would
generally override our U.S. tax tresties in the case of a foreign corporation resident in a treaty country
qualifying for treaty benefits with respect to U.S. interest and royaity payments if such foreign
corporation was owned by a corporation in a non-treaty country. The active trade or business testin
our income tax treaties is the most comman manner such a company weuld qualify for U S treaty

benefits.

¥ Opening Statement of Manal Corwin Treasury Deputy Assistant Secretary (International Yax Affairs)
Senate Commitice on Foreign Relations, 2011 TNT 110-40 (June 7, 2011},
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The active trade or business test is the most fact intensive of the tests under which ene could qualify for
U.5. treaty benefits and the only test that requires a showing of a nexus between the U.S. income for
which benefits are being claimed and an active business in the other state. The active trade or business
test determines the gualification for treaty benefits based on a foreign tax resident deriving the US.
income in &n active trade or business in a treaty country and that the size of that active business is
substantial in relation to the businass in the United States. Given this, it is arguably the maost rigarous of
the tests availabie to determine treaty qualification. The active trade ar business test should not be

subject to a treaty override.

3. Treaty Overrides Undermine the U.5. Treaty Network and U.S. Multinationals Seeking Treaty
Benefits

The proposal as curreptly written would generally override every treaty in the LLS. tax treaty network —
even those with our largest tradling partners - under the facts that | have described. Treaty overrides,
such as the proposal, undermine the U.S. treaty network and suggest to other countries that not abiding
by the terms of our tax treaties is acceptable practice when U.5. resident companies seek to obtain
treaty benefits from our treaty partners. The active trade or business test has become part of the U.S.
standard on what is acceptable treaty practice and is in the ULS. model income tax treaty, The
maintenance of these standards and our .5, Income tax treaty network is essential to facilitate the

cross border movement of capital with respect to the conduct of active husiness operaticns.

| would urge the Subcommittee to consider retaining the current law rules regarding obtaining treaty

benefits.
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FIRPTA

1 would also like to offer a comment with respect to our FIRPTA rules™™ and the administrative burden
they pose on corporate transactions in instances where the policy concerns underlying the enactment of

these rules are not at issue.

The FIRPTA rules provide that gain or loss of a nonresident individual or foreign carporation from the
disposition of a U.5. real property interest is taken into account as if the foreign persan were engaged in
a trade or business within the United States during the taxable year and as if such gain or loss were
effectively connected to that trade or business. The definition of a U.S real property interest generally
includes an equity interest in a domestic corporation, unless the foreign person establishes that at ali
times during the five year period ending on the date of disposition less than 50 percent of the fair

market value of the domestic corporation’s assets is from U.S. real property interests,

In the case of transactions, including otherwise tax-free reorganizations, involving foreign owners of U.5.
carporations, a filing declaring that a L.S. corporation does nat meet this 50 percent threshold is
required, generally, pricr te the executfon of the transaction, to aveid penalties and interest. If the filing
reguirerent s not satisfied, an administrative procedure may be avallable to ohtain relief. in the
cantext of intercompany transactions, where it is widely known that a U.5. corperation that is a party fo
a transaction does not run afoul of the 50 percent threshold, the presumption in the FIRPTA rules
creates an unnecessarily onerous burden on both taxpayers and the IRS. |'would urge the

Subcommittee £o consider removing the presumption in the case of intercompany transactions,

** The Internal Revenue Code contains a series of provisions coliectively referred to as the Foreign Investment in
Real Property Tax Act ("FIRPTA"] in sections 837, 1445, 6039C and 6652(f).
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FBAR

Finally, | would like to offer a comment with respect to the foreign accaunt reporting rules for Form TD F
90-22.1, Report of Foreign Bank and Financial Accounts, {so-called “FBAR reporting”) and their affact on
inbound companies. Any United States persen who has a financial interest in or signature authority over
any financial account{s) located outside of the United States is required to comply with FBAR reporting if
the aggregate value of these accounts exceeds 510,000 at any time during the calendar year. FBAR
reporting is required af individuals who have signature authority over a foreign employer’s foreign
accounts, e.g., in order to disperse payroll or pay vendars, untess the foreign employer meets an
exception for companies that are publicly traded on a U.S. exchange. U.5. employees of foreign
multinationals with direct investments in the United States, for example, through & branch operation in
the United States may come within the scope of such reporting without any apparent purpose. Thase
.S, employees do not have a persanal financial interest in these foreign accounts and their foreign

empleyers are hot subject to U.S. reporting obligations.

I would urge the Subcommittee to consider tha scope of these rules to assure that they do not extend

beyond their intended purpose in the inbound context.
Canclusion

Thank you far the opportunity to share with you my views on tax reform in the context of fareign direct

investment. | would be happy to answer any questions.

——

Chairman TIBERI. Thank you.
Mr. Wells, you are recognized for five minutes.

STATEMENT OF BRET WELLS, ASSISTANT PROFESSOR OF
LAW, UNIVERSITY OF HOUSTON LAW CENTER, HOUSTON,
TEXAS

Mr. WELLS. Thank you, Chairman Tiberi, Ranking Member
Neal, and distinguished members. In this testimony I would like to
address the following items: first, the issue of tax competitiveness;
and second, the issue of tax base erosion.

Let me start by saying that I believe that tax competitiveness is
a serious issue. When the U.S. activities of U.S. domestic compa-
nies are treated less favorably than the U.S. activities of inbound
competitors, a serious structural problem is created that deserves
careful attention by Congress. Tax rules that treat U.S. activities
of different economic participants differently will cause the tax
disfavored economic participant to seek to become a foreign-owned
company. Or else they risk getting forcefully acquired.

The capital markets demand that this occur, and the recent cor-
porate inversion phenomenon is a wake-up call about the serious
implications of an unequal playing field. Foreign-owned multi-
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nationals have a competitive advantage in the United States ex-
actly because they are foreign owned. Certain U.S. multinationals
with inbound investment activity share this advantage. But the tax
advantage afforded to inbound investors arises because of their
ability to erode the U.S. tax base through base erosion payments.

Base erosion payments arise from related party transactions
such as intercompany charges for interest, as Mr. Spitzer so elo-
quently talked about earlier, rents, royalties, as Mr. Spitzer point-
ed out earlier, service fees, and from intercompany purchase and
sales of tangible goods between a U.S. affiliate and a foreign affil-
iate. Through effective tax planning, these base erosion payments
can create homeless income.

The income is homeless in the sense that it is not subject to tax
in the United States, where it originated, and where the profits
were derived, nor is it taxed in the offshore country where it is re-
ceived. The ability to create homeless income affords inbound tax-
payers a significant tax advantage and unlevel playing field.

How did it come to be that base erosion payments could be such
a powerful tax planning advantage? To answer this question, it is
helpful to consider the historical context of the United States when
it formulated its international tax policy.

In the early years, U.S. multinationals were the dominant source
of FDI around the world. And so, outbound investment far exceed-
ed U.S. inbound investment. In this setting, the United States Gov-
ernment wanted the residual profits to escape source country tax-
ation so that these profits could be taxed by the country that sup-
plied FDI, meaning the United States in a majority of cases. Resi-
dency taxation took preference over source country rights to tax-
ation.

And so, to further this policy, the U.S., through our treaties,
sought to require source countries to eliminate withholding on in-
terest, rents, royalties, in deference to the home country’s sole right
to tax these profits. The United States relinquished its own with-
holding rights as a reciprocal measure. But again, the trade flows
were tilted in favor of the United States.

Today, the trade flows are reversed, with the United States find-
ing itself in the posture of a significant net capital importer. Fur-
ther, not surprisingly, taxpayers have reacted to these generous in-
bound tax rules with full advantage. Today, inbound investors can
use offshore tax favored subsidiaries to transact with their U.S. af-
filiate, move profits within their affiliated companies without it
leaving the economic group, and earn thier income in a tax-favored
way.

Homeless income is a mistake. U.S. international tax policy was
formed with the desire to prevent international double-taxation.
This, gentlemen, is a worthy goal. But the desire to prevent double
taxation was never intended to have the consequence of creating
homeless income out of U.S. business profits.

Income earned in the United States economy should bear one
level of tax. And the assumption should now be that it won’t be
taxed anywhere in the world, if not here. And not subjecting profits
of inbound taxpayers to at least one level of tax creates an unlevel
playing field with domestic companies.
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Homeless income is a mistake that costs the United States
Treasury significant revenue. This mistake places inbound partici-
pants in a better economic position versus U.S. companies that do
not have base erosion opportunities. If left unfixed, this state of af-
fairs will cause U.S. companies to become prime takeover can-
didates, or encourage them to self-help themselves into inverted
companies.

Again, the corporate inversion phenomenon is merely telling us
what we already know. The basic issue is the following: inbound
companies can utilize multiple avenues to strip earnings from the
U.S. tax base with the benefit of creating homeless income out of
a significant portion of their U.S. profits. We need a policy response
that protects the U.S. tax base against base erosion, not just be-
cause we need more revenue, but because we need equal treatment
between U.S. domestic companies and cross-border inbound partici-
pants.

In my written testimony I provided a proposal that attempts to
prevent homeless income. But let me conclude by saying that it is
my belief that Congress cannot allow inbound taxpayers to have
significant opportunities that do not exist for U.S. domestic cor-
porations. Everyone should pay a similar level of tax for similar
economic activity in the United States. The ability of inbound tax-
payers to create homeless income out of U.S. profits attacks the
very core of the U.S. tax system, and must be addressed.

Thank you so much for the opportunity to testify.

[The prepared statement of Mr. Wells follows:]
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TESTIMONY OF PROF. BRET WELLS
HEARING ON TAX REFORM AND INVESTMENT IN THE UNTTED STATES

U.5. Heuse Committee on Ways and Means
Subcommittee on Select Revenue Measures

June 23, 2011
Chairmean Tiberd, Ranking Member Neal, smd distinguished members,

Thank you for nviting me to testily at this bearing, My name is Bret Wells, and Tam an
Assistant Protessor of Law at the University of Houston Law Center. | hold a 1D {with honors}
from the University of Texas School of Law. [ have over twenty vears of experience in the tax
aren, much ol that tme working o industry, Thave previously sevved as Viee President—
Treasurer and Chiet Tax Officer for B] Services Company, which was an S&P 500 Tndex
company until last year. In my prior industry position and in my current position in academia, |
have had the opportusily 10 consider why expatrisled snd loreign-owned compunies have o
significant competitive advantage in the US marketplace over US-owned companies.”

Tn this testimony, [ wonld like to address the following jtems:
I. The issue of tax competitiveness.
2. 'The issue of tax base erosion.

3. An approach to achicve both tax competitivencss and prevent tax basc crosion.

1. Competitivencess.

T.et me start out by saying thai I believe that tex competitiveness is a serious issue. When the US
activities ol IS domestic companies are treated less Thvorably than the US activities ol inbound
competitors, a serious structural problem is created that deserves carcful attention by Congress.
Tax rules that treat the US activitics of different ceonomic participants differently will cause the
tax disfavored coonomic participant to seck to beeome a tax-favored economie participant . . . or
clse they risk getting forecfully acquired. The capital markets demand that this oceur. The
recent corporate inversion phenomenon is 2 wake-up call about the serious implieations of an
unecqual playing fictid.? Forelgn-owned multinationals have a competitive advantage in the
United States exactly because they are toreipn-owned. Certaln US multinationals with inbound
Investment activities shave this advantage to some extent. The tex advantage afforded to inbound

! The views expressed here are solely my own views and do nol necessarily reflect the views ol Universily ol
Houston Law Cenler or of uny prior employer,

" For a more extensive discussion of theae advantages and how cormporale inversions highlight these advanlagas,
please see Wells, "Phar Corporate Tnversions Teach Us Abow Internavional Tex Reformi, ¥ 127 Tax Notes 1343
{dune 23, 2010%L
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investors arises boecause of their abilily to erode the US wax buse through base crosion puyments.
Buse crosion payments arise rom related party transactions such as inlercompany charges for
interest, renls, reyafies, services fees, and from htercompany purchases and sales of tangible
goods between a US affiliate and an offshere foreign affiliate.”

Through effective tax planning, these base crosion payments can create “Homeless [ncome.” The
income from these base erosion paymenss is “homeless” in the sense that it is not subject to
taxation in the United States where it originated nor is it taxed in the offshore country where it is
received. Others have referred to this type of income as *Stateless Income,” but regardless of
nomenclaruee® the result is that inbound economic participants can create zera taxed income for 5
significant portion of their income arising from their US business activities. The ability to create
Homeless income, therefore, affords inbound taxpuyers a sipnificant tax advanage and createy
an unlevel playing field.

Congress can tespond to an unlevel playing field in one of three wavs. First, Congress could
chnose to reduce all taxes for all business activity, thus making everyone tax-favored. Given the
current fiscal budget crisis, T assume that this option is not feasibie or prudent for the country.
Second. Congress could choose to ignare the problent by saying that we should simply provide a
tax advantage to inbound investors in arder to create an extra incentive for those investors to
participate in the US economy. (Over time, this choice will cause tax-disfavored companies to
transform themselves inte tax-favored companies, and so in reality this second choice is much
like the first choice except that the marketplace is the mechanism for converting tax-disfevored
economic participants inlo tax-favored economic participunts. The third aliemative is {or
Cuongress o cullect corporale laxes at 4 politically sgreed-upon ux rate bul 1o do so in o manner
Lt attenpls to tax the US activities of all corporations in a compurable manner, whether they
are inbvund investors or not. For the bulance of my testimony, | will assume that Congress will
want (o proceed with this third approach.

* st of the Jeint Commines on Taxation, “fresent Law and Buckgrownd Relored 1o Possible Income Shifiing and
Trassfor Cricing, ™ FONX-3T10 (July 20, 2010). Foreign affifistes owned hy US multinationals generally canpot
engage in hase erosion strategies with a

e that are premised on intercompany intesest, rent, or royafty
charges dug to the Subpari ¥ rides. See $9520a)2); §952(b) {excludes US sowrce income from subpart F ingome
omly iMt s effectively commerted ingome); §95H{ei 1A )Y, §9360a) (reats togns o US allihates from controbied
Torelgn corporations as nvestotwents o LS property with the comsegaence that these imvesiments trgger a subpart F
inclugion io the extent of the unrepatriated Toreign earnings and prants ol the controfled foredgn corporation).

Bul, basc crosion arising front intereompany scervice charges and [rom intercompany purchases and sales with a
forelpn altiiate may vod be sulject to curecat UGS taxation under the US subpart F rules and thus are available means
o achieve base crosion. Sce Treas. Reg. §1.954-3a)(2) (managerial seevices can be charged 10 the US allifiale
wilhoud erealing o subpart Finclusion by reason ol the related parly services income provisions of §954 11 thuse
services are perfommed within the coundry of Lhe service provider™s incorporztion); Treas. Reg. §1.954-3(a)(4)
{manufacturing exceptionk, Treas, Reg. §1.954-3(a)( | )}ii} (exenip cormmodily exception).

“ Edward D. Klcinbard, *Lessons of Stal neomne,” USC Lepal Studics Paper No. 11-7 {abstract available as of
Apri! 19, 2011, at hitpefsern.conrabsies 17%3).

Lo
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2. Tax Base Erosion

How did it come to be that hasc crosion payments could be such a powertul tax advantage? To
answer this guestion, it is helptul to consider the historical context for the foundational premises
of the extant US international tax policy. In the carly years, US multinationals were the
dominate source of FDI around the world, and so US cutbound invesiment far exceeded US
inbound investment, Tn this economic selting, the United States government wanted e maximize
the amount of regidual profits that could escape source country taxation so that these regiduat
profits could be taxed by the couniry that supplied the FDT, meaning the United States i the
majorily of cases, Residency taxation 100k prelerence over source couniry rights Lo

tax. Furthermore, US transfer pricing policies maximized residual profits that could be reparted
by the country that held the intellectual preperty and was the source of capital and equipment,
and s0 to further this policy the US tax treaties sought to require source countries to eliminate
withholding taxes on interest, rents, and royaltios in deference 1 the home country’s sole right to
assert taxing jurisdiction over these itoms of profit. The United States also relinquished its own
withholding tax righis as a reciproces] measure, but again the trade flows were tilted in lavor of
The Thnited States. Tn hearings before the House Ways and Means Committee in 1930, Professor
Thomas Sewell Adams testified that the reduction in US withholding taxes was of no significant
concern hecause the United Stales treasury would be the net beneficiary iFboth countries reduced
sourced based withholding taxes since the Uniled States was 2 net capilal exporter,

Thus, although the US source country tax righls have been purposely subordinated, this
concession was made in the context of Lthe United Stales government expeeling that a gpreater
amount of residuul profils would fow into the Uniled Siates (reasury because of the reciprocal
subordination ol the source counlry lax rights of olher countries. Today, the trade Dows are
reversed with the Uniled States Linding itself in the posture of & signi(icanl net capilul importer.
Furthemmeore, nol surprisingly, taxpayers huve reacled Lo these generous inbound tax rules and
have taken Bl advantage of them. Today. inbeund investors can use an offshore iax-lavored
subsidiary o wansact with their US affiliate so thal US origin profits can be camed in @ country
that chooses not to tax offshore income. This committee received testimony fast month about the
fact that many countrics have adopted territorial tax regimes. (riven that this is the casc, the
United States” continued willingness to allow base crosion payments to cscape any US source
country taxation allows large amounts of US origin profits to become Homeless Income duc to
the fact that many of our trading partners now disclain: taxation of exwraterritorial income.

Homeless income is a mistake. US international tax policy was formed with the desire to
preveat international double taxazion. This is a worthy objective. B, the desire to prevent
double wxation was never intended 1o have the consequence of crenting Homeless Income out of

¥ See Stalement of Tir. Thomas 8. Adams, Hearings on HR. {0163: A Bill ip Reduce Tiernationat Double Taxation
before the House Ways and Moans Commitiee, 7 Cong. 23, Sess. at 47-48 (March {, 1930), repriaied ar Sall of
the Joint Committee on Taxation. Legislative History of United Skites | nfons (Vol, yat 33-34 (1962).

w
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US origin prefits. 1n 1923, g group of cconomic experts issued a report to the League of Nalions
indicating their belief thai over time thal a signiflicant majority of countries would eventually
choose Lo tax their companies on a workdwide basis,” and so relinquishing source country
taxation would serve only to shifl the incidence of texation but would not be expecied to change
the amount. But, the world bas evolved in exactly the opposite dircetion with many of the
United States trading partoers adopting territorial tax regimes. [ncome carned in the United
States economy should bear one level of 1ax, and the assumption should now be that it won't be
taxed anywhere else.

Homeless Income is a mistake that costs the United States treasury significant tax revenue. This
niisiake places inbound economic participants in & better econoniic position versus US
companies that do not have these sume buse erosion opportunities. [f lett unfixed, this state of
affairs will cause US companies to become prime take-over candidates or encourage them o
engage in self-help efforts to transform thamselves into the tax-favored economic participant.
Again, the corporate inversion phenomenon 18 merelv telling us what we already know.

Congress has reacted to this inbound advantage in the past by enacting targeted measures such as
Seetion 163(}) and Section 897, but those remedies do not represent a comprehensive approach
to protecting the 1JS tax base from the full range of potential tax base erosion payments that
exist. The basic issue is the following: inhound companies can utitize multiple avenues for
stripping earnings from the United States 1ax base with the benefit of creating Homeless Income
out of a significant portion of their US origin profits. Efforts to atlack this problem threugh the
Subparl I regime may close (his buse erosion leophole for the inbound sctivities of US
multinationals, but these Subpurt I reforms do nothing 1o chunge the iimdamental loophole for
the inbound aclivities of lureign-owned multinativnals since (hese mullinationals are generally
not subject W the US subpart I regime. And, what is worse, attacking the Homeless lncome
problem via subpart I' reforms are anli-competitive because they ereate o greater disparity
between US multinationals versus foreign-owned multinationals. Thus, we need a policy
response Lhat protects the US tax base against base erosion payments regardless ol whether the
inbound base erosion strategies are conducted by a US multinational or by a foreign-owned
raultinational.

3. Base Protecting Surtax’
In my view, the United States should consider imposing a gross “base profecting surtax™ on any

base erosion payment made by a US pavor to a foreign affiliate. The existing US wansfer pricing
rules have done a fairly pood job at ensuring that the routine operating profits of US affiliates are

s Report on Double Taxation to the Financial Commiilee ol the League of Naions,” League of Nations Doc. F.FS.
T3IF 19aL st (Aapel 5, 1923),

* This proposal is morc [uily developed in an unpublished maouscripl entitied Brot Wells & Cym Loweld,
fmternational Tax Reform: Source and Coflecdon ave the Linchpiny " (unpublished manuscript).
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reported in the United States, bul those rufes have nol been successlul at ensuring thai Lhe
residual profits created by activilics in the United Stales are laxed in the United Slates. fo
correct Lhis situation, (he presumption should be that base crosion payments strip residual profits
from the United States and a net basis tax of thirty-five pereent {35%) should be owed on these
residual profits until proven otherwise. The surtax rate would need to be determined, bot let’s
assume tor this discussion that a ten pereent { 10%) surtax on the gross amount of a basc crosion
payment represents a reasonable uptront estimate of a net thirty-five pereent (35%) rax after
considering allocable expenses.*

If the inbound muitinational thinks that the [0% surtax s excessive versus the tax that would
have existed had the residual income been subjected to a 35% net basis tax after considering all
appropriate deductions, then it can disclose s foreign compuny's books and records so that the
IRS can correctly determine the actual residual net profits that deserve o be taxed in the United
States. Tf the taxpayer proves their case, then a refund of the excess portion of the surtax could
he given.g

When assessing the appropriate amount of' US tax that should apply on residual profits, the
United States should use either a formulary apperticament or a protit-split methodology to
engure that the United States is able to tax its fair share of the residual profits of the combined
global income. Furthermare, in applying these transter pricing methodologies, a functional
analysis should be performed to determine which country is entitled to tax the residnal income,
and untif proven otherwise the United States should start with the premise that the residual
profits are Homeless Income and should be taxed in the United States since they arose from the
United Stales. As u general matier, countries lax the Lmetions (hat actually oceur in their own
counlry, so the United States should nol allow base crosion payments o escape US luxing
Jurisdiction unless it is satislied thal some portion of the residual profits are rightly attributable o
the functions performed in the other country, Because this propesal uses exisling transfer pricing
concepls of profil split or formulary apportionment Lo caleulste the Gnal 1ax, it salisfes the
wuideposts of Article V1L of the US lax weaties that require the United States Lo coliect tax only
on the profits that are attributable to the United States.”

Thus, the presumption is changed. This proposal prevents Homeless Income bofore it is ereated
beeause it colleets an vpfront surtax on the gress amount of the basc crosion payment. If the

* For the halance af this testinmony, T focus on how e base protecting surlax would particudarly apply 1 mbound
axpayers ghaen thal inbound issues ave e focus of loday’s heatine, but il should be noted 1hat Hus proposal applics
to all base crosion paynuetts and not just to base crogion payments of inbound taxpayers. As such, this proposal
would also serve to address siteations where US mullenationals might attempt to earn excess residuat profits m an
ollshore loreign afliliale through base erosion payments made 1o thal Toreign alTiHale,

? The TRS could alsa be given zulhorily to reduce the hase protecting surlax (o a dower amount i1'ils application
would be paricularty excessive by providing a Base Clearance Cerlificale on the condition that the inbound
coinpany provide is forcign books and records asd participale in a revicw process,
" See, e, Article VIL2) of the US Model ncome Tax Convention (Movember L3, 2006),
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[oreign alfiliste of a foreign-owned multinationsl does not wish (o disclose their offshore books
and records, then at feast o 10% gross surlax is vollected and reluined. Bul, for many inbound
nmuiltinationals, this proposal would creale an incentive w be transparent and o work with the
1RS to detesmine the correet amount of tax that is due on the residual net prefits arising fom
their US inbound activities. Because current law allows base crosion payments 1o become
Homcless Income, the IRS is Ioft in the unenviable position of tryving to detend the US tax hase
against a zero tax result through costly and expensive audits where they may have difficulty
obtaining forclpn books and records. An upfront surtax changes the incentives.

The intent of this recommendation is to ensure that residual profits do not get allocated away
from the US taxing jurisdiction unless a teue functional analysis is performed that considers the
overall profits of the global company using a combined ransfer pricing methodology. Protecting
the LIS tax base against tax base erosion serves the goal of addressing the Homeless income
problem and serves to further the goal of not allowing inbound companies to create a comypetitive
advantage. If inhound economtic participants did not have a tax advantape over their domastic
competitors, then the tax advantage of locating jobs overseas in order to supply products to the
LIS marketplace would be reduced. To the extent that this proposal eliminates g tax handicap
and equalizes the playing field for all economic participants, this proposal should serve to ensure
that no US economic participant receives an unfair tax advaniage and thus tax competitiveness
concerns are addressed. Finally, to the extent that the United States can better coltect taxes an
inbound activities so that Homeless Income does not get created from US base erosion payments,
such un effort would provide a seurce of much needed (ax revenue by closing an unnecessary lax
loophole.

Thank you aguin for the opportunily Lo tesiify.

[

———

Chairman TIBERI. Thank the three of you for your great testi-
mony. I have got a question for all three of you, and I will start
to my left here.

You have all talked about—in either your written testimony or
your verbal testimony—that we have the—we have a comparatively
high U.S. corporate tax rate, compared to our competitors around
the world. And there are incentives that multinational companies
doing business in the United States have to transfer their income
overseas.

What do you suggest we can do, through tax policy, to change
that incentive?
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Mr. HUFBAUER. Thank you, Chairman Tiberi. Here I think
there is a sharp difference between Professor Wells and myself. We
used to have a worldwide tax system as our concept of the norm—
and I wrote about that in my testimony, I didn’t have time to dis-
cuss it. The worldwide tax system has long not been the norm. It
is now only followed by about six countries, none of which have the
high tax rates which the U.S. imposes.

We are out of step, it isn’t that the world is out of step. And we
cannot go back to 1960, when the United States dominated the
world, not only militarily but economically. We are now in a very
competitive situation, as you well know.

So, my answer to your question is we have to get our rates down
to where other countries are, which is if we are going just talk
about the OECD countries we need to cut at least 10 percentage
points, and I would say 15 percentage points, off the statutory cor-
porate rate. If we want to talk about China—and many people do—
it has to go further. We are way out of step. That is the biggest
single thing. And I think that is where the attention should be fo-
cused, not on trying to, as I put it in my testimony, build a moat
around a U.S. tax system which is out of step.

And it is not just out of step with China, it is out of step with
Canada. Canada has a far more competitive tax system than we do.

I am just focusing on the rates, but I could extend that to many
other dimensions, particularly research and development, a favorite
subject of mine, or expensing of equipment, or whatever. I mean we
are just a country which does not use its tax system to encourage
investment, either in physical capital or intellectual capital. Thank
you.

Chairman TIBERI. Thank you.

Mr. STRICOF. It is very difficult for me to address policy issues,
as a tax technician. I am not a tax lawyer; I am just a tax account-
ant. But let me give a little bit of my view on this.

There is a big competition for capital in the world. People have
choices as to where to deploy their capital, where to earn their
profits. If you have a choice of employing your capital in a place
where you can pay a 20 percent tax rate, or a place where the com-
bined federal and state rate is easily 40 percent, where would you
want to earn your profits? It is a very simple, methodical type of
analysis, and a number of companies do that type of analysis when
deciding where they can put their businesses.

Unlike Nestle, which has to put a lot of its business where the
consumers are, a lot of other types of activities can be put any-
where in the world. The point made for Falcon Jets. They could be
manufactured anywhere, and they can fly here to be purchased by
U.S. consumers. So I think you have to look to see what is going
to encourage people to invest here.

I would also like to address a comment that was given to the ear-
lier panel, which was, “If there was a choice between lowering the
corporate tax rate and getting rid of the R&D credit, what would
you do?” Here, in this environment, I think you have to look and
see what other countries, for example the UK, Netherlands, and
many others have done. What they have done is they have lowered
their corporate tax rate, and also provided incentives for R&D.
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They have their patent box regimes and other regimes that encour-
age specific activities, as well as general activities.

Chairman TIBERI. Thank you.

Mr. WELLS. It is a very important question, Chairman. Let me
say that my comment earlier was not to say that I pine for the
days when residency taxation were better. I just want us to under-
stand why we thought it was good to allow earnings stripping in
the past, when the U.S. was the dominant source of capital, and
would be the beneficiary.

What we find today is our tax rates are high. I agree with Mr.
Hufbauer on that point.

But focus on the testimony you heard earlier. Nestle had an ef-
fective tax rate less than 10 percent worldwide in their financial
statements. How can it be that a consumer food company in the do-
mestic economies of the OECD can get less than half the percent
of the tax rate that this committee is discussing?

It is because—they have told you already—their ability to strip
earnings out of the U.S. economy and other countries allows them
to achieve an effective tax rate that is significantly below the rates
we are talking about. I don’t disagree with Mr. Hufbauer saying
that lower rates would be a better system. But it is not going to
be low enough to cause anyone not to want to earnings strip.

Now, Mr. Hufbauer said China has a more favorable regime. But
let’s remember they have withholding taxes on interest and royal-
ties, and have refused to give zero tax treatment to those types of
payments cross-border. So we can learn from China. There is no
question that when someone earns profits from the U.S. activity,
it should not escape total taxation.

And the other point I would make is this, that if we allow in-
bound investors to have a significant competitive advantage versus
their U.S. competitors, the corporate inversion phenomenon is tell-
ing us the result. We must treat U.S. companies the same. And if
they are going to pay a full U.S. tax on U.S. business activity, then
we must have a system that causes inbound taxpayers not to pay
more than their fair rate, but at the same time to pay at least the
same rate. If we don’t, we are rewarding winners and losers un-
fairly. And the ability to have interest stripping and royalties strip-
ping is a benefit that an inbound company has, that Nestle has,
that others have, that U.S. companies that are U.S.-based do not
have.

Thank you for the opportunity.

Chairman TIBERI. Thank you. Mr. Wells, I want to follow up.
Thank you for your thoughts, too.

You wrote an article about a year ago in Tax Notes—and I want
to quote from it—regarding our corporate tax rate and our world-
wide system. “Disadvantaged ownership of capital by U.S.-based
multinationals creates an incentive to shift that ownership away
from U.S.-based companies to foreign-owned competitors, and the
recent empirical studies suggest that this possesses a significant
threat to U.S. domestic job creation.”

And your article goes on to state that the U.S. should move to-
ward a territorial system that exempts active foreign income. Do
you still believe that, and can you expand on that?
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Mr. WELLS. Yes. What I was saying in the article is that the
ability for U.S. companies, or the inability of U.S. companies to be
able to earn income in the same low-taxed environment that for-
eign-owned companies have is a competitive disadvantage. And we
should expect that foreign-based companies would have an oppor-
tunity to take those companies over to the extent there are
synergies for them to acquire them.

A territorial regime versus our existing regime is—there are pros
and cons to either approach, okay? And if you had a territorial re-
gime as the premise of what this committee wanted to propose, it
would be incumbent on this committee to make sure that there
were base-protecting measures that would protect the U.S. tax base
from being able to be eroded by all taxpayers. In a territorial re-
gime, the opportunities to erode the U.S. tax base would exist for
every participant. So, it would be a challenge that this committee
would be required to take, because everyone would be in the same
position.

But the point I think the committee should consider is whether
it’s a territorial regime or a worldwide regime, certainly how we
tax inbound activity should try to achieve comparable results for
each economic participant, whether they are a U.S. company or a
foreign company. How you treat outbound activities and the dis-
parity between U.S. multinationals and foreign multinationals in
third countries is a harder question.

But certainly taxing the inbound activities, we should attempt to
have a horizontal equity between each of those two companies.

Chairman TIBERI. Mr. Stricof, can you comment on that issue?

Mr. STRICOF. Most certainly. Foreign-based companies, the ones
that invest in the United States, are largely in developed countries.
As was pointed out by Nancy McLernon in the earlier panel, China
represents less than one percent of all foreign investment into the
United States. So, where is this money coming from?

The money is coming from Germany, from France, from the UK,
and others. And each of these countries has effectively decided that
their equivalent of subpart F—because most of them have that—
do not really need to cover the type of income that is being talked
about as being earnings-stripped. And, instead, must view that
money as being more important to come into their local country
however, and then be redeployed in their local economies.

And what is that doing? I don’t see where the UK is suffering
nearly as much as the U.S. or France or Germany or any of a num-
ber of these other countries that have these significant rules. I see
the money coming back to those home countries, and being rede-
ployed in their businesses.

When it comes to base erosion, what was commented upon was
two or three different factors of base erosion. There are manage-
ment service charges, there are rent and royalties, and then there
is interest expense. When it comes to management charges, I per-
sonally do not see management charges coming into the U.S. to the
same degree as I see management charges going out from the U.S.
by U.S.-based multinationals.

When it comes to rent and royalties, IP is usually centrally lo-
cated in a country where the company is based. It is appropriate
to charge a rent or royalty for the use of IP, just like U.S. multi-
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nationals, if the IP is owned by the U.S. company, charges out for
the use of IP. While payments for IP are base-eroding, I imagine
in concept, they are really not base-eroding with the same negative
connotation that has been given.

And, as I have already commented, in respect of interest expense
it is difficult to say whether U.S. companies are eroding their tax
base any more than anybody else. There is just no empirical evi-
dence of that. Thank you.

Chairman TIBERI. And finally, Mr. Hufbauer.

Mr. HUFBAUER. Thank you. I guess the first point that would
be made is when it comes to base erosion—and I have written
about this at length—my big concern is the erosion of the personal
income tax. And quite a bit of legislation has been passed by Con-
gress. Some of it maybe goes too far, but it is in the right direction
to not have U.S. citizens or residents avoid the U.S. tax system by
putting their assets abroad. That, to me, is the big concern.

In terms of base erosion by corporations or business firms, they—
I think the only area of important concern is interest payments, for
the reasons that Mr. Stricof said. Royalty—I mean our interest, our
national interest in royalty, is exactly to keep the rates very low,
because our royalty income from abroad of all kinds—trademark,
copyright, intellectual property patents, or whatever—is huge com-
ing in, and rather small going out. So, if you have a system where
a goose—you know, sauce for the goose is sauce for the gander—
we want to get those rates low.

In addition, I would commend to the congress to think about the
kind of patent box system that Netherlands and a few other coun-
tries have introduced, not only to keep the rates low, but to tax
that kind of income at a very highly preferential rate here in the
United States to encourage R&D. That, to me, is a meaningful
R&D encouragement which we should have, and we don’t have.

But turning briefly to interest income, this is a very—you might
say it is homeless on a worldwide basis. The tax rates are very low,
and I have written about that extensively. They are low here in the
United States, they are low abroad. It is a low-tax form of income.
It has kind of distorted debt equity ratios globally. It has contrib-
uted to our financial crisis. I think it is a problem, and I think, if
you are going to worry about erosion, it really should focus on the
interest side of the whole picture.

Finally, let me say that I—Professor Wells and I are in total
agreement, I believe from the excerpt he read, on the necessity of
having a territorial system with a view to U.S. outward invest-
ment. So we are in very close alignment there. Our current system
is quite discouraging to U.S. companies, by comparison with com-
panies based in almost any other country.

Chairman TIBERI. Thank you, all three of you. I will yield to the
ranking member, Mr. Neal.

Mr. NEAL. Thank you, Mr. Chairman. Let’s go back over a cou-
ple points that have been made here.

Professor Wells, you are pretty blunt in your testimony that for-
eign owned multinationals have a competitive advantage in the
United States because they are foreign owned. You go on to say
that that tax advantage afforded to inbound investors arises be-
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cause of their ability to erode the U.S. tax base through base ero-
sion payments.

What about a specific example, and how prevalent is this?

Mr. WELLS. I can give you several specific examples. One was
when I was vice president, treasurer, and chief tax officer of an
S&P 500 company. I saw half of my peer group invert. And I read
the public statements. Why did they invert? Why did they want to
become foreign multinationals, when it was a paper transaction?
And what they said was is that they needed to get at the same tax
rate as their other competitors. That was the reason they did it.
That was their public statement.

So the first thing I would say, Mr. Neal, is that—the inverted
companies are telling us why they did it.

The second thing, in the article that the chairman referred to I
said, “Well, let’s test whether what they said was right.” So I took
the five-year average tax rate for the inverted companies in my
peer group, and I compared it to Schlumberger, the Behemoth in
the oil field services sector. And I said, “What do their tax rates
look like?” And they were within half a percent. Imagine that. They
got to within a half-a-percent. Now, their tax rate dropped from 37
percent, the average of these companies pre-inversion, down to 20
percent post-inversion. But the 20 percent post-inversion rate was
on par with their other foreign competitors. So, I would say that
subsequent experience helps us understand.

But then there were other acquisitions that I talked about in the
article, namely Schneider’s acquisition of Square D, or the Nestle
transaction that you just heard about, their acquisition where they
pushed debt into the U.S. target company. The ability to lever their
acquisition, and to strip interest out of their U.S. affiliates by inter-
company transactions, allowed a significant portion of their U.S.
business profits to leave the U.S. and to go to a low-taxed country.

And so, I think that we are getting enough anecdotal evidence,
both from the testimony you have heard today, the subsequent his-
tory of what the inverted companies’ tax rates look like compared
to their other competitors, and just knowing that the tax planning
tools between inverted companies and foreign-owned companies are
the same.

I think that the inverted companies have done this committee a
great service. They have given us a knowledge about the cause-ef-
fect dynamics of why their tax rates went down, and why it went
down is because they are a foreign company with the same tax
planning tools as al other foreign companies.

Mr. NEAL. Mr. Stricof, you—and then Mr. Hufbauer, would you
like to offer your analysis?

Mr. STRICOF. Sure, thanks. I think there are some very valid
points that have been made. I think that when you look at the com-
petitive advantage a foreign company may have, a lot of that has
to do with capital flows, whether you talk about them as base-erod-
ing payments, or whatever. And one of the major problems the U.S.
entities have, as compared to their global competitors, would be
solved effectively by territorial taxation.

What happens in, say, Nestle—and I am not trying to use Nestle,
other than everybody else has, so I mean no disparaging remarks.
What happens; Nestle decides to make an acquisition, or any com-
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pany decides to make an acquisition that is based in any country
in the world except the U.S. How are they going to fund that acqui-
sition?

They can take money from all the other countries they have in
the world, repatriate it to their home country at virtually zero tax-
ation; in most of the free world such a repatriation of profits is ei-
ther tax free or they have a 95 percent exemption of that income
coming back, which they can redeploy in the acquisition.

What I find—and I do strategic acquisitions, I don’t do leveraged
buy-outs or other things like that, I do a lot of strategic work—I
find that when you are doing acquisition planning, who is going to
win that acquisition? U.S. companies go after the target; foreign
companies go after that target. Whoever has the best synergies
from a true business perspective is who actually wins the deal. It
has very little to do with the taxes.

If there are base-eroding type payments in the form of interest
expense that comes back to the parent country, it just allows the
foreign multinational to redeploy that cash. And therefore, they
have more cash available to do the acquisition. I don’t think it is
really the fact that it is zero-taxed as much as that they can get
the money back to where they need it to be.

Mr. NEAL. Mr. Hufbauer.

Mr. HUFBAUER. Thank you. About 40 years ago, when I was
in the Treasury, one of my early tax articles was on the theoretical
possibility of inversion. Well, it was theoretical in the 1970s and,
as Professor Wells and others have said, it is something of a reality
now.

But my recommendation, as I have said more than once, is to im-
prove our own tax system as the major answer, rather than addi-
tional moats, as the major answer. I am not saying that we
shouldn’t have some moats—and we have some which have been
put in by Congress—but the big issue is not the handful of corpora-
tions which invert. Yes, that is an issue. But the big issue are the
global 1,000 corporations of 2020, and where they will locate.

I believe there is a very strong synergy between corporate head-
quarters and R&D and the rest of the economy. We want as many
of these corporations who are yet to grow and yet to come on the
scene to locate here, in the United States. And our tax system is
a disadvantage, for reasons that have been said in more detail than
I can say.

And we should think about that, and really concentrate, in terms
of inversion, on what I would call crystal clear abuses, but not try
to reinvent, in its erstwhile glory, the worldwide tax system as it
was conceived by Peggy Richmond, a very distinguished scholar of
an earlier era, back in the 1960s. We are not going to go back to
that world. Thank you very much.

Mr. NEAL. Mr. Wells, there are some who have suggested that
if we tighten the rules on earnings strippings, it is going to discour-
age foreign investment. What is your take?

Mr. WELLS. Okay, I have several comments. The first is that if
an investor is told that they will pay the same taxes every other
American, whether they are foreign-owned or domestic-owned, and
that is a discouragement, well, then we have a fundamental prob-
lem, Neal. Because if we will give someone a tax preference in
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order to be here, then we should expect all of the economic activity
to be transformed. Mr. Stricof and others in the accounting firms
will do a fantastic job of reshaping America into the most preferred
investor into this country.

So, we have to start with the premise, in my mind, that we do
not want to discriminate against foreign investment, but we cannot
allow economic participants to have an unequal playing field.

Now, on the point earlier about residual profits and royalties, I
think that is an issue for this committee to think through. We re-
linquished our source country taxation right to tax residual profits
because of what was said earlier, because we expected more to
come back to the U.S. Treasury, and we expected the other home
countries to tax those earnings.

But if your committee sees that the other country is not taxing
those residual profits, that they are escaping taxation and result in
no taxation, then the fundamental reason we decided to not have
source-based taxation—namely, to allow the other country the pri-
mary right to tax these profits at their normal rate—that assump-
tion is off. It is wrong.

And so, if we are going to have comparable treatment in a world
where the other country doesn’t want the deference, then you have
to think, well, what does today’s world look like? In the post-World
War I era when we had these treaties coming about, all of the
World War I victors were wanting to fund their war debt, and they
would tax the residual profits. But as Mr. Hufbauer has said, resi-
dency taxation is now leaving the earth.

And so, why do we believe that other countries will tax this off-
shore income? And if it is a competitive disadvantage, then we
must do something about it.

So, what I would urge you to think through is not just the ques-
tion of what we are going to discourage. We need to have com-
parable treatment. And I don’t think that comparable treatment is
going to cause anyone to not want to invest in the United States.

Mr. NEAL. Thank you. Mr. Stricof or Mr. Hufbauer, would you
care to comment, as well?

Mr. STRICOF. One has to decide what is the goal. And if the
goal is to encourage foreign investment into the U.S., to promote
job creation, to promote capital investment, anything that one does
that restricts that will prevent that result from occurring. That is
what I think.

If you look at the companies that are making the most invest-
ments in this country, you look again—just like I said in my earlier
response to a question, you look at Germany, you look at the UK,
you look at all these other countries. The capital flows are going
back to those countries in a tax-efficient a manner. I guess the con-
cept that is being expressed by Mr. Wells is the U.S. should be the
tax police of the world, which we have heard about before. I don’t
know what makes the U.S. the tax police of the world.

If the foreign jurisdictions that are earning the income choose to
tax that income or not, why are we trying to interfere with that?
I understand that in treaties, treaties are bilateral, and that they
are supposed to ensure that there is no double-taxation in the
world. The U.S. side of the deductions are appropriate levels of de-
ductions. That is what I have testified to already, that is what
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Treasury effectively had no qualms with in the case of historic in-
vestment into the United States. If those other countries choose to
allow their own country—not to tax that income, why do we care?

Mr. NEAL. Mr. Hufbauer.

Mr. HUFBAUER. Thank you. Let me approach the question from
30,000 feet, starting at the Sierra Nevada between California and
Nevada.

I think it is a matter of sovereignty that Nevada has decided not
to have a corporate tax, and it is a matter of sovereignty that Cali-
fornia has, I believe, one of the highest corporate taxes amongst
the 50 states.

I don’t regard a low level of corporate taxes as an unfair advan-
tage. It is a matter of what is within the competence of state juris-
diction or national jurisdiction. So, in my view, if Ireland has a
12%% percent rate, that is not Germany’s problem. And it is not the
U.S. problem. That is Ireland’s own decision. And I do not think
it is our job to try to recapture the income which was somehow not
taxed by Ireland.

Or, we can go to a more extreme case, the Caymans. They have
a zero corporate tax. I don’t think it is our job to somehow try to
claw back or cajole the Cayman Islands into coming up to the U.S.
corporate tax rate.

I do feel it is appropriate for the United States to go after money
laundering, drug money and personal tax evasion. But I am pretty
strong that the choice of a corporate tax rate between zero and
whatever is a national sovereign decision, or a state decision.

And then I back up from that, still staying at 30,000 feet, to say
that tax competition is healthy for the world, yes healthy for the
world. Tax competition at the corporate level, I think, is good for
us because it takes us off the notion that, as Senator Long, whom
I remember quite well, said, “Don’t tax you, don’t tax me, tax the
fellow behind the tree.” Well, tax competition takes us away from
that notion that there is somebody out there who is going to pay
taxes, but not us.

So, that is my 30,000 view. Thank you very much.

Mr. NEAL. Well, let me meet you at 30,000 feet. Would you—
and I am interested in your comment, obviously—would you argue
that a $27,000 post office box in the Cayman Islands or another
foreign jurisdiction is a legitimate corporate address?

Mr. HUFBAUER. It depends on the kind of activity that is going
on there. But according to data that I looked at, there are far more
post box corporations in Delaware than in Cayman. And I believe
that that is within the appropriate rules of a country. I am not
fronting for drug lords and money launderers. But if it is open,
transparent, yes. It is okay in Delaware, it is okay in Cayman, by
my view.

Mr. NEAL. So you would suggest that an American corporation
that decides to set up shop—use the example of Bermuda—with
simply a post office box and no employees is a legitimate under-
taking?

Mr. HUFBAUER. If that is what the Bermuda law permits, yes,
I will assume that it is. I am not certain on Bermuda law there.
But if that is a legitimate corporation under Bermuda law, yes.
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Mr. NEAL. And how am I to respond to those moms and dads
who have children in Afghanistan and Iraq, that those post office
boxes are used to evade American taxes?

Mr. HUFBAUER. Well, if you define it as evasion, which takes
me back to the money laundering or improper reporting, absence
of transparency, it is totally inappropriate.

But the threshold question: Is it evasion? And here we come to
a related question, the degree of transparency. And as I under-
stand it—I won’t go to Bermuda, but for Cayman, as I understand
it, they have a very tight relationship with our Justice Department,
reporting all financial transactions in which the Justice Depart-
ment is interested, which probably reflects what the Treasury De-
partment is interested in, as well.

And so, if we are not into that realm of transactions which are
what I would call evasion, yes. It is all right.

Mr. NEAL. Thank you, Mr. Chairman.

Chairman TIBERI. Gentleman from North Dakota, Mr. Berg, is
recognized.

Mr. BERG. Thank you, Mr. Chairman. I appreciate the panelists.
Thanks for being here.

I would like to crank it up to 50,000 feet, though. You know, I
have been watching tax policy for 30 years. I have just been in con-
gress a few short months but, I mean, I couldn’t—I just want to
make the point I think there is always unintended consequences.
I don’t care how much time and effort Congress and staff and peo-
ple can do to write tax law, you just can’t get it perfect. And what-
ever you do, you create opportunities—call them loopholes or call
them whatever—but the code is what it is.

And again, as we are talking about, you know, interest stripping,
as we are talking about how, again, people are following the law,
but they are doing it because we have a law that—saying we are
not going to tax you if you do these things, and you try and fix
those, you create other problems.

And I guess I just wanted to make the point that I think, you
know, our chairman here and Chairman Camp, our objective is to
simplify the whole tax structure. If we, in fact, get back to a real
simple—again, 25 percent, rather than a 35 percent, it makes us
more competitive. And rather than having chapters and chapters
and reams and reams of exemptions, maybe we don’t have as many
exemptions. Maybe it is pretty simple, it is pretty black and white,
working towards a territorial system.

And just again, simplifying the tax law—again, for those people
that make money in tax law and the changes in the regulations,
that may not be good, short term. But I just believe that that
would, again, help business focus on making decisions that are
good for business and good for customers and good for profits, and
not necessarily having to second guess those business decisions,
based on taxation.

So, having said all that, I would like to kind of step back also.
And I believe in best practices. And so we have talked a lot about
what we can do to change. But I would like to look at the other
developed countries around the globe, and say—and I would like
each of you to kind of respond to this. And I don’t want to look at
today and I don’t want to look at yesterday, but I want to look to
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the future and say which countries have the right tax environment
that we are going to have to compete with in the future, here in
the United States?

And so, if we just could—again, if you could say, “Here is a coun-
try that I think is going to be where capital is going to flock to,
what could we”—just share that with this committee, and so we
can say, okay, here is something we ought to look to.

Mr. HUFBAUER. Thank you. That is a good 50,000-foot ques-
tion.

I guess I would say the big missing part of the U.S. system—and
I understand the unpopularity of it—is a national consumption tax
coming under various names: a goods and services tax, a value-
added tax. And we are, again, way out of step with the world. I
think it is quite harmful to our position as an exporter. Also it
makes it very difficult to collect the revenue which our country ap-
parently needs to run the projects that we want.

So, what I would look to would be a country such as Canada,
which has put in a GST. The rate isn’t terribly high, but it is a
revenue raiser. Canada has reduced its corporate tax. And, impor-
tantly, what Canada has done on the corporate tax—and this
comes from the Canadian constitutional system—is to let about
half be collected by the provinces. And I think that is quite appro-
priate, because then provinces can decide, in my model of tax com-
petition, whether they want a high corporate tax, which Ontario
does, or a low one, which Alberta does. Let them decide. Alberta
relies more on oil royalties, obviously.

So, I would put Canada as a model in the business tax area. I
am not talking about the personal tax, and I will not get into the
personal tax. I would also name Australia as a model. Australia
has done a lot of reform over the years, rather similar to Canada.
I don’t think the U.S. can emulate Ireland. I think Ireland had a
great model for a small country. I don’t think we can go down there
probably in the near future.

I do want to emphasize—and this is possibly in response to Con-
gressman Neal’s question to what Mr. Wells says, I don’t want to
tolerate what used to be called personal foreign holding companies
way back in the 1930s, which become incorporated pocketbooks for
U.S. individuals to take their money abroad. I really want to keep
the personal tax system here.

And I also am quite sympathetic to putting withholding taxes on
interest payments on a negotiated basis under treaties. Thank you.

Mr. BERG. Thank you.

Mr. STRICOF. For somebody that could only fly at, what, about
10,000 feet, you are doing pretty good at getting to 50,000 feet.

I have to repeat one statement before I continue, and that is that
I don’t know anything about tax policy, I am not good at tax policy,
and I am not promoting any specific tax policy. But I can tell you
what I think is going on as a best practice method in various coun-
tries.

And, again, I go back to the developed world and what are they
doing? They have all dropped their corporate tax rates, universally.
Even Japan is talking about, or has already, dropped their cor-
porate tax rate. Everybody with possibly the exception of Japan—
has instituted, as well, a major R&D incentive.
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I think that one of the things that made this country great and
allowed us to make so much external investment in the 1960s is
we owned the intellectual property of the world. We were the most
innovative, the most creative, best educated, you name it. That was
the United States. And, therefore, in the 1960s we expanded dra-
matically around the world.

So, how do we make that happen? I can’t tell you. That is a pol-
icy issue. But I can tell you that whoever wins that, 20 years from
now will be looking back and be the ones that are saying, “Yes, I
did it right.”

Mr. WELLS. Representative Berg, I think dropping the rates is
probably a good suggestion. Whether territorial is the answer with
safeguards to the U.S. tax base or a worldwide regime, that is
something that—I think either regime could work—but the com-
mittee needs to be very careful about.

I think that we don’t want to be the tax police of the world. But
we are out of the 20th century, and the 20th century thought was
that we should allow base erosion payments because the other
country will tax the residual profits on a residency basis, and we
don’t want double taxation. The world today is double “no tax-
ation.” And to the extent that double “no taxation” is a loss of rev-
enue, that is unfortunate for the congress.

But what I am most concerned about, and what I hope you leave
the hearing with is, if one competitor has a no-tax result, and it
is a significant part of their U.S. business, that is a competitive-
ness issue. And that is more than just losing revenue that is des-
perately needed for our country. That is a competitiveness issue.

So, as you think about designing a system, if we can have every-
one pay a single level of tax, and defer or allow profits to be trans-
ferred or stripped to an offshore location only when it is a real
country that is really going to subject those profits to a tax at the
20 to 30 percent rate that you have been discussing, then that is
fine.

But if someone is able to strip profits to create zero taxed in-
come, and they are the competitor that can do it and the next com-
petitor cannot, then I can tell you what the next generation of busi-
nesses in America is going to look like. They are going to look like
the first person.

And that is what I would urge you to consider, that as we think
about what corporate reform looks like, that it should attempt to
get at an equalized tax rate among all economic participants, or we
would expect to be the one creating the economic participants of
the next generation.

Mr. BERG. Thank you. I have one other follow-up question. And
again, everyone is looking at risk versus return. We could have
high tax rates, but if every foreign investor was guaranteed a super
return, we would have all kinds of money. And you know, having
said that, we are assuming that things are—the return is pretty
much even among several countries. How do we encourage—and
other than the rates, regulation, I think, has a place in this, as
well.

And I just want to know if there is any—you know, over the
last—I guess the Obama Administration, if there is any regulatory
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changes recently that you have seen that would inhibit that invest-
ment from coming into the United States.

Again, if we could just—each of you respond, or any comments
on that.

Mr. HUFBAUER. You are right about the risk and return issue.
And this is one of the great strengths of the United States. We
have a very stable legal system. Property is highly respected, com-
pared to other countries. Certainly Switzerland would be in the
same category, but the legal regime of property rights really cuts
down the risk here, compared to a great many countries in the
world. So, that is one of our strengths.

Now, where do we have problems? I am not sure that the Obama
Administration has done anything out of line in this respect. I
think that our tort system, which is being corrected, I believe, by
the Supreme Court—and I applauded the recent Wal-Mart deci-
sion—does create a certain amount of risk for class action suits,
and that sort of thing. I think that risk is actually on the way down
now. That is not because of the Administration, it is really the
courts.

I know there has been a lot of talk about the Dodd-Frank bill,
and has that made banks less willing to loan, and so forth and so
on. I regard that law as a work in progress, where I am sure Con-
gress will return to it if, in fact, it does discourage lending to small
and medium-sized companies. That I have actually looked at. I
think the lending situation today is more because of the financial
crisis than because of any new legislation. But that may be an area
in the future. Let me stop there. Thank you.

Chairman TIBERI. The gentleman may answer the question.

Mr. STRICOF. Well, if I can’t talk about policy, I certainly can’t
talk about regulation.

[Laughter.]

Mr. STRICOF. But what I can do is applaud the effort towards
simplification. And I think anything that simplifies our tax laws
and the enforcement of our tax laws is certainly going to be wel-
come by the business community, as a whole. It has nothing to do
with inbound versus outbound. It is just effectively talking myself
partially out of a job, but I think anything that goes for simplifica-
tion is very good.

But I would caution that the last time somebody decided to have
a tax bill that was labeled “simplification” in it, they took the defi-
nition—I think it may have been—I can’t remember if it was gross
income or taxable income from—it must have been taxable in-
come—from the definition of gross income minus deductions equals
taxable income to a three-page definition.

Mr. WELLS. I have three quick points. And, again, I am not an
economist like Mr. Hufbauer. He is probably the most relevant per-
son to ask. But as a citizen, to me, I think broadening the tax base
and making it simple is a wonderful goal. Everyone should bear the
same or as close to the same a tax for similar activity.

Second, a sustainable fiscal budget. I think that one of the big-
gest challenges for foreign investors today is knowing the fiscal sit-
uation of the U.S. Government. And I think that you are getting
pulled 100 different directions as to what to do. But I think that
foreign investors would be overjoyed to believe that the fiscal crisis
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that may be looming for the country has been dealt with thought-
fully.

And I think the last point would be to know what tax reform will
be. And I think that is not to put pressure on this committee. It
needs to be thoughtful, and you need to take the time to do it ex-
actly right. But I think if companies and other countries knew that
our fiscal house was in order, and they knew what our tax struc-
ture was going to be, and that the tax base was as broad and as
simple as possible, and we treated everyone comparably, then I
think that would achieve the best result for the country.

Mr. BERG. Sounds simple.

Chairman TIBERI. Great way to end today’s hearing. This con-
cludes today’s hearing.

Please be advised that Members may submit written questions
to the witnesses. Those questions and the witnesses’ answers will
be made part of the record.

Thank you. Thank you to the three of you for some really, really
good and educational testimony, a discussion, and I believe it helps
us, again, get more information as we want to move forward on
comprehensive tax reform. I appreciate your time.

This concludes today’s hearing.

[Whereupon, at 12:37 p.m., the subcommittee was adjourned.]

[Submissions for the Record follow:]

Prepared Statement of The Honorable Ms. Berkley

Rep. Shelley Berkley
Statement for the Record
House Ways and Means Select Revenue Subcommittee Hearing on
Tax Reform and Foreign Investment in the United States
June 23, 2011

Today’s hearing focuses on the role of foreign direct investment in expanding the U.S. economy
and creating jobs for American workers. While that has been primarily focused on the tax
environment for foreign investors, [ want to call my colleagues’ attention to the value that
foreign visitors bring to the U.S. economy each year.

Countless reports have shown how the travel industry bolsters job creation here at home.
According to the U.S. Travel Association, inbound travel to the U.S. currently supports 1.8
million U.S. jobs and more than $134 billion in direct travel spending in the United States.
Overseas visitors spend on average $4000 in the U.S. per visit, so if we can increase the number
of visitors to the U.S. each year, we will create even more jobs and further strengthen our
economy.

There are several easy ways we can increase the number of foreign travelers to the United States,
at little or no cost to U.S. taxpayers, including reducing visa interview wait times, improving
planning at our consular offices around the world and expanding the Visa Waiver Program.
There are numerous countries around the globe that are eager to send more visitors to the U.S.
each year, but we simply lack the consular staff and visas to allow them all to come here. Shame
onus. We should never be turning visitors away, and certainly not in this economy. We should
be welcoming them, as they are a boon to our public diplomacy efforts, a boon to our economy
and a boon to our working families who need jobs and a secure economic future.
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Prepared Statement of Brian Dooley

Brian Dooley
CERTIFIER PURLIC ACCOUNTANT
P.0. BOX 685, SILVERADO, C'a 92676

The Monorabie Chairman Tiber
Mouse Ways and Means Commilles
Via email, only

Regarding Tax Reform and Foreign Investment in the United States

Dear Henorgble Chairman Tiberi
and other members of the House
Ways and Means Committee:

Thank you for this opportunity to provide my written comments on tax reform of foreign
direct investments in the Uniled States of America.

As a certified public accountant with a public sccounting practice concentrating on
helping cross barder privately owned businesses, | am concerned by the prejudice

against foreign direct investments found in the intarnal Revenue Code (IRC”).

These prejudices manifest themselves in three areas.

They are:

1. Discriminatory strict laws forcing double taxation Page 1.
2. Regulatory short comings Page 4.
3. Confiscatory estate taxes on foreign direct investmeants. Page 4.

Discriminatory Strict Laws Forcing Pouble Taxation
aka “BRANCH PROFITS Tax”

Enacted in 1988, the branch profits tax was modeled after the domestic accumulated
earnings and profits 1ax, section 531.

Only the foreign husiness is subject o the strict double taxation rules (explained below)
of the branch profits tax. In both the friendship, navigation and commerce treaties and
tax treaties America promise not te discriminate against the foreign business. Yel, in
practice, America does discriminate, as | wiil explain below.

Section 531 and the concept of double taxation of privately owned business have their
genasis in the 1954 IRC. Changes in the IRC allowing Subchapter S corporations and
single member limited liability companies have made section 531 irrelevant. Because of
section 531, rarely does small business select corporation taxation under Subchapter

Page 1 Hearing on Tax Reform of Foreign Direct Investment by Brian Dooley, CPA, MBT



102

c'.

The regulations for section 5§31 allows profits to be accumulated for reasonable needs
of the business, redemption of shareholders and the sophisticated model (known as the
*Bardahl Formula”) that allows a practical accumulation of profits for businass
operations.

The stated purpose of the branch profits tax was to bring about a similar tax treatment
of foreign corporations engaged in a United States business with domestic corporations.
Further Congress and the Senate wanted to promote neutrality by subjecting the U.S.
branch earnings of a foreign corperation to & second level of L5, tax upon a “deemed
remittance.”

As you will discover no real remittance to a foreign heme office is required for the tax to
appiy. Merely the accumulation of profits beyond what the RS deems reasonable
causes the tax to be assessed. The IRS makes this determination using the IR’
hindsight. In writing the branch profits tax regulations, the IRS could have included the
exceptions found in section 531. However, the branch profit tax income regulations
exclude all of the rules found in the section 531 regulations.

Instead regulation 1.884-1(d)(2)(v} provides the IRS the authority to deem that a
remittance ccourred.  The regulation removes any bank deposit from the definition of a
branch asset with the following texi- "Any other deposit or credit balance shali enly be
treated as a U.S. asset if the deposit or credit balance is needed® in a U.S. trade ar
business within the meaning of section 1.864-4(c){2)(iii)(a).”

Uniike section 531, the branch profit tax refers to a regutation (1.864-4) that is not
related to the reasonable needs of a business to accumulated working capital.
Regulation 1.864-4 determines the source of income and not the reasonable needs of a
business to accumulaie working capital.

The assumptions used by Congress and the Senate in 1986 no longer exist. Privately
owned domestic businesses do not incur double taxation. They operale as sither sole
preprietorships or as pass-through entities. They choose this method not only to aveid
double taxation but just as importanily to avoid the overly complex tax law of
Subchapter C.

Publically owned businesses rarely incur double taxation. The average divicdend rate of
the Standard and Poor's 500 corporations is approximately iwo percent. Section 531
has never been applied to a corporation listed on the major American stock exchanges.

Further the branch profits tax applies to the fareign corporation with a branch office in
America or owning a parinership share {which includes ownership in a domestic limited

~An exception is a "loan out” corparation. However, loan out corporations zero out their taxahble income with a
combination of compensation, gualified retirement plan contributions and medical benefits.
7 Emphasis added by author.
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liabilty company). Where the foreign corporation makes the United States its
headquarters, the owners are shocked to discover the branch profits tax applies even
though there is no foreign activity and all of the activity is in America.

Section 884 consists of three main parts:

1. Branch prcfits tax on certain earnings of a foreign corperation’s U.S. trade or
business,

2. Branch-leve! interest tax on interest paid, or deemed paid, by a foreign corporation's
U.S. trade or business and

3. An anti-treaty shopping rule

A fereign corporation is subject to Section 884 by virtue of owning an interest in a
partnership, trust, or estate that is engaged in a U.S. trade or business or has income
treated as effectively connected with the conduct of a {rade or business in the United
States ("ECIN*

{1) The branch profits tax

Section 1.884-1 provides rules for computing the branch profits tax and defines
various terms that affect the computation of the tax. In general, Section 884(a) imposes
a 30 percent branch profits tax on the after-tax earnings of a foreign corporation’s U.S.
trade or business that are not “deemed” reinvested in a U.5. frade or business by the
close of the faxable year, or that are *deemed” disinvested in & later faxable year.

Changes in the value of the equity of the foreign corporation's U.S. trade or
business are used as the measure of whether earnings are deemed reinvested in, or
disinvested from, a U.S. trade or business. An increase in the equity during the taxable
year is generally freated as a reinvestment of the earnings for the current taxabie year,
a decrease in the equity during the taxable year is generally reated as a disinvestment
of prior years' earnings that have not previously been subject to the branch profits tax.

The amount subject to the branch profits tax for the taxable year is the dividend
equivaient amount. This amount is the reduction in the net worth of the U.S. branch.
Form 1120F inciudes & place for the computation of the reduction of the net worth. One
may feel that by merely keeping alf of the net profits an the U.S. branch in America, one
can avoid the tax on the dividend equivalent. However, American tax law looks at why
assets are kept in the branch. If a foreign corporation cannact prove that the assets are
in the branch for an active business reason, then the dividend equivalent fax applies.

The tax rate is 30 percent unless reduced by tax treaty.

Section 1.884-2 contains special rules relating to the effect on the branch profits
tax upon the termination or incorperation of a .5, frade or business, or the licuidation
or reorganization of a foreign corporation or its domestic subsidiary. In theory, the tax

* An international organization (as defined ia Section 7701(a{18)) is not subject to the branch prefits tax by reason of Sectior
B34(c)I5). A foreign government treated as & corporate resident of its country of residence urder $ection 892{2)(3) shalf be
treated as a corporation for the purposes of Section 884, In the case of branch interest, Section 884 applies ondy with respect to
amounts of interest accrued and paid by a foreign government on or after that date, or, in the case of excess interest, only with
respect to amounts attsibutable 1o interest accrued by a foreign government on or after that date and apportioned te ECL, as
defined in Section 1.884-1(d}( 1){iii].

Page |3 Hearing on Tax Reform of Foreiga Direct Investment by Brian Doeley, CPA, MBT
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does not apply. However, as explained below, this regulation has many esoteric and
overly comglex exceplions that create laxation.

{2} The branch-level interest tax.

Section 1.884-4 provides rules for computing the branch-ieve! interest tax. In
generai, interest paid by a U.8. frade or business of a foreign corporation ("branch
interest," as defined in Section 1.884-4(b)) is treated as if it was paid by a domestic
caorporation and may be subject to tax under Section 871(g) or B81, and to withholding
under Saction 1441 or 1442, In addition, if the interest apportioned to EC| exceeds
branch interest, the excess is treated as interest paid {0 the foreign corporation by a
wholly cwned domestic corperation and is subject to tax under Section 881(a}.

This overly compiex law is a surprise attack on the privately owned foreign direct
investment. International financing is desirable in most other countries except for
America.

{3} Anti-Treaty Shopping

Section 1.884-5 contains anti-treaty shopping rules. The concept is that the
foreign entity must pay tax to the treaty jurisdiction and must be ownad by residents of
the treaty jurisdiction. The term "qualified resident’ is used to designate such a person.
A foreign corporation must be a qualified resident of a foreign country with which the
United States has an income tax treaty in order io claim an exemption or rate reduction
with respect to the branch profits tax, the branch-level interest tax, and the tax on
dividends paid by the foreign corparation.

The Double Whammy - Regulation Section 1.864-4's Example 4

The IRC not only taxes the foreign person on its U.S. business, it taxes on its income
atiributed to its foreign offices. This is income is taxed nat just once by the United
States, but twice.

Read this example from the regulations.

“Foreign corporation S, which uses the calendar year as the taxable year, is engaged in
the business of purchasing and selling slectronic equipmeant. The home office of such
carporation is also engaged in the business of purchasing and selling vintage wines.”

*During 1968, 3 establishas a branch office in the United States to sell electronic
equipment to customers, some of whom are located in the United States and the
balance, in fareign countries. This branch office is not equipped to seil, and does not
participats in sales of, wine purchased by the home office. Negotiations for the sales of
the electronic equipment take place in the United States. By reason of the activity of its
branch office in the United States, S is engaged in business in the United States during
1968."

*As a rasult of advertisements which the home office of S places in periodicals sold in
the United States, customers in the United States frequently place orders for the
purchase of wines with the home office in the foreign country, and the home office
makes sales of wine in 1968 directly to such customers without routing the transactions
through its branch office in the United States.”

Page : 4 Hearing on Tax Retorm of' Foreign Direct Investment by Brian Dooley, CPA, MBT
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“The income or joss from sources within the United States for 1968 from sales of
elecironic equipment by the branch office, together with the income or loss from sources
within the United States for that year from sales of wine by the home office, is treated
as effectively connected for that year with the conduct of 3 busingss in the United States
by 5.7

A successful foreign business is not going o subject their foreign home office’s sales
to both U.S. income and 4.5, branch profits tax totating sixty-five percent {plus a state
income tax) by making a foreign direct investment.

REGULATORY SHORT COMINGS

Businesses flee uncertainty, especially when the uncertainty is a thirty percent
discriminatory tax that does not apply to its domestic comgetition. This tax destroys
working capital. Without working capital, a business ceases to be a going concern.

The regulations fall short in providing guidance based upcn the comparable domestic
law, section 531. The consequence of the absence of a regulation providing the
benefits found in section 531 is that reasonable taxation rules of section 531 are not
available.  The branch profils tex becomes an off or on swilch fax law that only applies
to forsign corporations.

Further, complexity surrounds the termination of a United Slates branch. Regutation
section 1.884-2 explains the fermination rules. Every business needs to know iis exit
plan. Uncertainty as to the exit plan can prevent a foreign direct investment.  The
concepts found in this regulation are overly complex and esoteric.

Here are some of the paragraph headings relating to the ending of a U8, business by a
foreign corporation: "Property subject to reinvestment prohibition rule”, “Birect or
indirect use of U.8. assels”, "Complete terminalion in the case of a seclion 338
election”, “Coordination with second-level withholding tax™, “Transferor's dividend
equivalent amount for the taxable year in which a section 381{a) transaction occurs”,
“Special rules in the case of the disposition of stock or  securities in a domestic
transferee or in the transferor”, “Inapplicability of paragraph (2){1) of this section to
section 351 transactions, Transferor's dividend equivalent ameunt for the taxable vear in
which a section 351 transaclion ocours”, "Amount of the transferor's effectively
connected eamings” and "Profiis and non-previousty taxed accumulated effectively
connected earings and profits allocated to the fransferee” and “Certain transactions
with respect to a domestic subsidiary”

CONFISCATORY ESTATE TAXES ON THE OWNERS OF FOREIGN DIRECT INVESTMENTS

Fareign direct investments by non-publically traded corporations expose the investor to
a confiscatory estate tax. The non-domiciled alien has an estate tax exemption valuad
at $60,000.

The non-domiciled alien is also subject to gift tax and generation skipping tax with a
limited annuat deduction and withcut the five million doflar exclusion.

The non-domiciled alien does not have the unlimited marktal deduction.

* By the way, there ks ta be no second level withholding when the hranch profit tax applies or has applied.
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investments in United States property are included in the taxable estate of a
nondomicile. Until & few years ago, tax professionals beiieved that the ownership of
sharas of a foreign corporation by a non-demicile alien was exempt from United States
estate taxes,

However, since the series of tax court decisions—Sirang/, Albert, Estale of et al. v.
Comm. (05-20-2003); Bongard, Wayne C., Estate of v. Commim. (03-15-2008); Sione,
Eugens E.. Estate of lfl, et al. v. Comm. (11-07-2003); Harper, Morton B., Estate of v.
Comm. (05-15-2002); and Kelfey, Websier E., Estate of et al. v. Comm. (10-11-2005)—
this is no longer the belief.

in these cases, the court ruled that IRC Section 2038 requires that assets held by any
entity be included in the taxable estate of any decedent who transferred property to the
entity. Under Section 20386, the property transferred is included in the decedent’s
taxable estate when he or she retained the right to the income.

The foreign investar owning all or substantially all of the stock of a foreign corporation is
considered to own the corporate assets under section 2038 (retained life estates).
Under the case law, stock owned by a family subjects each person to estate tax
inclusion undar section 2036. in these cases, as in most family business, the family
planned to withdraw the profits of the business for personal use and enjoyment.

Section 2036 specially covers the use andfor enjoyment of property.

CONCLUSION

The IRC makes doing bugsiness in the United State§ undesirable when compared to
countries such as the United Kingdom, Switzerland™ and The Netherlands in Europe
and Singapore and Honk Kong i Asia,

Each cof these other countries does not subject the foreign person to a confiscatory
estate tax and double taxation on the successful foreign direct business. Further, the
branch profits tax law on & business termination is so overly complex and unciear, that
the foreign investor cannot determine his tax upon teaving the United States.

The cost of United States tax administration and a sixty five percent fax rate
discourages direct foreign investment.

Respectfully submitted,

Brian Docley, CPA, MBT

country with a population of less than eight mitlion peopie.

Page |6 Hearing on Tax Reform of Foreign Direct Investment by Brian Dooley, CPA, MBT



107

Prepared Statement of Mayer Brown LLP

MAYER-BROWN

idayer Brovn LLP
2, WY,

Washington, D.C. 20

Iain Tei +1 202 283 3020

Wain Fax +1 202 263 3300
jul)' 5, 2011 www. My town.cem

The Honorable Tatrick J. Tiberi, Ch
The i foncrable Richard L. Neal, Ranking Member
Subcommittee on Select Revenue Measures
Commiticc on Ways and Mcans

U.8. Liouse of Representatives

1101 Longworth House Office Building
Waushington, D.C. 2013

Dear Chatrman Tiberi and Ranking Member Neal:

We are submitting this letter for (he record of the Subcommities™s hearing on June 23, 2011 on
“Tax Reform and Forelgn Investment in the United States.” We write to underscore our policy
and legal concerns with a number of proposals to dramatically inercase tases on the use of
loreign alliliated reinsurance, including the proposal contained in the Administradon’s FY 2012
Budget. We believe that such propoesals violate U.S. obiigations under the World Trade
Organization’s WO General Agreement on irade in Services ("GA1S8"). Many such
proposals are discriminatory in nature, or impose conditions on access to the U.S. market that are
incompatible with 1,.S. commitments. Enacting such proposals would lcave many eritical LS.
export sectors vulnerable to WTO-authorized retaliation. Tt would also damage the ability — and
credibility - ol the 1.5, in its efforts to open foreign markets Lo ULS, fusurance and reinsurance
services. LFinally, restricting Lhe supply of reinsurance produets would cause harm o U.S.
TRguranee consumers in certain regions of the country and key sectors of the ULS. cconomy.

11 is possible For the U.S. 1o utilize the exceplion in the GA'LS from nalional treatment
obligations it the measure is merely to safeguard the member’s tax base. However, to qualify for
the cxecption, any measure cannot apply (as the GATS states) “in a manner which would
constitute a means of arbitrary or unjustifiuble diserimination between couniries where like
conditions prevail, or a dispuised restriction on trade in services.”

As a praclical matler, this means that & proposal cennol arbilrarily resiricl competition and
protect domestic servicers. Any proposal must legitimately distinguish hetween normal risk
management practiced by al insurance companics and activity driven solely by inappropriate tax
behavier, ILmust also take inlo account laxes paid in the home country of the foreign reinsurer,
s as to actually determine whether any tax incentives actually exist. And because any
reinsurance s the movement not only of premivms but also risk (e, the lulure possibibity of
profits or losses), any proposal must account for claim payouts in a non-diseriminatory fashion.

Mayer Browr LLF operates ir combination with our asscciaied English limites liabiity patasrship
and Hong ¥ong panership and its assoniatod ontiios in Asia) and is assodialod wih Taud & Cheauer Advogados, a Brazilian law partrership.
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Mayer Brown LLP

July 5, 2011
Page 2

Al a time when the U.S. is rightly pressing & number of emerging muarkels {0 maintain
competition in the insurance sector, meeting our WTO commitments in the financial services
arcna is critically important. In addition, these arce the export markets the U.S. ncods to mect the
President’s goat of doubling TLS. exports,

[n short, now is not the time to have a retreat in global 1.8, Teadership in the services scctor.
Whether it is in the context of “pay-fors™ for any number of worthy legislative proposals, or as a
part of a larger reform of the TS, tax code, WTO obligations and the U,S, commitment to
compelition should bear heavily in any snalysis,. We hope and wust vou will keep these
considerations in mind.

With best regards.

ZonC el L

Mickey Kantor Susan (. Schwab
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Chairman Tiberi. Ranking Member Neal, and members of the House Wavs and Means
Sclect Revenue Measures Subcommittee, thank vou for the opportunity to submit this statement
for the record on behalf of the Overseas Shipping Group, Tne. (“0SG”). We applaud the
Commitiee and Subcommiltee for their work on the criticad issue ol tax relorn,

The issue of incentivizing foreign direet investoent in the .8, s an important
consideration as tax reform progresses. Our statement focuses on a related topic —a provision in
the current U.S. tax code that is cffectively cncoraging the investment of significant capital of
V.S, shipping companies in foreign assets,. We applawd Chairman Tiberi for his leadership in
introducing H.R. 1031, the “American Shipping Retnvestment Acl ol 20117 (*ASRA”), which
would address this snomaly. Companion legislation, §. 626, has been introduced in the Senate.
We strongly urge enactimont of this important bipartisan legislation, which would repeal this
antiquated law, provide tor an immediate investment in our nation’s maritime industry, and
stimulate 1.8, economic activity and job growth during ihis fragile time in the country's
SCOTIONIC TECOVETY.

Tae 1.8, Marrrivie INDUSTRY

The U.8. maritime industry plays a crucial role in the 1.8, economy, serving as the
hackbone of modern transportation and making possible the trangport of raw materials,
petroleum products, alfordable food, and meanulactured goods. The maritime industry is an
important contributor to the LS. economy, sustaining thousands of American jobs in the
shipbuilding, seagoing, and related trades. A recent PriceWaterhouseCoopers anafysis estimated
that, in 2009, U.S. flag ships that carry goods hetween 1.8, ports — which must be {J.8.-owned,
built, and crewed — accounted for approximately 74,000 jobs in the 1).8. economy, resulting in

36.4 villion in U.S. economic oulpul arxd $6.5 hillion in U.S. labor compensalion, Another
approximately 426,000 jobs arose from indirect and induced efects, accounting for $35.5 billion
in U.8. economic output and $22.6 billion in U.8. labor compensution.

The (1.8, mariiime industry is also an essential component of cur national security. The
U.S. flag fleet supports a shipbuilding defense industrial base and pool of qualified seafarers and
shipping assets needed for mililary sealifl in Gmes of war or national emergency. For exanmple,
LS. flag commercial vessels and their American crews transported ihe majority of cargoes —
more than 25 miiflion measurement tons - in support of Operations Enduring Freedom and fragi
Treedom during the period of 2002-2G08.

Additionally, American-owned companies’ international ships are part of what is called
the Effective U.S. Controlled Fleet (“EUSC fleer™), or the fleet of merchant vessels, registered in
certain foreign nations, that are available for requisition, use, or charter by the LS. government
in the event of war or national emergency. However, a 2002 study commissioned by the
Depurtment of Delense (“DOD™) and performed by professers al the Mussachuseus nsiue of
Technology found that the EUSC fleet dropped by 38 percent in terms of numbers of ships and
nearly 35 peroent in terms of deadweight tonnage between 1986 and 2000,

This finding is reflective of the decline in American-owned international shipping.
American-owned shipping companies used (o be @ major ransporiation sector on the world’s

2.
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oceans. However, progress has been made in recent years 10 address inlernational lax inequilics
affecting the shipping industry and to help rebuild the 1.5, -t1ag shipping industry. Through the
cnactment of a tonnagc tax regime and restoration of deterral in 2004, signiticant progress has
haen made, but more neads to be done,

THE OVERSEAS SHIPHOLDING GROTP, TNC.

086G is a market leader in global energy transportation services. OSG owns and operates
an Internationa! Flag und U.S. flug feet of 118 vessels made up of 109 operating vessels and
nine under construction aggregating 12.1 million deadweight tons. The fleet transports erade oil,
petroloum products and gas in the U.S. and throughout the world.

Founded in 1948, OSG has been successful through multiple shipping cycles. This
sueecss is the result of OSGTs vision, breadth and oxperionee, emphasis on quatity and the safoty
of the environment, the stze and diversity of its fleet, and the skiils and commitment of its
professional staff and crews,

0O8SG is based in New York and has offices ix Athens, Houston, London, Manila,
Montreal, Newark, Neweastle, Singaperc and Tampa. It has 3,500 employees, of which 3,050
are seafarers.

THE AMERICAN SHIPPING REINVESTMENT ACT

ASRA addresses the unintended consequence of an antiquated tax provision enacted in
1975 Under the 1970s tax provision, U.S. shipping companics must maintain investients in
qualified foreign shipping assets made bevween 1975 and [986.

More specilically, between 1975 und 1986, “foretym buse company shipping income™ was
included as a category of subpart F income. Under this provision, subpart F income generally
did not include forcign basc company shipping income to the extent it was reinvested during the
taxable year in certain qualificd shipping investments. 1f, however, in a subscquent vear a net
decrease in qualified shipping investrentis occurred, the amoumt of previcusly excluded subpart
F income equal to such decrease was treated as subpart F income. In other words, any net
decrease in these investments resulied in an immediate tax penalty.

Although the deferral for shipping income provisien was completely repealed in 1986,
Lhe pre-1987 net investment in quaiified shipping assels under section 933 of the lax code wus
retained. As a result, decreases in investments in qualified shipping eperations from pre-1987
level continue to trigger subpart F income. These rules apply oven after scetion 415 of the
American Jobs Creation Act of 2004 (<2004 Johs Act™) repealed the subpart F rules applicable to
foreign base company shipping income.

This guirk in the 1ax law has created a perverse system that distorts the fnvestment
decisions and increases the ransaction costs of U.S. companics, particularly with respect fo
slructoring o fnancing stoaiegy or deciding whether fo acquire or divest qualified shipping wssels,
For example, because of the method for caleulating amounts invested in qualified shipping
assets, & company’s investment may decrcase due to the depreciation of its asscts, rather than duc
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Lo any allirmative action thet it takes (o withdraw [rom shipping, In such circumstances, a
company may be forced to invest fis resources in a way that is not economically optimal in order
to avoid triggering subpart F income, regardless of market conditions or business need.
Additionally, Subpart F inclusion may wiggered if'a company issues debt to invest in non-
shipping operations, thereby deterring a company from financing the expansion and
diversification of their emterprises. Al end, even though (hese companies have o strong desire to
reinvest their foretgn camings in the U.S. and inject money into the ceonomy, they are
eftectively unable to do so. Instead, the practical consequence is that these earnings are
permanently invested abroad.

The bipartisan ASRA legislation would repeal the outdated 1970s tax provision,
Additionally, ASRA would provide U8, shipping companics with a one-time opportunity to
reecive loreign souree carnings at a reduced tax rate, This is appropriate because such
companies generally could not previously avail themaselves to a 2004 provision to encourage
investment ol foreign earnings in the U.S.

ASRA also contains a strong jobs provision. In order to preserve the tax benetits
provided under ASRA, companics must maintain their current employment levels. 1f they fail to
do s, they will be subject 10 a signilicant tax penally. Specilicadly, there would be a $25,000
additional income inclusion for cach employee by which the taxpayer's average employment
during the two-year period from and inefuding the calendar month of the first shipping income
repatriation is less than the average emplovment during the two-year perind prior to that same
menth of first repatriation.

ASRA’S IMPACT: INVESTMENT, ECONOMIC ACTIVITY, JONS, AND SECTRITY

As Congress considers legislation to address unemployment and stimulate the American
econony, it should consider the merits of ASRA, Enacling ASRA would allow, and incenlivize,
these compunies to bring funds that are currently invested abroad home and retnvest them in the
U8, shipping mdustry. ASRA would spur job growth inthe U.S. by creating a broad and
diverse range of well-paying employment opportunities for American workers, both in the short-
and long-term. As a result, ASRA is broadly supported by American maritime fabor, U.S.
shipyards, and U.S. shippiag companies.

Enactment of ASRA would stimulate investment in the LS. shipping industry, keading to
the creation of well-paying jobs as construction and repair activity in U.S. shipyards increased.
The magnitude of the stimuative economic effect of building ships In the 118, s significant - a
2002 study performed for the Shipbuilders Council of America found that 3.7 jobs were created
elsewhere in the economy for every direct shipyard job. Moreover, as a result of tax provisions
in the 2004 Jabs Act, OSG commissioned the construction of 10 new tankers ata LS. shipyard,
the kargest commoreial shipbuilding project in a U.S. shipyard since World War Il A study
perlormed on this project found that the new shipbuilding aciivity {or these 10 tankers would
increase average annual employment in the region where the shipyard was located by 1,217 jobs
and nationally by 2,902 jobs during the period of construetion. OS843 later inereased its
commiument with orders for 2 additional tankers and 2 additional tank harge vessels, resulting in
evenl more amployment growth and economic activity.
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Onee in operation, these ships will generule American employment throughout the life of
the vessel, which 1s estimated to be at least 25 years. Ships operating in the domestic Jones Act
trades must be manned by Americans, built in a LS. shipyard, and owned by U.8.-citizen
companies. As such, by encouraging American companies Lo expand their Tones Act operations,
ASRA would create and sustain thousands ol jobs for Americans during the operating life of the
new vessels. These include well-paying jobs in the seagoing and shore side (rades, as well as in
(ke shipyards that will maintain the vessels during their cconomic life. in fact, it is estimated tha
the 10 new tankers constructed because of the 2004 Jobs Act will increase average annual shore
side and seagoing emplovment directly related wo the vesscl's operations by 1,313 and increase
average labor compensation by $1.2 billion over the period of 2007 w 2020.

Investmenl in the U.S. shipping indusiry would have an econemie “muitiphier” effect,
spurring job growth in affiliated businesses. In addition to the direet employment effect ol ship
construction and operations, studies indicate that investment in the U.S. shipping industry would
have the indirect effect of inereasing demand placed on suppliers through the supply chain and
the mduced sifect of additional spending on goods and services resuiting rom mereased
household incomes.

Additionally, ASRA would enhance UL.S. national secutity interests by supporting
shipvards that are vital 1o our defense industrial base by developing new LS. -flag tanker
capacity o transport our nation’s energy products, and by providing the DOD with eritical assets
— manpower and ships — necessary to help sustain military sealift.

COoNCLUSION

08 greatiy appreciates the epportunity to submit this statement.  As Congress considers
ways o merease investment in the TRS, ASRA presents an opening (o create thousands off
Amenican seagoing and shore side jobs and stinulate eritical investments intlo Armerican shipping
companies thut help sustain our economic and national security. We are happy to be a resource
to Congress, the Commitice, and the Subcommittes and we fook forward to our continued work
together an these issues.
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