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International Taxation

James R. Hines Jr.*

The ability and evident willingness
of taxpayers to relocate activity, to
shift taxable income between juris-
dictions, and to respond to incentives
created by the interaction of domes-
tic and foreign tax rules, mean that the
tax policies of other countries obvi-
ously must be considered in the for-
mulation of domestic policy. In the
current environment, almost every
U.S. tax provision influences foreign
direct investment (FDD or provides in-
centives for international tax avoidance.

Research in the field of public fi-
nance reflects a growing awareness
of the importance of foreign tax poli-
cies; over the last ten years, there
have been many new quantitative
studies of the impact of taxation in
open economies.! This research con-
siders how tax policies affect three
aspects of economic activity: FDI,
international tax avoidance, and eco-
nomic efficiency.

*Hines is a Research Associate in the
NBER'’s Public Economics Program. He is
~also a professor of business economics,
and research director of the Office of Tax
Policy Research, at the University of
Michigan.

Foreign Direct Investment

Tax rate differences over time and
between countries can be very large,
thereby significantly affecting aftertax
returns to FDI. By now there is
ample evidence that countries with
lower tax rates receive much more
FDI than do countries with higher tax
rates. And, for a given country, FDI is
greater in years in which associated
tax burdens are lighter.2 To be sure,
there are important complications to
this otherwise very simple story. The
ability of taxpayers to adjust the fi-
nancing of FDI, and the repatriation
of profits to home countries, also can
affect the magnitude of FDI.3 Further-
more, one of the stumbling blocks
confronting efforts to estimate the
impact of taxes on FDI is the impor-
tance of other nontax considerations
—such as market size and proximity,
local factor prices, and local infra-
structure —and the possibility that
they are correlated with tax rates.

There have been several efforts to
identify the impact of tax rates on
FDI in a way that removes as much
as possible of the effect of correlated
omitted variables. The U.S. Tax
Reform Act of 1986 (TRA) provides
one such opportunity, since it was a
major tax change with important in-
ternational repercussions, and it af-

18 Specifically, under policies involving .

CO, emissions reductions of up to 30 per-
cent, the government needs 1o freely offer
(rather than auction) only a small frac-
tion (less than 10 percent) of CO, emis-
sions permits or, similarly, must exempt
only a small share (less than 10 percent)
of emissions from the base of a carbon
tax, to protect the profits of domestic fossil
Jfuel (coal, oil, and natural gas) firms.

19 L. H. Goulder and R. C. Williams 111,
“The Usual Excess Burden Approximation
Usually Doesn’t Come Close,” NBER Work-
ing Paper No. 7034, March 1999.

fected certain firms and industries
differently than it did others. Firm-
and industry-level evidence suggests
that American companies concentrat-
ing in assets not favored by the TRA
reacted by increasing their foreign

foreign investors in the United States

investment after 1986; furthermore, C
h)

(for whom the TRA provisions had

relatively smaller impact) may have
concentrated in these more heavily
taxed assets in the years after 1986.4

Mihir Desai and I evaluate the
impact of the TRA by comparing its
effect on FDI undertaken by joint
ventures and FDI undertaken by
majority-owned foreign affiliates.5
The TRA introduced an important
distinction between income received
from these two foreign sources by
requiring Americans to calculate for-
eign tax credit limits separately for
each joint venture. This change
greatly reduced the attractiveness of
joint ventures, particularly those in
low-tax foreign countries. We find
that American participation in inter-
national joint ventures fell sharply
after 1986, while international joint
venture activity by non-American
firms rose. The drop in American
joint ventures was most pronounced
in low-tax countries, which is consis-
tent with the incentives created by
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‘he TRA. Furthermore, after 1986
American joint ventures used more
debt and paid greater royalties to
their American parents, reflecting
their incentives to economize on div-
idend payments.

Other types of comparisons offer
useful evidence of the effect of taxa-
tion on FDI. The distribution be-
tween U.S. states of investment from
countries that grant foreign tax cred-
its with investment from all other
countries provides one such compar-
ison. The ability to apply foreign tax
credits against home-country tax lia-
bilities reduces an investor’s incentive
to avoid high-tax foreign locations. I
find that differences in state corpo-
rate tax rates of a single percent are
associated with differences between
the investment shares of foreign-tax-
credit investors and the investment
shares of all others of 9 to 11 percent.
This suggests that state taxes signifi-

_ cantly influence the pattern of FDI in

the United States.6
Comparisons between American
and foreign FDI in third countries
offer a different type of powerful evi-
dence of the impact of taxation.
American and foreign tax systems dif-
fer in their treatment of foreign
income, in particular because most
high-income capital-exporting coun-
tries grant “tax sparing” for FDI in
developing countries, while the
United States does not. Tax sparing
is the practice of adjusting home
country taxation of foreign invest-
ment income to permit investors to
receive the full benefits of any host
country tax reductions. For example,
Japanese firms investing in countries
with whom Japan has tax sparing
agreements are entitled to claim for-
eign tax credits for income taxes that
they would have paid to foreign gov-
ernments in the absence of tax holi-
days and other special abatements.
The evidence indicates that the
ratio of Japanese FDI to American
DI in countries with whom Japan
has tax sparing agreements is roughly

double what it is elsewhere. In addi-
tion, I find that Japanese firms are
subject to 23 percent lower tax rates
than are their American counterparts
in countries with whom Japan has
tax sparing agreements.” Similar pat-
terns appear when tax sparing agree-
ments with the United Kingdom are
used as instruments for Japanese tax
sparing agreements. This evidence
suggests that tax sparing influences
the level and location of FDI, as well
as the willingness of foreign govern-
ments to offer tax concessions.

By now there is extensive evi-
dence that the volume and location
of FDI is sensitive to its tax treatment.
There is even in the literature some-
thing of a regularity among estimates:
the implied tax elasticity of FDI is in
the neighborhood of —0.6. This re-
veals an impact of taxation on FDI
that is strong enough to appear clearly,
despite the importance of many other
variables that influence FDI. Further-
more, it suggests that international
investors cannot use creative financ-
ing and other methods so effectively
and costlessly that they avoid all
taxes on their international income.
Nor do governments imposing high
tax rates fully compensate foreign
investors in indirect ways by provid-
ing various forms of infrastructure.

Tax Avoidance

International investors often can
reduce their tax liabilities through
careful structuring and financing of
their investments, use of transactions
between related parties located in
different countries, and decisions as
to when to repatriate profits to parent
firms in home countries. These prac-
tices often must be coordinated with
FDI decisions, but together with FDI
appear to be strongly influenced by
tax rate differences.

Sophisticated international tax
avoidance typically entails reallocat-
ing taxable income from countries
with high tax rates to countries with
low tax rates, and may include

changing the timing of income recog-
nition for tax purposes, Many of
these methods are quite legal and
closely resemble those used by
domestic taxpayers. One example is
the financing of foreign affiliates,
which clearly can affect ultimate tax
liabilities. If an American firm fi-
nances its foreign subsidiary with
equity, then its foreign profits are tax-
able in the host country, and no U.S.
tax is due until profits are repatriated
to the United States. The alternative
of financing the foreign subsidiary
with debt from the parent company
would entail lower foreign tax liabil-
ities (since interest payments are
deductible) but higher domestic tax
liabilities (since interest receipts rep-
resent taxable income). Hence, the
choice between financing a foreign
affiliate with debt or with equity
should depend on the difference
between home and foreign tax rates,
an implication that is quite consistent
with the behavior of American multi-
national firms. Glenn Hubbard and I
find that American-owned foreign
subsidiaries located in high-tax coun-
tries are more likely to pay interest to
their American parent companies in.
1984 than are subsidiaries in low-tax
countries, while the opposite pattern
holds for subsidiaries remitting divi-
dends to their American parents.8
The TRA significantly changed the
cost of capital for multinational firms
with excess foreign tax credits by
effectively limiting the deductibility
of interest expenses incurred in the
United States. Kenneth Froot and I
find that after 1986 American firms
with excess foreign tax credits and
half of their assets abroad borrowed
5 percent less annually than did firms
with deficit foreign tax credits
(whose borrowing costs were not
affected by the 1986 tax change)® A
similar provision of the 1986 Act lim-
ited the deductibility of R and D ex-
penses incurred in the United States
by multinational firms with significant
foreign sales and excess foreign tax

- NBER Reporter Spring 2000 11



credits. There, too, the evidence indi-
cates that American firms that were
affected by the tax change responded
by reducing R and D activity in the
United States and replacing it with R
and D performed in foreign loca-
tions.!® The estimated unit elasticity
of demand for R and D implies that a
tax change that increases the cost of
performing R and D in the United
States by 5 percent thereby reduces
the volume of R and D by roughly 5
percent.

Of course, there are other methods
of reducing tax obligations in an in-
ternational environment, and sophis-
ticated taxpayers show themselves to
be adept at using such methods.
Multinational firms can and do adjust
the timing of dividend repatriations
from foreign subsidiaries to reduce
the associated tax liabilities. Hubbard
and I find that only 16 percent of the
foreign subsidiaries of American
multinational firms paid any divi-
dends to their parent companies in
1984. Subsequent research reports
similar findings for other years.1!

" American firms incur tax penalties if
they pay bribes to foreign govern-
ment officials or if they participate in
unsanctioned international boycotts;
the cost of these penalties vary with
foreign tax rates, and the evidence
indicates that the extent of such
behavior is sensitive to its tax cost.12
Even a multinational firm’s country of
residence is potentially affected by
that country’s system of taxing for-
eign income. There is evidence that
the nationality of what are now
American firms ultimately may be
determined by how the United States
imposes its worldwide resident tax
system.13

Tax systems often permit a certain
leeway in selecting transfer prices for
transactions between related parties
located in countries with different tax

_ rates. Taxpayers also typically have

incentives to reduce prices charged
by affiliates in high-tax countries for
goods and services provided to affil-

iates in low-tax countries. The avail-
able evidence suggests that transfer
pricing is sensitive to tax rate differ-
ences: reported pre-tax profit rates of
foreign affiliates are inversely related
to local tax rates;!4 royalty payments
by foreign affiliates to their American
parent companies are positively
related to local tax rates;!5 American
firms with tax haven affiliates tend to
have lower U.S. tax liabilities;16 and
the foreign affiliates of American
multinational firms are more likely to
run trade surpluses with related par-
ties if they are located in low-tax
countries.!7 While it is hardly surpris-
ing that taxpayers take steps to
reduce their tax liabilities, this evi-
dence is very useful in establishing
the revenue impact of such behavior
and in suggesting ways in which tax
avoidance affects other variables of
interest, such as FDI. Far from re-
moving incentives to locate FDI in
low-tax countries, the ability to use
sophisticated tax avoidance tech-
niques probably enhances the attrac-
tiveness of low-tax locations for FDI,
since FDI is necessary in order to
report earning significant income in a
location.18

Economic Efficiency

Given the potential impact of tax-
ation on the volume and location of

FDI, as well as on the other activities

of multinational firms, it is clear that
the foreign provisions of actual tax
systems may be responsible for con-
siderable deadweight loss—or, to put
the same point differently, that more
efficient alternatives may be avail-
able. Fundamental tax reform pro-
posals often contain provisions con-
cerning foreign income that would
simplify and render more efficient
the incentives facing American tax-
payers, though this is not universally
the case.’ In the category of some-
what more modest reforms, Alberto
Giovannini and I consider the poten-
tial efficiency gains from implement-
ing corporate taxation based on the

residence of shareholders rather thar‘
the source of income-generating
activity within a community such as
the European Union.20 Yet another
efficiency-enhancing alternative is for
home countries to permit investors to
receive deductions for capital out-
flows while fully taxing all capital
inflows, a possibility that could be
implemented even while imposing
what is otherwise a traditional
income tax.2!

The current U.S. tax treatment of
foreign income is often criticized by
observers who feel that the combi-
nation of foreign tax credits and
deferral encourages foreign invest-
ment by American companies at the
expense of domestic investment. This
criticism typically relies on a stylized
conceptual framework in which a
fixed supply of capital is allocated
between countries based on tax con-
siderations. A potentially important,
though more subtle, variant of this

argument notes that aspects of theO

tax system that encourage foreign@®.

investment may thereby reduce
expected payoffs to bondholders in
the event of default, making borrow-
ing more expensive and indirectly
discouraging domestic investment.2?
In order to evaluate the overall im-
pact of international taxation on the
efficiency of resource allocation,
however, it is necessary to consider
its interaction with other distortionary
aspects of the tax system. In such a
setting, tax provisions that might oth-
erwise reduce efficiency, such as the
ability to defer home-country taxa-
tion of unrepatriated foreign profits,
actually can enhance efficiency.?
The interaction of taxation and
inflation is responsible for a different
kind of inefficiency. In an open econ-
omy with a nominal tax system,
domestic inflation changes aftertax
interest rates at home and abroad,
thereby stimulating international cap-
ital movement and influencing do-
mestic and foreign tax receipts, sav,

ing, and investment. Desai and I find
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Ahat the efficiency costs of inflation-
induced international capital reallo-

cations are typically much larger than
those that accompany inflation in
closed economies, even if capital is
imperfectly mobile internationally.?¢

There is extensive evidence of the
responsiveness of behavior to inter-
national tax rate differences, and this
evidence carries important implica-
tions for the efficiency of foreign and
domestic tax systems. This evidence
also enlightens what were once
purely domestic issues concerning
the determinants of investment, cor-
porate finance, R and D activity, and
a host of other economic decisions.
The ability to look across countries
and firms with widely differing tax
situations opens promising new
avenues of investigation that may
offer useful answers to what continue
to be important and open questions.
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