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The Problem to Be Solved

In 1987, when | was an IRS field attorney, | sagdisturbing trend emerging in the IRS Statistics
of Income data. American income and wealth was in@wg increasingly concentrated at the top, and our
middle class was stagnating. | knew that humartyiss filled" with examples of prosperous societies
that faded when wealth became overly concentratelat consumers lacked power to buy and the
decline in social mobility undermined the efficiersie of talent. America is not immune from this
phenomenon, as Federal Reserve Governor Sarah Baskin has observédihen | became a
corporate tax planner and was able to observe hewtonomy works, the causes of this concentration

became clear.

Our economy is structured such that all income $loavcapital, i.e. to people with money, except
to the extent that labor or other players have pawextract a share. As automation increased

productivity, unskilled workers lost market powehile the skilled machine masters remained valuable.

1 SeeH.G. Wells, A Short History of the World, 1922.

2 Sarah Bloom Raskin, Address at the Society of Bowent Economists and the National Economists Qe 16, 2013).
http://www.federalreserve.gov/newsevents/speedkira®@130516a.htm, and Sarah Bloom Raskin, Addregsea22nd Annual
Hyman P. Minsky Conference on the State of the En8.World Economies (April 18, 2013).
http://www.federalreserve.gov/newsevents/speedkina®130418a.htnSee alsdkenneth RogoffThe Inequality Wildcard

http://www.project-syndicate.org/commentary/thegjunality-wildcard.



As globalization made it easier to access cheagdoidabor, America’s unskilled workers lost farm@o
market power, though again higher-skilled workersose jobs were more difficult to replicate in thir
world locations, were less affected. Thus far, thlea economists’ beloved notion of comparative
advantage retained some validity — the pie incibeesed America’s relatively skilled labor force s

have been able to claim a healthy slice.

However, another element — an unnecessary seiftedl wound — undermined that system.
America’s tax policy, formed during a period whemérican technology and economic might dominated
the world, became suicidal as the rest of the woelgian to catch up. Our tax system provides agtron
incentive to locate high-value, high-profit opeoa outside of the United States. In some casesyuitd
cost a company 54% more after tax (for the samegxreost) to build a plant in America than it waul
cost to build the same plant in any other courangl further the company can make 54% more after-tax
operating profit by having that plant in the rigiauntry? So, rather than having to use $154MM to build
a plant that earns $65MM a year, it can use $100bIbLIld a plant that earns $100MM a year, which
gives it a 137% higher return on its investmenargOrations, as rational actors, have therefora bee
locating their high-profit operations, the very ocgg@ns where workers can command high wages, in
other countries while foreign governments havecstimed their systems and worker training to take

advantage of the American blunder.

As Congress and the IRS witnessed an increasinigppaf the profits of U.S. companies being
earned abroad, they put in place rules and awtintques designed to ensure that the profits dkoca
abroad were attributable to real foreign substaRoedictably, that merely resulted in corporations

movingmorejobs abroad in order to ensure that the foreigratons had adequate substance. Initiatives

3 If the company had to bring home cash from a zaxdecation to build the plant in America, it wdltave to pay a 35% U.S.
tax on the cash repatriation, so that it would haMering home $154 to net $100 of investable chstould avoid that tax cost
by instead building the plant in any country exompt own. If the profit-making operations were ltghin a zero-taxed
jurisdiction, then the company would be able topkdee full $100 for any $100 earned. If the operaiwere located in
America, it would instead suffer a 35% federal pius state taxes, clearing less than $65. For siypthese figures assume
that the 3.1% benefit of the IRC § 199 domestic ufacturing deduction is offset by state taxes.



such as the OECD’s recently published plan for @sking base erosion and profit shiffimgll further
aggravate the problem by increasing the tax risknfmaintaining certain high-value jobs in the Udite

States.

You can see the effects clearly in general siedisin the declining share of income flowing to
labor. Labor income as a share of total income hasmistlby about 10% since the 1970s, meaning that
capital’s share has increased by some 25%, depgndithe measure us&dVage and salary accruals as
a percentage of total Gross Domestic Product hagkned from just under 54% in 1970 to under 44%
now.” You can see the impact of this loss of marketgyam different income groups in the details of
the American wage statistics. Unskilled workeadlithed back in the late 1970s and then begansi lo
ground. Typical earnings for a full-time male higghool graduate in 1972 were $45,000 (in 2003
dollars), but had dropped to $30,000 by 2&@8er time, this effect has worked its way up thylothe
ranks of increasingly skilled segments of the worgé, reaching the professional class startingerlate
90s? Statistics compiled from census data by the Nati@enter for Education Statistics show that real
median incomes for males with bachelor's degreesaster’s degrees peaked in 2001, those for males
with professional degrees peaked in 2000, and tfewsaales with doctoral degrees have been bagicall
flat since 1997. Females, who still earn noticeddsg than their male peers, followed a similafifgo

save that females with professional degrees peak2@05°

You can also see it in the continuing concentratibimcome and wealth. While a great deal of

recent tax policy has been based on the notiorthieabp 10% are “wealthy”, the income share of3@e

4 OECD (2013)Action Plan on Base Erosion and Profit Shiftif@E CDPUBLISHING.
http://dx.doi.org/10.1787/9789264202719-en

5 See Margaret Jacobson and Filippo Occhisehind the Decline in Labor’s Share of IncorieDERAL RESERVEBANK OF
CLEVELAND (Feb. 3, 2012). http://www.clevelandfed.org/resbfirends/2012/0212/01gropro.cfm; Margaret Jacolasmh
Filippo OcchinoLabor’s Declining Share of Income and Rising InddyaFEDERAL RESERVEBANK OF CLEVELAND (Dec. 25,
2012) http://www.clevelandfed.org/research/commei2@12/2012-13.cfm.

5 Labor’s Declining Share of Income and Rising Indijuasupra.

" Federal Reserve Bank of St. Louis Economic Défa/fresearch.stlouisfed.org/fred2/series/W270REIBNBEA.

8 David Deming and Susan Dynars&illege Aidin TARGETING INVESTMENTS INCHILDREN: FIGHTING POVERTY WHEN
RESOURCES ARH.IMITED 283-284 (Phillip B. Levine and David J. Zimmermads., 2010).

9 Bureau of Labor Statistics data, inflation adjdste June 2013 dollars
http://www.bls.gov/schedule/archives/ecec_nr.htn@®80

10 National center for Education Statistibdgest of Education StatisticR011, table 395,
http://nces.ed.gov/programs/digest/d11/tables/@2%.asp.



to 95% group has remained essentially level si®@d81The share of the 96% to 99% group increased
somewhat from about 13% to 16%. The share of taeniaus top 1% increased from 8% to some 23% in
the same period, but that is also misleading, amdbe real concentration was at the top of tpewith
the top 0.1% bracket's share rising from less 18atto some 6% It should be noted that the way these
effects work through the economy are complicatelil&\job location decisions by multinationals have
decreased employee market power, that effectgellaseen in the wages that smaller businessedrpay.
the first decade of the millennium, all real growttwage income in America accrued to employees of
large corporations, while wages of employees ofllembusinesses declined or stayed fat.
Multinational administration requires a lot of edted labor. The “top of the bottom”, the skilleddan
educated workers below the top half of one perteithave been keeping the upper-middle class,alive
are largely the people who administer or serveamate headquartet3and they are the people who
spend their wages to allow retail, food, constarctnd service industries to surviveWith the

destruction of the ability of would-be retireeset@mrn a reasonable return on their savings in tieenaéith

1 Emmanuael Saestriking it Richer: the Evolution of Top Incomestie United StatesSept. 3, 2013, Figures 2 and 3
elsa.berkeley.edu/~saez/saez-UStopincomes-2012tpdpercentage cut-offs in these charts are bgsen taxable returns,
which excludes a large portion of all return-filifamilies. Thus, the cut-off for the top 1% in 20&as below $200,000 for all
returns.

2 30hn Haltiwanger, Henry Hyatt, Erika McEntarferdd.iliana SousaJob Creation, Worker Churning, and Wages at Young
Businesses THE KAUFFMAN FOUNDATION (Nov. 2012) at 10-12, http://www.kauffman.org/nesam/young-firms-lead-
recovery-in-hiring-and-job-creation.aspx

13 This can be seen intuitively by examining the BurefiLabor Statistics table of occupational wagedand scanning for
occupations of the sort one associates with cotpdr@adquarters — not only management, but HR uataots, lawyers,
analysts, executive secretaries, etc. The flats@m average income shown above are despitetarskiinployment to high-
skilled jobs, led by increased employment by wornnetie managerial and professional jobs associaidcorporate
headquarters, which when coupled with the obsematof Haltiwanger et al. above indicates that Aoaer families would have
suffered substantially more if corporate headqusiftenctions had declined. See Didem Tuzemen andtlian Willis, The
Vanishing Middle: Job Polarization and Workers’ Besse to the Decline in Middle Skill JolFsDERAL RESERVEBANK OF
KansasCity EconoMiC REVIEW, Q1 2013, at 5-32 http://www.kansascityfed.orglimations/research/er/index.cfm

14 An immense amount of nonsense has been writtemtassthat “small business” is the main driversfierican employment.
Dry cleaners and candle shops did not save Dettwn the major corporate automobile manufacturiperations moved
elsewhere. Likewise, the relative economic hedltthe Minneapolis-St. Paul metroplex obviously daesflow from
Minnesotans being superior plumbers or waitersyatiier from the area’s ability to attract corperaeadquarters with its
relatively well-educated professional class, altifoaven there the list is shrinkirfgeeAdam Belz and Patrick Kennedihe
Star-Tribune 100: This year, it's a top-heavy, [ISINNEAPOLIS STAR-TRIBUNE, May 19, 2013,
http://www.startribune.com/business/207950651.htratge corporations are the engines and small basiis the caboose they
pull, a caboose that provides only 23% of total.W@h-owner labor payments. Matthew Khnitttel et ldlethodology to Identify
Small Businesses and Their OwnéysS. TREASURY OFFICE OFTAX ANALYSIS TECHNICAL PAPER4 (Aug. 2011) at 14. For
further discussion on small versus large businessesMatt LykkenHow Important is Small Business? Plumbers, Pluttscra
and Tax Reforittp://voices.yahoo.com/how-important-small-besisrplumbers-plutocrats-8299053.html?cat=3; Kelly
Edmiston,The Role of Small and Large Business in EconomielBpment92 FEDERAL RESERVEBANK OF KANSAS CITY
EcoNnomIc REVIEW,, Q2 2007, at 73-97, http://www.kc.frb.org/PUBIAT/ECONREV/PDF/2q07edmi.pdf ; Alan D. Viard and
Amy Rodin,Big Business: The Other Engine of Economic Growil Tax PoLicy OuTLoOK. June 23, 2009,
http://www.aei.org/article/politics-and-public-ojpam/judicial/big-business-the-other-engine-of-ecaonmgrowth/.



of the 2008 financial meltdown, 47% of working Anoans over 50 expect to have to delay retirement by
at least three years, and 82% expect to have th paot-time in retiremenit, the beginning of a vicious

cycle in which lack of income will lead to more cpatition for jobs leading to even lower wages.

In 2005, my colleagues and I, all international astorneys who could see what was happening and
all parents who feared for our children, decidebbt for a fix for this policy problem. We predsct
that the decline in middle-class purchasing powauld cause our economy to collapse when the rampant
government-backed debt stimulus that had beeraceince the late 90s began to faie knew then
that the deficit was getting out of control, so seeight a solution that would be revenue neutra on
current basis and revenue positive over time, &etore factoring in increased growth. We developed

proposal that could be enacted in a simple, shibddsigned to accomplish the following:

1) To make the U.S.A. the most attractive locatioritanplanet for American companies to locate
their high-value operations, so that American wskeould regain market power;

2) To allow corporations to bring cash home to inweshose high-value operations;

3) To enable American firms to compete effectivelyiagitheir foreign rivals;

4) To provide a benefit to middle-class workers whdldoright thing and save money for their
children’s educations and for retirement;

5) To avoid increasing the deficit today, and to pdevsubstantial additional revenues and private
savings in order to help prevent a fiscal crisith@sbaby boomers retire and the next generation is

forced to take on the burden of funding all thad&ees;

15 Associated Press-NORC Center for Public Affairsézech poll, Oct. 14, 2013
http://m.apnews.com/ap/db_289563/contentdetail.bbm&ntguid=0Z29ZC7{l

18 Standard and Poors is one of many economic asakfs have noted that over-concentration of wealtiad for economic
growth and bad for government revenues. Joe Magdaow Increasing Income Inequality is Dampening E&nomic
Growth, and Possible Ways to Change the ,T8EP CaPITAL IQ EcONOMIC RESEARCH Aug. 5, 2014
https://www.globalcreditportal.com/ratingsdirectiderArticle.do?articleld=1351366&SctArtld=255732&M=CM&ns|_code=
LIME&sourceObjectld=8741033&sourceRevid=1&fee_indgadkp_date=20240804-19:41:13; Gabriel J. Peiéome
Inequality Weighs on State Tax Reven&esINGs DIRECT, Sep. 15, 2014,
https://www.globalcreditportal.com/ratingsdirectiderArticle.do?articleld=1359059&SctArtld=263028&mn=CM&ns|_code=
LIME&sourceObjectld=8819204&sourceRevid=2&fee_indgdkp_date=20240914-19:27:33



6) To eliminate the incentive for corporations to taketoo much destabilizing debt by eliminating
the tax advantage of debt financing;

7) To improve the efficiency of our economy by unlaakicash and encouraging its rapid flow to
the most efficient investments;

8) To put an end to corporate tax shenanigans ané stodvproblem of corporate tax shelters and
the complexities of transfer pricing enforcement;

9) To put C corporations on the same basic tax foa@mpass-through entities, without double
taxation of corporate earnings, so as to elimitetalistortion of entity choice;

10) To increase corporate responsiveness to shareb@ddrregulators;

11) To end the current general practice of compensatingorate executives for artificial “growth”
that consists only of retaining earnings rathentbaying them out as dividends; and

12) To improve the efficiency of our allocation of tatdy eliminating the strong tax preference for
pursuing unproductive — and often destructive €afadion rather than productive work, while at the

same time improving the perceived fairness of adrsiystem.

In 2007 Laura Hunif and | published the first version of the Sharedrieic Growth proposaf,
with a modified treatment in 2068 Those versions were powerful tools that would agaish every
single one of the goals above, but they contaieednue offsets that were highly unpopular with the
wealthy. The 2007 version included an unnecesdlarige additional tax on adjusted gross incomes
above $500,000, while the 2008 version still inelddepeal of the step-up in basis at death, wisieh i
tool that enables the moderately wealthy to avegl daving to pay income tax on a large sharea@if th

income? We have learned that it does not pay to annoyverathy more than necessary, so we further

" While Laura and | published our earlier articlegether | am alone on this one, and so | wish te tiat Laura has been a
driving force behind this proposal, but that thenams expressed in this article are my own andexnyrs are mine alone.

18 Matthew Lykken and Laura HurBharing Economic Growft14 Tax NoTES691 (Feb. 12, 2007).

19 Matthew Lykken and Laura HurBhared Economic Growth: A Proposal for Tax Refatfr8 Tax NoTes 1221 (March 17,
2008).

20 Benjamin Franklin said that the only two certastin life are death and taxes, but this provisitmws the one to eliminate
the other. Now that the American Taxpayer Relief @c2012 (Pub.L. 112-240) has implemented a $10&4thte and gift tax
exemption for a married couple (already increaseBll0.5MM by the inflation index, and subject totfier increase from



improved the proposal by striking those parts afdiry elements that would be impossible to enact in
any context other than as part of the Shared Ecmn@mowth framework, and at the same time made the

structure revenue-balanced even if American cotmors bring home every dollar they earn abroad.

Since those earlier publications, of course, sotherdhings have changed. The 2008 financial
crisis and the economy’s subsequent stubborn aesistto all-out stimulus proved that our economic
concerns were not merely alarmfisCongress has been calling loudly for tax refomd a form of
consensus proposal for corporations has emergedhanwould be better than the current system in
some ways but that does not go far enough andvitnald create substantial problems. Meanwhile,
scholars and commentators on the left, right amtecdnave been recognizing the value of various

elements of the Shared Economic Growth proposaltartieoretical underpinnings.

In this paper | outline the latest version of thegmsal and explain how it accomplishes all of the
above goals, with reference to some of the readwdlarly works that support it. | then walk throutle
derivation of the numbers to show that it reallyk# based on conservative assumptions and without
any reliance on economic growth or voodoo, andithvabuld provide a substantial addition to reveie
the coming years. These numbers are based on 204 tlde most recent comprehensive data available,

and thus prove that the proposal works in the 668 economy. | next compare the proposal to the

inherited Deceased Spouse Unused Exemption amfsantsanother spouse), and with the adoption of% 4@p estate and gift
tax rate, most estate planning has now shiftedldifg on to appreciated assets until death to miaei the step-up.

21| ack of market power continues to keep down wagéigh in turn suppresses overall growth in our dedidriven economy.
Neil Shah Stagnant Wages are Crimping Economic GrqW¥aLL ST. J., Aug. 25, 2013,
http://online.wsj.com/article/SB1000142412788732B3B1579028822725730720.htmI?mod=WSJ_article_Recam@s_The
Outlook .

22 gee, as examples, Eric Toder and Alan D. Viltajor Surgery Needed: A Call for Structural Refanfithe U.S. Corporate
Income Taxhttp://www.aei.org/files/2014/04/03/-toder-viardbart_132524981261.pdReuven Avi-YonahCorporate Tax
Integration and the Debt/Equity Distinction: The<gafor Dividend DeductiQrCoLumBIiA LAwW SCHOOL TAX PoLicy

CoLLoquium 2010, http://web.law.columbia.edu/tax-policy/taxipp-colloquium-2010; Rosanne Altschuler, Benjarkin
Harris and Eric ToderCapital Income Taxation and Progressivity in a GlbBEconomy Tax PoLicy CENTER2010,
http://www.taxpolicycenter.org/publications/url.ciid=412093; Steven Rattner, End Corporate Taxahb¥, TIMES May 2,
2014, http://www.nytimes.com/2014/05/03/opinion/ermiporate-taxation.html; Megan McCard¥ghy We Should Eliminate
the Corporate Income TaXHE ATLANTIC, Oct. 2010, http://www.theatlantic.com/businesdiare/2010/10/why-we-should-
eliminate-the-corporate-income-tax/65351/; Matthéglesias, Scrap the Corporate Income Ta&&ATE, April 2013,
http://www.slate.com/articles/business/moneybox804/corporate_income_tax_reform_it_s_not_possvae should_just_get
_rid_of.html; dINT COMMITTEE ON TAXATION , REPORT TO THEHOUSECOMMITTEE ON WAYS AND MEANS ONPRESENTLAW AND
SUGGESTIONS FORREFORM SUBMITTED TO THE TAX REFORMWORKING GRoups(May 6, 2013) at 498-501; Jasper L. Cummings,
Jr.,Cost of Capital Confusigri18 Tax Notes 1037 (March 8, 2008).



emerging “corporate consensus.” Finally, | wallotigh an analysis of the propriety of certain offset

that can only work as part of the Shared Economan® package.

What Shared Economic Growth Is and How It Works

Simply, the proposal is to enact a corporate divitdepaid deduction for distributions to
shareholders not entitled to a dividends-receivetldtion, capped at an amount that reduces cogporat
tax otherwise payable to zero. The deduction conlg be used to offset corporate tax accruing after
enactment. Losses generated by the deduction beutdrried forward and back (but not to pre-
enactment years) under the general rules of .®17.2, so the deduction would not be “free” — iiyo
wanted to maximize the deduction and claim a fir@racounting benefit for it, you would have to/pa
earnings out as a dividend within 2 years. Themaeecost of this change would be offset by several

items.

First, special tax rates for dividends receivethatindividual level would be eliminated. The
fundamental idea behind the proposal is that catpdax is eliminated through a mechanism thaectdl
the tax at the shareholder level if, as and wherctrporate tax is reduced through the payment of a
dividend. (Other offsets are needed because assladtportion of dividends goes to shareholders wh
are not taxable or who pay tax on a deferred PaSis.task 1 is to ensure that shareholders pagrtdake
dividends at full ordinary rates. Since the onlstification given for allowing reduced rates onidends

is to reduce the double taxation of corporate egjithis should not be controversial.

The ingenuity of tax planners being what it is, @raild expect that the above change would result
in even more dividends being replaced by stocklmagks, so that the shareholders could receive their
distributions as capital gains. Therefore, the sdauffset is to eliminate special capital gaingesatxcept
for those on one’s own residence or on farm, timlezstock, or business personal propétiy.is

necessary to the proposal to eliminate capitalggaites for any form of direct or indirect investinim

2 The draft bill text, in the interest of simplicitgliminates special capital gains rates altogether| assume that Congress may
find this undesirable and so | have not includedréiatively small benefit from eliminating spediates for homeowners, rural
operations and non-speculative business operdtiche numbers here.



stock, including interests in passthrough entities may own stock. | propose to go further and to
eliminate special rates for any form of financisset, speculative real estate, or interest in &tydaside
from small business stock)pn the grounds that it is inefficient to subsidipeculation. Since the
majority of capital gains benefits relate to direquity holdings, to capital gain distributionsgan
capital gain passthrougfshowever, special rates for other non-equity itemsld be preserved without

fundamentally undermining the proposal.

Since about 54% of taxable dividends go to famiéiasing over $250,000 per yéathese offsets
would be enough if it wasn’t for the fact that gl portion of the dividends of U.S. companies flow
either to foreigners or to U.S. tax-deferred sasiagd pension accounts. As to the latter, Congadsl
deal with the shortfall by imposing a withholdiraxton payments to such accounts. However, in bfht
the goals stated above, | instead proposed toaebalthe burden a bit more between high-income
speculators and middle-class workers and save2008, we proposed a supplemental 7.65% levy on
adjusted gross income in excess of $500,000. Tiigsts persons at that income level to the same
personal-side levy that middle-class working peqgalg on every dollar of their wages for Social S#gu
and Medicaré! We proposed that this 7.65% would be net of anguarhalready paid due to the lack of
a cap on Medicare wages, which did not make muiéérdnce because high-income individuals tend to
get their money from sources other than wageslbes®loyment. Not coincidentally, however, the

federal government has since chosen to harvest ofidhés revenue through the new 3.8% levy on

24 Internal Revenue Code of 1986 (hereafter “I.R.€.1202. | have been told by a reliable sourcettraAdministration is
particularly fond of this special benefit for a payer’s first $10,000,000 of gain on stock in a panmy with assets of less than
$50,000,000, which is understandably popular withture capitalists and Hollywood.

% Seel.R.S. Statistics of Income spreadsheet 07in01sbhttp://www.irs.gov/iuac/SOI-Tax-Stats-SalesGafpital-Assets-
Reported-on-Individual-Tax-Returns.

26 Seel.R.S. Statistics of Income spreadsheet 10in1éaSources of Income, Adjustments and Tax 2049, at
http://www.irs.gov/uac/SOI-Tax-Stats---Individuala8istical- Tables-by-Size-of-Adjusted-Gross-Income.

27 Economists generally agree that the additionalleyep-side portion of this levy also normally faillpon the worker in the
form of lower pay, since employers set pay levelsdnal on their all-in cost of hirBeeAverage Federal Taxes by Income Group
CONGRESSIONALBUDGET OFFICE (June 1, 2010), http://www.cbo.gov/publication/2@8 The analysis assumes—as do the
analyses of most economists—that the employer'sestfgpayroll taxes is passed on to employeesarfdim of lower wages
than would otherwise be paid”). So, these higlvine individuals would still come out ahead of ndrmarkers. By the way,
let's stop pretending that this levy is just aruiramce premium. The government has repeatedly adtfedded new benefits to
Medicare and costs have risen exponentially, sotfigspremiums paid by any individual have litéationship to the cost of the
benefits he or she receives. Real insurance ddesark that way.



unearned income imposed as part of the Patiene&ion and Affordable Care A8t We still propose
that the 7.65% be a net number, i.e. that it bB%.6f AGI in excess of $500,000 less any individual
side FICA tax or unearned-income levy on such inreowhich substantially reduces the value of this
offset. Still, this is a particularly helpful offsbecause it would automatically increase as dividgay-
outs increased, and thus it helps to ensure thgtritposal would be currently revenue-neutral acaos

broad range of circumstances.

Now we come to an offset that is only possible imithe Shared Economic Growth framework.
Currently, America avoids imposing double taxationthe foreign income of our corporations by
allowing them a credit for the foreign tax theydgaso if they earn $100 in the U.K. and pay $20 d.
tax, they will get a credit of $20 against the $8%).S. tax that they would otherwise owe on that
income. Our treaties promise to keep allowing suchedit?® However, under Shared Economic Growth
corporations would not ever have to suffer douai@tion, because they would be entitled to redoes t
U.S. corporate income tax to zero merely by pagiaigtheir current earnings as divideritigs | discuss
further below, this provides an adequate justiftcafor a general treaty override to eliminate fgnetax
credits for corporations and replace it with a magductior?" Corporations claimed $118 billion in
foreign tax credits in 2010, so this change woulnl/jale a $77 billion additional offset, being 65% o
118% Because it would both seriously offend our tragiagtners and seriously damage our corporations
to eliminate the corporate foreign tax credit withotherwise eliminating U.S. corporate tax on iigme

income, only Shared Economic Growth offers the oty to harvest this offset.

The elimination of the foreign tax credit would imnize the proposal against any revenue

shortfall from a decision by American corporatiaadring all of their foreign earnings home. When a

2| R.C. § 1411 enacted by Pub. L. 111-152, Titled¢. 1402(a)(1), Mar. 30, 2010, 124 Stat. 1061.

29 Article 23 of the United States Model Income Tan@ention of 2006.

%0 As discussed below, | also propose to allow carfions to currently expense any investment in Opférating assets made out
of post-enactment earnings, so that they would nagd to pay out unreinvested earnings in ordachgeve zero taxation.

31 The “corporate consensus” proposal to move titdeial taxation would likewise require a generalaty override to move
from a foreign tax credit to a foreign income exéimp system, a change that other nations movirantexemption system have
also made, so the mere need for such an overrittet is itself that radical. This is discussed lertbelow.

32 While corporations could eliminate this tax by ipayadditional dividends, those incremental dividemould produce
additional tax revenue. The computations belowbased on the all-in effect of these various items.

10



dollar of previously untaxed income hit their Ut&x returns by virtue of being distributed up fram
foreign subsidiary, it would attract 35 cents oSUtax. The corporation would have to pay out tile f
dollar in income to its shareholders (or invesh iU.S. operations) in order to reduce that taxeim. The
shareholder-level tax would then be some 17 castspmputed below. Thus, the repatriation of fareig
earnings would only increase U.S. net tax reveand,indeed it is quite likely that this increase in

revenue would be triggered once corporations weleta repatriate their foreign cash without ah#x

Finally, we need an offset to account for the that some 19% of U.S. equities are held, directly
or indirectly, by foreign persons, with some 20%Jo$. dividends going to foreignetsHere we
propose a simple solution, and again an offsetioatid only be possible as part of the Shared Eeono
Growth package. A 30%withholding tax, on top of any withholding taxeddy imposed, would apply
with respect to deductible dividends (but not dérids in excess of the deduction limit) paid to ifpme
persons not otherwise subject to U.S. income tathemlividends. This would be structured primaaisy
a straight withholding tax with a treaty overrigigstified by the fact that the gross dividend coloid
expected to be 54% higher due to the allowancheoflividends-paid deduction, so the net amount
payable to the foreign shareholder would be uncbadfigom current law. The propriety of this is
discussed further below, but in short the foreigareholders would be as well off as they are taday
would be entitled to choose to be taxed the sanyeasa U.S.-resident shareholder, so they woulé hav

no valid complainf®

33 See computations below.

34 This number might need to be tweaked or made tatjles The 2006 U.S. Model Treaty, Article 10, akoa 15% dividend
withholding tax on portfolio dividends, so undermnt law a typical portfolio investor would recei$85 from a $100 dividend.
Since the payor corporation would receive a 35%ebefor paying the dividend, the dividend would éagpected to increase by
54%, since 1/(1-35%)=154%. A 30% withholding taxyléncremental to the current 15% tax applied 8186 higher dividend
yields the same net $85 to the shareholder ansaime net revenue to the U.S. government.

35 Some would try to argue that since the averageg¥i tax rate on U.S. corporations is lower ttren35% marginal rate, then
foreign investors would not expect to receive 4546 more in dividends. However, it is a fact teath dollar of dividends
paid would save the corporation 35 cents, so thgocation would be expected to gross its dividemgso 154% (i.e. by 1/(1-
.35)) of the level they would otherwise be, buttlséop when they ran out of tax to offset. As thmputations below indicate,
in general companies will have tax room to do tikegross-up on what they would otherwise pay.t8e,fact that the overall
effective rate on corporations is lower than 35%atowould not, on average, prevent the 54% increed&vidends from today’s
levels, and in every case the overall value ofitheign shareholder’s investment would be uncharmetthe implementation of
the proposal.
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| would suggest one other component as part gbtbeosal, though it would have a timing cost
that could be offset by other tweaks to corporaxation. | would allow corporations to expense ab.
operating investments made out of post-enactmenirggs. This would maximize their incentive to lgyin
home the earnings of their foreign subsidiariesiamest them in new U.S. high-value operations. In
essence, the cost of this would be to postponedhection of the 17 cents that the government woul
collect currently if a dollar of investment wastied paid out as a dividend, with the deferral ateg
over the period that the investment would otherwigsee been depreciated, commonly anywhere between
5 and 15 years, with the average time outstandimptcloser to 2 to 7 yeaf$Having the government
effectively lend a corporation 17% of the cost d¢figh-value investment for 2 to 7 years seems like
pretty cheap stimulus. This is especially true gitreat the government could eliminate various other

corporate tax incentives/giveaways in order toaifthis timing effect if desired.

The reader will recall that 100% depreciation wassen as a stimulus tool after the 2008 crisis,
without much noticeable impact. Indeed, traditibgntie main effect of accelerated depreciationtn o
society is to stimulate individuals to claim quesable deductions, not to stimulate genuine cotpora
investment’ This is because relatively few corporations ruresiment economics that incorporate
accurate tax timing in their equipment purchasiagisions, so the temporary accelerated benefit does
make its way into corporate decision making. Femtafter the 2008 crisis American corporationstigos
did not see any domestic investments that theyeudaiat make, and instead sat on large piles of cash.
With Shared Economic Growth, on the other handergmg of operating investments would enable
corporate management to hang on to earnings witimuihg to convince the market to reinvest, which

would provide a potent practical incentive to mak8&. operating investments. Combined with a change

36 Current law tends to front-load tax depreciatism50% of the depreciation or amortization wouldaen under current law
by the 2 to 7 year mark.

%7 See, e.g., Darryl Cohen and Jason CumnfirRetrospective Evaluation of the Effects of TemuyoPartial Expensing
FINANCE AND ECONOMICSDISCUSSIONSERIES2006-19 FEDERAL RESERVEBOARD (April 2006).
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in the international tax provisions to make it mditicult to redeploy foreign earnings cross-bartfe
management could be forced into a choice betwesssiimg foreign earnings in U.S. operations or

giving them to the shareholders and having to amesinvestors to give them back. Managers being wha
they are, they would strongly prefer the formericbo Because Shared Economic Growth would make
U.S. high-value operations economically attractit/ejould be easy to justify such investments, so
management would have the motive (hanging on tairgs), the means (foreign cash) and the
opportunity (attractive American investments). Gitke various sources of increased income discussed
below, providing this investment incentive might nesult in any overall current loss of revenue, it
certainly could not result in a long-term revenogsl and one would expect it to produce a subatanti
revenue gain as those U.S. investments produceebised wages and opportunities for American support

businesses.

How Shared Economic Growth Accomplishes Its Goals

Shared Economic Growth would produce an extraordinamber of benefits. Let’s look at each

of the 12 in turn.

1) Making America the most attractive location on theplanet for American companies to

locate their high-value operations, so that Americaworkers would regain market power.This one

is simple. The proposal would enable corporationgtluce their effective U.S. tax rate to zero.aicer
developed jurisdiction has a permanent zero cotpadax rate. This would not cause all operations to
come back to America. Low-margin operations thigt oa low wages to make any profit would not come
here just to have a zero tax rate on their opeydtisses. Those, however, are not the operationsamée
anyway. We want high-margin operations that caordffo pay high wages. Those operations are very
tax sensitive. Consider the case of a plant tlgaytevould earn $50MM of taxable income in a

jurisdiction with a 25% tax rate, netting $37.5MIftea tax. In the U.S., it would net the full $50MM.it

38 This could be done by repealing the I.R.C. § 9%8Jexception for dividends from related contrdlfereign corporations,
and by enacting a provision treating distributifnosn foreign entities treated as taxable corporationder local law as
dividends for purposes of § 954.

13



currently paid wages of $10MM, it could afford t@ra than double its payroll and still be betterioff

the U.S. Even compared to the 12.5% Irish taxitat®uld be much better off in the U.S. and could s
afford to increase its payroll by some 60% by mguiere. While some less-developed countries offer
zero tax rates, America would at least be equaltdgn terms of taxation, and would offer advansagie
market proximity and possibly workforce educatibnconsequence, corporations would want to have
their operations here, and over time new operatiamdd be located here and many old operations avoul
relocate. These activities would need workers gasing the demand side of the curve and allowing

workers to extract better pay and working condgion

Is it realistic to think that wages would rise? Tmwnomic literature says yes. In an open economy
such as ours, corporate tax has a powerful effegtages. As an European Union economic study
observed,

“Another important distortion created by corporieation is the one induced on labour markets.
This distortion is well-known in theory but is geally absent from the political debate.
Economic theory shows that, under the assumptionatifility of capital, the incidence of the
corporate tax is fully borne by labour (Gordon, 888 Furthermore, this literature insists that
capital flight reduces labour productivity andfiime, wages. Hence, this creates an additional
distortion which could be avoided if labour woulel taxed directly.

Recently, Arulampalam, Devereux, and Maffini (206 Rave investigated this issue using a
panel of more than 50,000 companies in nine Europeantries over 1996-2003. Their results
suggest a validation of the theory as each additiearo of corporate tax reduces wages by 92
eurocents in the long-run. Therefore, the incidesfaarporate taxation falls almost entirely on
labour.
A number of studies using a variety of data setsraathodologies have agreed on the conclusion
that the burden of corporate tax falls heavily aimor?? and that indeed a dollar increase in corporate tax

may reduce overall wages by four doll&tShe cost to workers can exceed the corporatentarase for

%9 Gaétan NicodéméSorporate income tax and economic distortioBd). TAXATION PAPER15, Aug. 4, 2009 at 8.
40 Roger H. GordoriTaxation of Investment and Savings in a World Eoon@6 AVERICAN EConomic REViEw 302-308 (1986).

41 wiji Arulampalam, Michael P. Devereux and Giorgiaffini, The Incidence of Corporate Income Tax ongés, Oxford
University Centre for Business Taxation Working &ap(July 2007).

42 See Matthew H. Jenson and Apama Matt@orporate Tax Burden on Labor: Theory and EmpiriEaldence 121 Tax
NoTES 1083, June 8, 2011; William M. Gent#y,Review of the Evidence on the Incidence of thpdZate Income TaxU.S.
TREASURY OFFICE OFTAX ANALYSIS PAPER101 (Dec. 2007).

43 Bev Dahlby and Ergete Fered®hat Does It Cost to Raise a Dollar of Revenue® Marginal Cost of Public Fungd€.D.
Howe INsTITUTE COMMENTARY No. 324 (Mar. 2011), a Canadian study finding that proal corporate tax rates produce an
economic burden of several times the corporatedimed, an effect much higher than personal incaxes or sales taxes.
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two reasons. First, the mechanism is not corponaigagers insisting that employees accept wage
reductions to offset the corporate tax paid, beedlus employees are unlikely to agree to thatcfort
negotiation. Rather, corporations react to a hégirate on their new investments by putting the
investments elsewhere, leaving employees on thkenatho have no job at all and who will thus be
willing to take whatever wage they can get. Sectedause multinational corporate jobs are generally
the high-paying jobs in our economy, when corpoeatployees are forced to accept lower wages or are
thrown back into the market it reduces the priegtloth corporate and non-corporate workers can
command. Labor rates drop not just in the multorals but in purely domestic operations as wekt tu
the oversupply of workers.

This is important and the economists tend to ntisEhiey cheerfully assume that “only” 100% of
the burden of corporate tax can fall on workersalge once labor rates drop low enough to equal the
differential corporate tax costs the companies, wilthe long run, move the jobs back (a dubious
assumption in itself, as discussed below). Butrassihhat you have a system with three employer$) eac
with one employee, Multinational Corporation, Haede Hubert Ltd., and Nonprofit Healthcare. All
three workers make $20 an hour, and represent $@Pe costs of their businesses, or $50X out of
$100X with Multinational Corporation earning a pta&qual to 40% of its costs, i.e. $40X. Multinatd
Corporation could move to Switzerland, still payp%h hour, and pay only 10% tax rather than 35%. It
demands that its U.S. employee reduce his wagesdnygh to make up for the tax cost. The tax
differential is equal to 25% of the $40X profit, 80X. The employee must therefore accept a wage c
of 20%, i.e. $10X/$50X. So, 100% of the corporateliurden has been passed to labor. But now the
Multinational Corporation employee would be willitmjump to either of the other two employers for
any salary above his new rate of $16 an hour. @tmspetition causes the other two employers to drop
pay by 20% to $16.00 an hour. Labor now has abdaalbmst equal tthree timeghe differential
corporate tax burden, and that is an equilibriute tiaat need never change. Further, if the American
workers somehow manage to reach a new equilibriti@01 per hour, so that Multinational

Corporation does move its operations abroad, atiigl corporate tax collections will be zero. lhet
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words, the burden of corporate tax is not restlittethe amount of corporate temposed but rather is in
theory connected to the amount of corporate taixvibald beimposed on operations thaduld be
located in America, many of which amet here partly due to our corporate tax rate. Thisifs away”
burden tends not to be accounted for in the mamtals people’s intuitive assumptions.

Another counter-intuitive issue is that, somewhairdly, and again because corporate jobs are the
driver of good wages, as corporate jdeslineas a share of our overall economy, the multigféect of
reductions in corporate wagegereasesl|f corporate jobs are half of all jobs, whichr@sighly true today,
then employees can in principle bear a burden tyite the level of corporate tax, as illustratedoor
simple model above. If corporate jobs decline ¢uarter of all jobs, then American employees caar be
a burden equal to up to four times the level opooate tax. As we chase corporate jobs abroad, ten
become exposed to this strange multiplier, withetfiect of corporate tax becoming larger at theesam
time that corporate employment becomes smallershsue of the economy.

The other thing that the happy economists tendswodnt is the effect of friction on their pretty
equilibriums. While they recognize that locatiortideons are complicated and therefore somewhat
“inelastic” as to tax cost, they assume that ilac@rporate tax differential drives a job abroadbty then
if workers accept a $1.01 decrease in compensttairob will come back tomorrow. Corporate locatio
decisions are more complex than that. Companie®titove change, both because it is risky and ksau
they have sunk capital invested in the status flbey respond more freely to cost differentialsrfew
operations than for existing ones. When a diffeaénéaches a certain point, however, they become
unable to resist the impetus to respond and to ragea their existing base. Once they make that move
abroad, they will be equally reluctant to breaknleg status quo to move back, and will have to see
stable U.S. labor rates low enough in comparisahédoreign rival to compel the move. “Equilibriim
then is really a range with a width set by the l@fdriction, and once jobs locates abroad we tialihe
negative end of that range. Because location adegsare subject to this sort of friction we haveyet
felt the full potential burden of globalization @hS. wages. Once we break friction and the jobsemov

though, we will feel the full effect of both wagerapetition and tax competition. We do not want to
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have our labor rates fall to the global common deinator.

As corporations develop larger qualified labor gaahd better infrastructure abroad, one could
reasonably expect that the inelasticity of locatiegisions that economists recognize will evaporate
leaving only the type of anti-change friction déised above. This will maximize the impact of the
corporate tax differential. The foreign labor paad infrastructure that can support that disastee h
been under development for some time now, andéakieldpment is accelerating. Some statistics

regarding America’s ranking among its OECD peer2fii 1 tell the story*

Percent of adults achieving post-secondary degrees 12"
Progress in post-secondary education from prioeggion 38
Percent of students completing upper secondaryatidac 22¢

Employment rates among Tertiary A/graduate schegtek
holders 28

Proportion of persons with less than upper secgndar

education earning less than half the median inc@niégh

ranking indicates weak market power for unskilleatkers) iy

Similarly, the 2009 PISA grade-school educatiorkirags place the U.S. Toverall on the
reading scale, and P2n the Integrate and Interpret subscale of tharesaVe ranked 31in math and
23%in sciencé”® The 2012-13 World Economic Forum competivenesert&ranks the U.S.%in
overall competitiveness, 4n infrastructure, 33in health and primary educatior # higher
education and training, and".ih technological readiness. While in 2009 the emhiStates awarded 26%
of the OECD’s new PhD degrees in science and eeditgg China produced more (although of uncertain

quality),”” the number of U.S. PhDs per capita was only hafrate for Switzerlantf,and the number of

those U.S. degrees being awarded to Americansdesdeclining. In 1995, 27% of U.S. doctorate

4 Education at a Glance 2013: OECD Indicators, OFGRLISHING (2013), http://dx.doi.org/10.1787/eag-2013-en.

5 PISA 2009 Results: What Students Know and Can Baudent Performance in Reading, Mathematics aieh&e (Volume
1), OECD (2010), http://dx.doi.org/10.1787/97890264450-en.

6 Klaus Schwab, The Global Competitiveness Repdr?200013: Full Data Edition, WL Economic FORUM 2012
www.weforum.org/gcr.

47 David Cyranoski, Natasha Gilbert, Heidi Ledfordhj&li Nayar and Mohammed Yahi@he PhD Factory472 NaTURE 276
(April 21, 2011).

48 New doctorate graduates, OEGDENCE, TECHNOLOGY AND INDUSTRY SCOREBOARD2011,OECDPUBLISHING (2011)
http://dx.doi.org/10.1787/sti_scoreboard-2011-12-en
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degrees were awarded to foreign visa holders. 11 20at had climbed to 36%, primarily from Chfia,
and only 64% of those students stay @Meanwhile American native students are becoming
increasingly disinclined to pursue PhDs as varexsoitative practices in academia (reduction in
stipends, longer time to degree and longer timgoas-docs and in non-tenure positions) adverséhcts
the economic benefit of such a course of sflidyn 2011, China’s patent office overtook the LaSthe
largest in the world, and Japan and China both digtathe U.S. as originators of patents applied for
while since 2008 China has beaten the U.S. in tefrpatent applications per R&D dollar spent ans ha
an industrial design registration count by resideéhat is an order of magnitude larger than Amé&sica
The cost of R&D operations is nearly 13% less eiletherlands than in the U.S., and India, Chirth an
Russia are 57%, 46%, and 34% cheaper, respec??\,iétjpr to 2002, America had never run a trade
deficit in advanced technology products. Since therhave run such a deficit every year, rising8a $
billion in 2010% America ranks 4Bout of 48 countries surveyed, behind Bulgaria,Dioeinican
Republic, and Iran, in efficiency of healthcare &fftbut of 48 in per-capita healthcare cost, and we
make that an employer’s problem by foisting an wabamount of our healthcare and pension costs onto
the shoulders of employetsin short, we are not in a position to think that oompanies have no viable
alternative locations for manufacturing, administnaor research and developmétthis is like climate
change. We can see that something is happeningawsee the rise of factors that logically would
produce those symptoms, and we know that at soin¢ the buffers that have kept things in bound$ wil

collapse and that the changes will accelerate lmegan control. If we wait until our economy is gedt

4% Data from the National Science Foundation, htipui.nsf.gov/statistics/sed/digest/2011/themel.cfm#2

50 Michael G. Finn, Stay Rates of Foreign Doctoratgpients from U.S. Universities, 2009AtORIDGE INSTITUTE FORSCIENCE
AND EDUCATION (2012).

51 ThePhD Factory supra

52 KPMG, Competitive Alternatives: KPMG's Guide tadmational Business Location Costs (2012),
http://www.competitivealternatives.com/ .

53 Derek Hill, U.S. Exports of Advanced Technology Products Dedlliress Than Other U.S. Exports in 2008TIONAL
CENTER FORSCIENCE AND ENGINEERING STATISTICS INFOBRIEF (Sept. 2011)
www.nsf.gov/statistics/infbriefisf11307hsf11307.pdf

54 BloombergMost Efficient Health Carehttp://www.bloomberg.com/visual-data/best-and stimost-efficient-health-care-
countries

%5 For a useful quick discussion of America’s deglisee David S. Masoithe U.S. No Longer makes the Grade: Economic
Inequality Put an End to the “American CenturyHi KappAPHI FORUM (Fall 2012) at 4-7,
http://www.phikappaphi.org/forum/fall2012/mason/jpéqum_fall2012_mason.pdf
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and our foreign-born college graduates all go htortsetter opportunities, the next generation woll n
feel sympathetic when we say, “oops ... how weed¢o know this would happen?”

Besides the burden that corporate taxation impasesmerican labor, economists are in general
agreement that corporate tax is the single woxsintéerms of reducing economic growth. The only
excuses for tolerating corporate tax have beepabential effect on the overall fairness of the $ggtem
from reducing rates, and the problem of tax garbingvealthy individuals if they can benefit by shify
their income into a corporate envelope. As the OBGiled in 2010:

Corporate income taxes are the most harmful fowtras they discourage the activities of firms
that are most important for growth: investmentapital and productivity improvements. In addition,
most corporate tax systems have a large numbeawouispons that create tax advantages for specific
activities, typically drawing resources away frdm sectors in which they can make the greatest
contribution to growth. However, lowering the corgie tax rate substantially below the top personal
income tax rate can jeopardize the integrity oftthesystem as high-income individuals will attempt
to shelter their savings within corporatiofis.

The Shared Economic Growth proposal eliminates bbthe problems with eliminating corporate
taxation, shifting the tax burden in a manner gw@tially favors the working classes and that resluce
opportunities for individual tax avoidance. It trelsninates the worst tax in the best way.

2) Allowing corporations to bring cash home to invesin those high-value operationsUnder
our current system, corporations generally paysayh@enalty for bringing their foreign-subsidiary
earnings into the U.S., whether to invest themmmefican operations or to pay dividends. Most of the
earnings of controlled subsidiaries are subjett.®. tax only when they are distributed to, or steel
in,” the United States. They are then subject to a @3®stax, with a credit for foreign taxes paid with
respect to such earningsor earnings from zero-tax locations, the penialty full 35%. So, if a dollar
of zero-taxed earnings is invested in any countingiothan our own, the corporation gets to inviestfull

dollar, but if it invests it here it only gets tovest 65 cents. According to the most recent amalliRS

data on controlled foreign corporations, for thary2008, such CFCs had foreign tax of $120B ortgxe-

%6 Tax Policy Reform and Economic Grow®ECDPUBLISHING (2010), at 22http://dx.doi.org/10.1787/9789264091085-en
°>"|.R.C. § 956.

%8 The distribution is “grossed-up” by the amountrédits allowed in order to prevent a double benaftontrolled subsidiary
with $100 of earnings that pays a 30% foreign tdkamly have $70 left to distribute. The foreigaxtcredit system seeks to
ensure that the original earnings will be taxed edbmbined rate of 35%. The arithmetic only wofkgu add the $30 back as a
gross-up, apply U.S. tax to that total, and thémwathe $30 credit against the $35 U.S. tax.
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earnings of $854B, for a 14% average foreign téecfeOn average, then, the U.S. tax burden of bringing
those earnings home would be 35%-14%=21%. In jgsaitttends to be worse, since companies
selectively repatriate their higher-tax earningsanrongoing basis, leaving an even lower tax mioadb.
Thus, for 2008 U.S. parent corporations recognE@ earnings with a blended tax rate of some %0%,
leaving behind earnings with an associated taxittoéadnly 7.5%. Thus, the distribution of the ranmiag
2008 earnings would have triggered a 27.5% residugl tax liability®*

Shared Economic Growth would take away this perattypringing money to America. If the
foreign cash was paid out as a dividend to shadeins| the dividend deduction would fully offset the
U.S. tax on the dividend received from the foresgbsidiary. If the cash was used to investin U.S.
operations, the tax on repatriation would be fofffiget by the expensed deduction for the investment
Rather than saying “we will hit you with a 27.5%dHility if you bring any foreign cash into the U.Sve
would encourage corporations to bring home allcéeh they wanted and inject it into our economy.

Further, if corporations still proved reluctantimwest in America (which would be hard to
understand under the improved tax structure), ttege®l Economic Growth platform would make it
relatively easy to give them a little more inceathy broadening the scope of subpat Which subjects
various forms of mobile income to current U.S. teota Broadening subpart F today is problematic,
because allowing the deferral of U.S. tax is thiy @mng that allows American companies to be reshot
competitive with their foreign rivals, who are riaked on foreign income. Since Shared Economic
Growth allows the elimination of U.S. tax for compes that deploy their cash properly, however,

adoption of the proposal would allow Congress nileebility without unduly harming our companies.

% Computed from IRS Statistics Of Income spreadsb@idict.xls, http://www.irs.gov/uac/SOI-Tax-Stasntrolled-Foreign-
Corporations .

%0 |RS statistics Of Income spreadsheet 08it01mihdm;://www.irs.gov/uac/SOI-Tax-Stats-Corporate-dign-Tax-Credit-
Table-1, computed as H11/(H11+G11+C11). Not coiacidlly, the 5% residual U.S. tax that these corigsatieemed tolerable
is about equal to the tax Congress imposed onpibeia “homeland” dividends under I.R.C. § 9652005. At much above that
level, many companies start to gag.

51t is worth noting that the administration’s gldfiereign tax credit pooling proposal ES8ERAL EXPLANATIONS OF THE
ADMINISTRATION’ SFISCAL YEAR 2014REVENUE PROPOSALS U.S.DEPARTMENT OF THETREASURY (April 2013) at 48,
http://www.treasury.gov/resource-center/tax-policy/Documents/General-Explanations-FY2014.pdf) would serve mainly
to shut off the spigot on the tolerable repatriativat corporations do today. If corporations wamable to concentrate their
foreign tax credits, they would be that much melaatant to bring homany foreign cash, and thus that much more desperate to
find foreign investments for their profits.

®2].R.C. § 951-§ 965.
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Once foreign subsidiary income was subjected to 1§ that tax could only be relieved if the padren
company paid the cash out as a dividend or invalidash in operations within two years. | would
recommend against doing such a thing up frontesihe proposal would enable and encourage
companies to fund all economically efficient U.8/eéstments without the use of such strong-armadscti
but it would be an available option if companied dot otherwise respond in an economically rational
way.

3) Enabling American firms to compete effectively agaist their foreign rivals. Our current tax
system is an awkward compromise intended to mabesisible for American companies to compete, but
it achieves this goal in a highly dysfunctional wByery OECD nation except ours now allows their
corporations to earn foreign operating income withgaying significant home-country tax. As one can
see from the fact that, as shown abB\&merican companies incur foreign tax at only aerage
blended rate of 14%, there are many opportunitiesatn foreign income at very low rates, commonly
ranging from 0 to 12.5%. Our competitors can btimgse earnings home freéfy.

What would happen if Congress decided to elimitfageability of our companies to defer U.S.
tax on their foreign income until they brought tteesh home? Consider a profitable company located in
Singapore that is being taxed at an incentiveah#ero. It is up for sale to the highest biddexry $hat it
has a pre-tax present value of $100MM. A non-Udsgany would be able to bid up to $100MM for it.
An American company would be able to bid only $650M\&0, our companies could not acquire
subsidiaries.

Now say that an American company already ownedbthgapore operations, which would have
a value of $65 in American hands. It would be w&1i00 in foreign hands, and so a foreign rival doul
afford to buy it with no net tax friction. In otherords, a rival could pay $100 and the Americatesel

would receive $65 after tax, and so it would beygasagree on a sale without the buyer having éauir

53 Supraat footnote 59.

54 Or, for companies lucky enough to be based inuaty like Ireland or Switzerland, they can earcome in their home
country and only have it taxed at those rates.

% If this was an asset purchase with an averageedigion/amortization period of 10 years, the Ameni bidder still could not
go above $78.85, due to time value of money effects
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up the “synergies and strategic value” that comgmmnormally use to justify the value loss that tiaxa
imposes on a deal.

Finally, if both an American company and a foreoggmpany owned equivalent Singapore
operations, the foreign rival would be able to brtlee American if it chose. Why? Because the rival
could drop prices until its pretax profit was o2k the level of the American company, and stilkena
enough money (i.e. as much as the American comadiey,tax) so that the global equity markets would
like its stock as much as they liked the stockhef American company.

If our companies couldn’'t compete head-to-headldtoubuy assets, and could easily sell assets,
it is clear that our international operations woeitdl up being liquidatei.American companies would
be unable to compete outside of the U.S. marketigh-technology industries requiring substantighh
risk R&D, global scope is essential, because a emythat cannot spread that R&D cost across global
sales will not be able to keep ¥dn time, America would become a low-tech backwater

We allow the deferral of U.S. tax on foreign incomerder to avoid this scenario, but that
mechanism is what makes it prohibitively expen$oreAmerican companies to bring cash home to make
American investments. Many people arjukat if we cannot afford to eliminate deferrakenhwe should
copy our rivals and adopt “territorial taxation'g.i eliminate the taxation of foreign earned incoffet
would be one approach, and it would likely be bratigoractice than our current system because utigvo
eliminate the tax pressure to use cash abroadstibiit would leave foreign investment much more

attractive than U.S. investment. Shared Economan@r, in contrast, would allow us to make American

% 1t would not be difficult to find the buyers. Clinfor example, now has 85 of the world’s top 56fporations, compared to
our 132, and is aggressively pursuing global expansubsidized by strong domestic advantages. KRR0G3),The emergence
of Chinese multinational corporations (MNCs): Loeald global implications
http://www.kpmg.com/CN/en/IssuesAndInsights/ArtgfRiblications/Newsletters/China-360/Documents/CB@:Issue 13-
201310-emergence-of-Chinese-MNCs-Local-and-gloimglications.pdf.

57 This is an area where globalization must be gitedue. Without global markets, many product depelent projects would
have to be abandoned.

%8 SeeBusiness Leaders in Support of a Territorial Tagt&y http://waysandmeans.house.gov/UploadedFilestjnttes.pdf;
TERRITORIAL VS. WORLDWIDE TAXATION , SENATE REPUBLICAN PoLicY ComM. PAPER http://www.rpc.senate.gov/policy-
papers/territorial-vs-worldwide-taxation; Mihir Desai, C. Fritz Foley and James R. HineRépatriation Taxes and Dividend
Distortions 54 NaTIONAL TAX JOURNAL 4 (Dec. 2001) 829-851,UBIMARY OF STAFF DISCUSSIONDRAFT: INTERNATIONAL
BUSINESSTAX REFORM, CHAIRMAN MAX BAucus, U.S.SENATE CoMM. ON FINANCE,
http://www.finance.senate.gov/imo/media/doc/Chainls#20Staff%20International%20Discussion%20DraftBi@mary.pdf
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companies competitive while at the same time makimgcountry a preferred location for their most
desirable operations.

4) Providing a benefit to middle-class workers who dohe right thing and save money for their
children’s educations and for retirement Middle-class savers have been badly punishetidoy t
government’s response to the 2008 financial crisithe name of stimulus, interest rates paid bykba
have been forced down to near zero. Whether othiohas actually stimulated the economy, it has
certainly served to boost bank spreads so thatdbely have enough profit to slowly and quietlyrour
off their toxic asset holdings, a hidden $278 billannual “tax” on household deposit&téccording to
Federal Reserve dathaverage 6-month CD rates in 2007 were 5.24% velviégage conventional
mortgage rates in that year were 6.34%, a 21% dphe2012, the CD rates had dropped to 0.44% while
mortgage rates were 3.66%, a 732% spread. Nidbddnanks, tragic for depositors. In the meantiofe,
course, savers saw the stock market collapse i@ @00 remain volatile thereafter. Middle-class ptae
saving for college or retirement or to try to budldushion against lay-offs find themselves earning
dismal returns, while retirees who thought they savkd enough to provide a reasonable income find
that they were sadly mistaken.

Meanwhile, the government has gotten caught ia@ tn 2009, federally chartered depositary
institutions held $124.5B in treasury securitied &t4,417.4B in Agency and Government Sponsored
Entity backed securities. In 2012, these figuresevii243.2B and $1,669.7B, respectively, a 24%
increasé’ In the same time period the total assets of seglositary institutions increased only 7%. In
short, the banks own a lot of government or govembacked bonds, and if interest rates rise

significantly the value of those bonds will dropinterest rates doubled, the banks could lose Bfbeir

% This figure is computed from federal reserve Ffrunds data (level table L100) showing total letwdd deposits of
$9,997.8 billion for 2012, and using interest rdtesn Bank of America’s 2012 and 2007 annual repdtof A paid depositors
an average interest rate of 3.03% in 2007, but 0r#%% in 2012. This one bank would have paid dépasan extra $17.4
billion in 2012 if interest rates were still at theormal 2007 level. Applying the same spreadbtaltdeposits yields the $278
billion total cost to responsible holders of baakisgs accounts. It is also interesting to noté Bank of America would have
earned $9 billion more on mortgages in 2012 if gage interest rates were still at the levels B oééeived in 2007, but B of
A’s reported 2012 average interest rate on mortg@eomputedfter making allowances for non-performing mortgagesl hel
by B of A, so some of that $9 billion is due torthbeing caught with bad mortgages and bleedintheftost.

® The average annual 6-month CD rates and convetinortgage rates are found at
http://www.federalreserve.gov/releases/h15/data.htm

"l See Federal Reserve Flow Of Funds chart L.110.
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total assets, plus another 7% or so consideringftlets on the value of their $3,997B in mortgage
holdings. While the Federal Reserve has decidéadleball of its bonds to maturity so that it wikwver
need to admit to the losses it will suffer on thénme banks are subject to different accountingsrared
so (being a creature of the banks that own itFe will conduct the taper in such a way that baras
slowly dispose of these bond and mortgage losssastghe extraordinary profits they make at the
expense of depositors. Depositors should thusawttcon government efforts to raise the returntheir
deposits to normal levels any time soon.

However, the middle class does own a significardwamhof stock, directly or indirectly.

According to the Federal Reserve’s 2010 Surveyafddmer Finance, the lower 90% of the population
holds some 26% of direct equity, 28% of mutual &irisl % of insurance company annuities, and 45% of
IRAs and 401 (k)3 According to the 2010 IRS Statistics of Incomdeap' families earning under
$100,000 a year received 59% of all pension andignimcome. Since defined-benefit plans own some
$3.5 trillion of equity’® the stability of defined-benefit plans depend=quity values, which is a
significant consideration given that many pensitamg are stresséed.

As the above statistics indicate, middle-classtgdwoldings are skewed towards tax-deferred
vehicles such as IRAs, 401(k)s, annuities and passiUpon the enactment of Shared Economic Growth,
equity values would climb to some extent due toethkancement of the future corporate earningsratrea
The extent of this value bump would depend on \Saket emotions, as the well-to-do traders would no
seetheir net after-tax income from shareholdings jump. Meiebly, though, middle-class holders
would see a large stream of dividends. Where tddayelationship between corporate earnings anesha

prices is largely mysterious, so that ordinary shalders can lose money over a period when earnings

2 The Fed is not required to account for mark-toketalosses, so if it holds the bonds to maturitigew it will receive the face-
value principle, it will never record a loss. ThedRwill continue to recognize interest income tteat be used to reduce the
acknowledged federal deficit, but in a lower amatiain if the Fed held bonds that would continupay out at market interest
rates.

3 Computed from scf2010_tables_internal_real.xIs.

" ndividual income data by type, 2010.

> Federal Reserve Flow Of Funds charts L.213 lifearid 17, L.116b lines 12 and 13, L.117 line 14} lar118.

6 See, e.g CONGRESSIONALBUDGET OFFICE, The Underfunding of State and Local Pension Plafesy, 2011,
http://www.cbo.gov/publication/22042 .

24



are doing relatively well, in a Shared Economicfoworld good earnings would translate fairly
directly into cash in the pocket (or IRA) of theasbholder. Long-term holders of companies that make
reliably good profits could be confident of gooturas, freed from the vagaries of Wall Street
gamesmanship.

Moreover, Shared Economic Growth would directly fidbose distributable earnings. A company
that paid a $100 dividend today would be able tosbd to $154 after enactment, because it would
receive a 35% tax benefit by paying the dividenadd¥e-class investors would be pleased to receive a
54% boost in their tax-deferred earnings, | susfekhis gross-up would apply to all dividends “paid
for” by Shared Economic Growth. To take an exangieed on 2010 numbers, the maximum deductible
dividends amount for 2010 would be the total coap®tax, adjusted for the proposed elimination of
foreign tax credits, of $299.7B divided by 35%$856B in dividends. If corporations had otherwise
chosen to pay out $556B in dividends, they would be able to pay out $856B, 54% more, and have the
same retained earnings remaining after the divigerythents. In fact corporations paid $554B out of
$1,356B in net earnings before taxes, leaving thvtimretained earnings of some $579B after tax.&Jnd
the proposal their retained earnings would drogBgB whether or not they paid dividends, due to the
change in foreign tax credits. That change askdsy, tould have been able to pay an extra $302B in
dividends and still have ended up with the samesagtings of $502B. Hypothetically, if they had
otherwise paid more than $556B in dividends preageathen Shared Economic Growth would not
enable a 54% increase on the excess dividendsatteslly paid, but it still would be a 54% increase
the part of those dividends “paid for” by the diedls-paid deduction. The remaining excess dividends
this hypothetical scenario would not have been didlole before and would not be deductible under the

proposal, either, so it need not concern us Rere.

"1t should be noted that the maximum average iseréathe value of U.S. corporations would be cdpebout 36%, rather
than 54%, because the average corporate effectig@dar 2010, after backing out NOL carryforwardattwere largely a
hangover from 2008 and not counting foreign taxlitse was some 26.3% rather than the 35% margatel See IRS Statistics
Of Income spreadsheet 10cosbsec2.xls.

"8 The shareholder-level current tax revenue perdell non-deductible dividend would be about 12tsemder the proposal as
compared with about 7 cents today, so any suchthgtioal excess would produce a revenue benefipérsisted.
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Thus, Shared Economic Growth would improve theilityabf the investments of the middle class,
help to insulate them against Wall Street skimnitayd give them a 54% tax-deferred bonus. That extra
money in the hands of retirees and would-be colitgeents would, in turn, result in spending thatid
help to stimulate the economy the old fashioned, wapugh real income in the hands of middle-class
consumer§’

5) Avoiding increasing the deficit today, and providirg substantial additional revenues and
private savings in order to prevent a fiscal crisias the baby boomers retire and the next generation
is forced to take on the burden of funding all thos retirees The computations below walk through the
components by which Shared Economic Growth achievaent tax neutrality. Here | will focus further
on one aspect of those computations, which showotiacould conservatively expect the proposal to
fund an extra $22 billion in federal revenues ahdSbbillion in private retirement draws per yeatlss
baby boomers move through retirement. Part of wizgkes achieving tax neutrality tricky is that aykar
portion of U.S. equity is held under tax-deferrechagements. In 2010, only 32% of dividends reative
by U.S. persons (excluding intra-group dividendsjyeweported on individual returns, $187B out of
$586B. About 5% of such dividends go to non-tagadaurces such as non-profits and governments.

This apparently leaves some 63% going to tax dederehicles’

9 High-speed trading, arbitraging of the share pvieesus asset value of ETFs by large investorsp#met assorted games
provide fruitful opportunities for Wall Street tavert the value that should logically flow to shlaoéders from corporate
earnings.

8 Lack of middle-class purchasing power is a majairdon our economy, hurting everyone includingwrealthy.Seel.

Bradford DelongThe Strange Case of American InequalRyoject Syndicate Dec. 31, 2013, http://www.pcbje
syndicate.org/commentary/j--bradford-delong-asks~americans-are-not-clamoring-for-polices-that-vebldave-90--of-them-
better-off

811t is not clear why this number is quite so highindeed whether it actually is that high or ifre$95 billion of taxable
dividend income is hidden under other tax linesligig from Federal Reserve Flow of Funds data,vemald anticipate more

like 48% going to tax-deferred holders and 47%at@ble households, based on their relative appahames of equity
ownership. However, the Federal Reserve data reilgasses various simplifying assumptions to catége things, so it may

be misleading in this respect as well as lackingeiriain potentially useful details. For example way that the Federal Reserve
handles Exchange Traded Funds or flow-through legsientities may obscure a sizeable set of divilemd that are currently
taxable. Further, it may be that investors prefeatly skew high-dividend equities to their taxfeleed accounts. In any event, |
have given priority to the IRS data on the grouthds it is the most conservative in terms of makirdjfficult to offset the cost

of the dividends-paid deduction. My best gueshas the proposal would in fact generate substaetieéss revenue on a current
basis. As discussed below, this could add someb#@2h per year of revenue under the proposahéf Elow of Funds data
presents an accurate picture.
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As of 2007, only some 8.3% of total IRA assets wergoth IRAs, though Roths tended to have a
somewhat higher percentage of their assets invastglities’” So, say that 10% of IRA-held equities
are in Roth form, and make an unrealistically covative® assumption as to the percentage of dividends
flowing to IRAs, i.e. assume that anything not diéfily held in another way is held through an IRAis
yields a percentage of tax-deferred assets in Roths3%. Round that up to 5%, and you still ha8&c5
of dividends going into retirement arrangementsdwantually coming back out and being taxed.

Another source of potential slippage is equitids ty defined-benefit retirement plans. Dividends
going to such plans do not directly increase taxgleinsions. However, they can be expected to genera
taxable income in one of several ways. First, Bventing the partial or total failure of such plétsnk
Detroit), they may increase actual payments toipaass®* Second, by reducing the additional
contributions that employers need to make, they imergase employer earnings and thus either be
taxable directly (if non-corporate) or by increastaxable dividends (if corporate). Third, by reidgcthe
burden on state and local governments to make godbeir pension commitments, such dividends may
reduce the federal deduction for state and loc&st@r reduce the amount that the federal goverhimen
called upon to share in order to bail out the st&t®verall, then, it would appear that increased
dividends flowing to defined benefit plans woulavyide increased revenue or decreased expense throug
one channel or another. Still, let's be hyper-covestere and take a worst-case scenario, assumatg th
dividends paid on equities held by state, local f@dgral pension plans produce no benefit. Thislévou
make up to 11% of dividends non-taxable on tohef% going to Roth IRAs. So, now we have 48% of

dividends being truly tax deferred.

82 Craig Copeland, Individual Account Retirement Piakis Analysis of the 2007 Survey of Consumer FiremdVith Market
Adjustments to June 2009, Employee Benefit Resdasthiute Brief No. 333, Aug. 2009, at 27.

8 The Federal Reserve and EBRI data suggest thatdiecannot actually be that high.

8 Many private defined-benefit plans have run imtmble similar to their local-government countetpawith companies
making workers happy by promising future benefit they lacked money to pay. The existing pensafaty net, the Pension
Benefit Guarantee Corporation, is running a reatsficit of $35.7 billion, or 31% of the liabilitigs has already assumed. 2013
PENSIONBENEFIT GURANTEE CORP. ANN. REP. http://www.pbgc.gov/documents/2013-annual-repdift. Shared Economic
Growth would help to stabilize both the privatendand the PBGC.

85 As of June 30, 2013, some 35% of the assets tef atal local government pensions consisted of stock
http://www?2.census.gov/govs/gpr/2013/2013qg2t1.xIs.
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What does that mean in dollar terms? Based on B0fibers, Shared Economic Growth would
push corporations to pay additional dividends df3$Billion, before consideration of additional amtsu
parked under foreign subsidiaries that could beréited, so 48% of this is $149 billion of dividends
going to tax-deferred retirement accounts. Basetther2010 distribution of IRA and taxable pension
receipts, these amounts would ultimately produgedaenue of 15% of the dividend amount, or $22
billion per year.

The timing of this revenue would coincide with tiraing of baby boomer retirement draws. So,
under Shared Economic Growth we would be puttinge$dillion of dividends per year into the hands of
retirees and $22 billion per year into the handtheffederal government. Since this will be theqakr
when the government is desperately trying to figurehow to repay the Social Security “trust fund”,
every cent of which was spent long ago, this mameyld undoubtedly come in handy.

6) Eliminating the incentive for corporations to takeon too much destabilizing debt by
eliminating the tax advantage of debt financingOur current tax system creates a distortion vorfaf
excessive borrowing by providing a deduction faerast payments but not for dividends. While it is
difficult to quantify the social welfare costs big distortion, they are likely significaftThe

significance of this distortion increases when omabecomes vulnerable to economic shocks, as
excessive leverage tends to deepen and extenéféboeaf the shock! As we saw in 2008, the American
economy has become susceptible to such shockd #isdveakened condition our economy will remain
so for the foreseeable future.

There are two ways to eliminate this distortiorither eliminate the deduction for debt, or provide
an equivalent deduction for equity. While sevemintries have expressed a desire to reduce the

deduction for debt out of concern over its desizbt effect, they have tended towards partial mess

86 SeeRuud A. De MooijTax Biases to Debt Finance: Assessing the Prodiémdjng SolutionsSINTERNATIONAL MONETARY
FUND STAFF DiscussioNNOTE (May 2011), http://www.imf.org/external/pubs/tfg2011/sdn1111.pdf.

87 SeeJavier Bianchi,Overborrowing and Systemic Externalities in theiBess CycleNov. 2010,
econ.as.nyu.edu/docs/I0/18565/Bianchi_20110113.8dfJik Kim and Mark R. Ston€prporate Leverage, Bankruptcy, and
Output Adjustment in Post-Crisis East AdMTERNATIONAL MONETARY FUND WORKING PAPER WP/99/143 1999,
wwwimf.org/external/pubs/fep/1999wp99143.pdf.
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due to the difficulties involved in completely elimating the deduction without unduly reducing
investment®

Other countries, such as Belgium, have alloweddaickion based on a statutory rate factor applied
to equity levels. This reduction in corporate taxes with a fiscal cost that can only be overcdntieei
deduction stimulates adequate growth in taxablétprdn contrast, Shared Economic Growth, by
allowing a deduction for dividends paid, would ehiate the tax bias in favor of debt in a mannet tha
collects a full revenue offset at the shareholdeell.

The proposal would also eliminate another signifiakiver of U.S. corporate debt. Because
American corporations can’t bring the bulk of thieireign earnings home without an unacceptable tax
cost, they sit on foreign cash while incurring k&td.S. debts in order to make investments, paylénds
or do stock buy-back8.Because drawing upon their foreign cash to cdveir tlebts would trigger a
very large tax hit, their U.S. debt is destabiligio the economy even though they may have enough
foreign cash to pay it off. Moreover, they are sogkup our economy’s lending capacity for
fundamentally unproductive uses. Under Shared BoanGrowth, they would be able to use a
combination of U.S. earnings and foreign cash togidends while using foreign cash to make
additional U.S. operating investments.

On the other hand, they would be somewhat discedréom incurring further U.S. debt because
the tax-efficient payment of debt principal woulkeen to come from a limited and shrinking pool of
funds. Since repatriated foreign earnings woulgher U.S. tax unless they were paid out as divisemnd
invested in operations, and since U.S. taxablenmeceovould also need to be paid out as dividendssanle
it was reinvested in operations, the only cashdeér to pay debt principal would be cash income

sheltered by non-cash tax deductions or creditss@ldeductions would consist primarily of burnirfig o

8 De Mooij, supra at 14.

8 For example, Microsoft's December 31, 2012 balastmet shows $68 billion of cash and short-ternastiments at the same
time that they have $12 billion of long-term debta&8 billion of “other long-term liabilities”. Adp’s December 29, 2012
balance sheet shows $40 billion in cash and masketecurities and $19 billion of long-term liabéds.
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the depreciation on pre-enactment investni®otsby special deductions or general businesstsredi
From the moment of enactment, then, corporationddvoave incentive to plan to reduce their
outstanding debt. If they wished to borrow for ngerating investments, of course, they could dtll
so, since the cash proceeds of the new borrowingsted in deductible expenditures, would free the
company to retain other operating income to repaydebt later. Borrowing to pay dividends, to duckt
buy-backs, or to take other actions that do notipce a deduction, however, would be unwise going
forward. Thus, U.S. credit would be freed up tomarpuseful investments rather than being tapped to
support keeping cash deployed in other countries.

The proposal would also address another destatgjllzias in our current system. Today, stock
analysts tend to focus on growth in financial eageiper share (“EPS”). There are various ways to
achieve such growth that do not involve making nmomey, as such. Stock buy-backs, by reducing
shares outstanding, boost EPS. High leverage ayt®tbw interest rates also boosts EPS. Slashing
investment boosts EPS in the short run, evercHises management to sit on idle cash and to declin
profitable investments, and the market lives inghert run. Accounting gimmicks can increase EP#® un
they collapse. Shared Economic Growth could be @rpeo shift the focus onto sustainable cash yield
i.e. actually making money, while at the same tgiweing management incentive to find ongoing U.S.
operational investments so that they could holtbamore of their cash while still achieving a zéaw
rate. While the proposal would be unlikely to catg addiction to EPS growth at all costs, it shdudtp
to partially tame that tiger.

7) Improving the efficiency of our economy by unlockilg cash and encouraging its rapid flow
to the most efficient investmentsAmerican corporations are sitting on a record @amof cash. As
noted above, many are sitting on cash at the sameethat they are piling up domestic debt. Econsnis

have investigated the reasons why companies doNbtssurprisingly, they have found that a major

% Apple shows some $20 billion in financial book dEgable and amortizable assets. It seems liketyrtiost companies would
be able to pay off their debt from this source taaefficient manner if they plan for it.
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reason is the current tax penalty for bringing iigmecash homé' The additional explanation is that
corporate management likes to have cash so thatithet have to ask for it from investors or lersf&r
Economists like to try to figure things out fronatistics rather than by asking the people who
know. As one of the people who used to be in atijposio know, | can tell you that they are correatd
that other suggestions that have been made amdylangoneous. It is possible to see various false
correlations in abstract data. For example, itliess noted that cash hoarding tends to be most
pronounced among R&D-intensive industries, anég been suggested that this is because R&D is risky
so the cash provides a needed cusfiiakhile that may be true for start-ups, who burmtiyh cash, for
established corporations the correlation is ndatsielf explanatory. Rather, companies that make the
money using technology have an easier time arrgryieir affairs to put valuable assets, risks and
activities in low-tax locations, so they accumuliatigge amounts of low-tax foreign cash. As noteovah
efforts by the U.S. government to interfere witls ttype of structuring have perversely just sereed
reinforce it, forcing corporations to move everrigasing amounts of valuable substance and jobsadbro
Both the structuring and the cash hoarding willtcare until we remove the incentives that driventhe
The problem with cash hoarding, whether drivenaxydr by management not wanting to have to
persuade investors and lenders to provide new man#yat it keeps cash from flowing to its highast
best use in the economy. A corporation can onlyyamgsh to the best investment available to it,
considering its organizational limitations. Whitevéstors have been remarkably willing to give Gea|
gigantic fund of cash and to allow its managemerniy to find amusing and profitable things to dibhw

it, stock analysts and commentatérsormally suspect that corporations with too muashcwill end up

91 See C. Fritz Foley, Jay C. Hartzell, Sheridan Titnend Garry Twite, Why Do Firms Hold So Much CashPax-Based
Explanation, 86 Journal of Financial Economics, Blo(Dec. 2007), 579-607; Juan M. Sanchez and Emivaurdagul, Why Are
Corporations Holding So Much Cash?, The RegionahBmist, Federal Reserve Bank of St. Louis (Jah3R0

http://www.stlouisfed.org/publications/re/articlesl=2314.

92 SeeFoley et al.supra

% Foley et alsupra at 7-8. Other studies have also made this coimmect
% E.g. Ben McClureCash: Can a Company Have Too Muc{&ept. 2010),
http://www.investopedia.com/articles/fundamentald®2503.asp.
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spending it on something foolish, and researctcatds that they are correct in that suspicideven the
best corporate managers can only use their mongyrsue opportunities that the talents and as$ets o
their organization can handle. If the overall higfreind best use of the money would be in an oppitytu
more suitable to a different organization, thenetat value is destroyed by the fact that the d¢ash
locked inside the generating corporation. If weehamy real faith in the wisdom of the markets, tiven
should always seek to liberate excess cash and tiilo market to deploy it to where it will do thest
good.

Further, there are times such as in 2009 when Hrkanhbelieves that operating investment
opportunities are limited because existing productapacity is underutilized, and that what welyeal
need is more consumer demand in order to incrdfiseet utilization of that existing capacity. 009,
corporations idled an enormous pile of cash. Ktéad, some of that cash had been placed in thuks ludin
middle-class consumers, they would have spemdteasing demand and giving the economy what it
needed. In short, accelerating the circulationashcby promoting dividends not only allows funds to
flow to the best available investment, it allowerthto flow to the correct balance between investmen
and consumption.

This point negates an argument sometimes raisadsaglae significance of corporate cash
hoarding. Corporations do not, of course, put tbagh under a mattress. They deposit it somewhere o
buy liquid securities. We rely on banks to then enttiose funds available for other investments. But
banks do not lend to consumers to buy grocerietoties (save by credit card debt at 20% interest).
They do not lend to risky start-up companies. Ttheyot lend to innovative ventures that may solicit
capital from crowd-sourced outlets. In short, hgudanks redeploy capital is not equivalent to pgtti
cash into the hands of people and letting them malgments on what to do with it. Bank intermediati

does not prevent cash hoarding from being econdmicafficient.

95 On average, corporate acquisitions destroy vatuthet tune of $218 billion between 1980 and 20Gta$. Moeller,
Frederik P. Schlingemann and René M. Stulz, Doétwders of Acquiring Firms Gain From Acquisitiondfational Bureau of
Economic Research Working Paper 9523 (Feb. 200}//fmww.nber.org/papers/w9523 .
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Again, Shared Economic Growth addresses the foagh problem by allowing companies to
bring cash home freely for dividends and domestiestment. Further, it provides a platform to eeabl
congress to push companies to do so if they deewrh to avail themselves of the opportunity at an
appropriate level due to management’s fondnessaisin hoarding®

As to managers engaging in cash hoarding justdtepr themselves from having to satisfy
investors or in order to boost their personal poavet status, Shared Economic Growth would effelgtive
force the pay-out of taxable income or impose a 8&®penalty for failure to do so. Based on 2010
numbers, this would have forced the payout of 63%ogporate net income. This level of payout is not
particularly radical, leaving companies with anrage of 37% of their pre-tax earnings as opposéldeto
43% they actually retained after tax in 2010. Tgagout level is especially safe given that manageme
would not have to pay out any dollar of earnings they reinvested in domestic operations, so the
proposal would not deprive them of any cash theadad for operations. Over time, if Congress felt it
advisable to increase the payout ratio, they woulg need to reduce existing corporate tax subsidie
such as repealing the domestic production actsvdieduction under I.R.C. § 199 as to corporati®2d (
billion in 201G7). Under the proposal, this would not increaseotaxhe corporation, but rather would
just require companies to pay out a higher pergenté their non-reinvested earnings in order taeagh
zero U.S. tax. Such changes would also increastedetal revenue by 17 cents for each dollar of
corporate deduction eliminated. Shared Economiav@revould enable a truly fundamental
improvement in the efficiency by which cash is pgkowards its highest and best use in our sodiety,
it would do so in a way that allows the governntertbe gentle and cautious so as to avoid any
unforeseen negative disruptions.

8) Putting an end to corporate tax shenanigans and sohg the problem of tax shelters and the

complexities of transfer pricing enforcement Imagine having anywhere between 2 and 5 or niR&e |

% Again, | would counsel against actively pushingefgn repatriation in the first instance, as oppdsemerely removing
obstacles to it. Moving money around in the intéiomal context can be difficult and costly, andpamations should have room
to make efficient decisions. However, if future ntoring strongly suggests that managers are simpgaged in inefficient
hoarding, building up passive assets rather thddamarofitable investments, then Congress couflyathe cattle prod to get
things moving.

97 |RS Statistics of Income spreadsheet 10co16carellB77.
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auditors sitting in your office every working dafythe year, including economists who analyze every
purchase, sale or other transfer you make basedcomplete electronic download of all your finahcia
records. This is what large American corporatidves Wwith. Further, these auditors and specialistsah
the top the IRS pay scale, generally bright peagle know what they are looking at. They read the
Board minutes, interview executives, travel to igmdocations, and for taxpayers in the Compliance
Assurance Process they receive detailed explasatioall significant transactions in real time tlie
guarter the transaction is completed, and getitothe company to their heart's content. Despitefal
this, the government and commentators remain highicerned that corporations may be managing to
avoid paying the appropriate amount of tai.the government can put as much effort as isdoto
corporate tax administration and yet still feeltihés failing, then the current system is simpiyt
administrable. When you already have senior pelopldng over a company’s shoulder at every
transaction every day with full power to obtain amiprmation they want world-wide, there’s really
nothing more that you can do except to changeyies.

Various sorts of proposals have been put forwaatbitiress what is perceived as inappropriate
tax reduction by corporatioidMany of these proposals would undermine the comiygeposition of
American corporations relative to their foreignals. As has been discussed above, doing things like
repealing the deferral of U.S. tax on foreign sdiasy income would in due course utterly destroy ou
companies® including both their valuable U.S. headquartebsjand, in time, their remaining U.S.
manufacturing operations. Interfering with the ofeorporate tax credits would further inhibit kging
cash home. Attempting to put further controls dbersharing of intangible assets or the already
extremely complex realm of transfer pricing wouldhise more high-value jobs abroad, since it is now
reasonably easy to find competent foreign resesscred to just develop everything abroad if that is

what it takes to avoid a 35% tax hit. Efforts taitstiown corporate tax shelters, meanwhile, havegmro

% See, for example, Jane G. Gravellax Havens: International Tax Avoidance and EvasBIINGRESSIONALRESEARCH
SERVICE (Jan. 23, 2013); Michael McDonaldicome Shifting from Transfer Pricing: Further Egitte from Tax Return Data
TREASURY OFFICE OFTAX ANALYSIS TECHNICAL WORKING PAPER2 (July 2008).

% Gravelle,supra at 24-29 offers a partial listing.

190 This can happen with startling speed, as wasiseie shipping industnSeekenneth KiesA Perfect Experiment: Deferral
and the U.S. Shipping Industry/14 Tax NoTES997, Sept. 10, 2007.
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to be a game of whack-a-mole, with ingenious plemaed financial industry operatives creating new
opportunities as old ones come under restrictioa.néed a better plan.

Under Shared Economic Growth corporate tax sheltetdd become irrelevant and unwise. If
successful, such shelter schemes would serve oiigtease the amount of cash a corporation could
keep from its shareholders, rather than servingdoace tax expense. If unsuccessful, a typicateshel
would fail and be unwound more than two years tmat Jate to reduce the resulting tax by carryingkba
losses from additional dividends in a later year.&shelter would not reduce tax expense, buiuldc
increase it. Not many Tax VPs would want to taka tisk, even before considering penalties.

The incentives to have taxable income arise abneadd be reversed. With the U.S. as
effectively a zero-rate jurisdiction, tax managemild want the taxable income here. To the exteat t
they may have the ability to skew their transfécipg without moving operations, they would now toy
skew it in favor of the U.S. To the extent thatytineeded to move operations to satisfy the taxtewsdin
various countries, they would be trying to moveragiensin to America, not out. Instead of
horrendously complex international corporate issinesacterized by economic imponderables, the IRS
would be able to tax nice, simple, Form 1099 dimdiexcome. By fundamentally changing the rules in
this manner the IRS would finally be able to wie ttame, and win it in a way that actually helps our
companies and makes them want to have their opesatiere. Continuing to engage in the audit game of
cat-and-mouse when such a simple alternative gzi$t®lish. Indeed, one has to wonder if the
government actuallwantsto win, or if it prefers to just engage in an eledie charade to lull American
voters into thinking that something is being dorteleviobbyists sleep secure in the knowledge thiat i
just a show.

9) Putting C corporations on the same basic tax footmas pass-through entities, without
double taxation of corporate earnings, so as to @linate tax distortion of entity choice The earnings
of American corporations taxed as such, as oppis8dctorporations or Limited Liability Companies
that elect to be taxed as pass-throughs, are ¢lyrserbject to two layers of tax, one at the cogpelevel

and one at the shareholder level. Pass-througtiesrdire not themselves taxable, but instead Heare t
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income currently taxed at individual rates in tlaadis of their shareholders. As a result, busindsses
increasingly been opting to avoid the benefitsropper centralized management and liquid equity
markets that enabled corporations to drive thetioreaf the modern world. In 1980, 83 percent of
American firms were organized as pass-throughiest#nd they represented 14% of business rec#ipts.
2007, those shares had increased to 94% and 38peatvely*™

As David M. Walker, then comptroller general of th&. Government Accountability Office, has
stated, the shift away from corporate form “makeskers less productive than they would be under a
more neutral tax system. This results in employeesiving lower wages because increases in employee
wages are generally tied to increases in employ@guptivity.”*° While we have seen above that
productivity gains have not been passed along y@®@mes overall over the past 30 years, we hawe als
seen that what wage increases there have beerahis@r exclusively in the corporate sector. Digtar
in choice of entity matters.

Shared Economic Growth would eliminate this distorin a simple manner. Corporations would
pay out their earnings to shareholders as Form tid®®end income, or else they would suffer what
amounts to a 35% tax penalty for failure to doTsx would then be imposed at the shareholder level.
The only significant differences would be: 1) Cpanmations could only pass along taxable income, not
operating losses, so C corporations could not bd tesplay individual tax shelter games; and 2)levhi
tax partnerships can have fabulously complex afiona of income and other tax attributes to their
members, C corporations would just issue plainiladividend income to all. Active tax planners imig
retain a preference for pass-through form, thehth®icurrent strong double-taxation distortiotiamor
of pass-throughs would be eliminated, and the systeuld shift in favor of a form of entity taxatiahat
is much easier to administer and patrol. This wdagléh win both for the economy and for the IRS (and

thereby for the bulk of U.S. taxpayers).

101 ConGRESSIONALBUDGET OFFICE, Taxing Businesses Through the Individual income {@ec. 2012) at 1.
102 honald M. WalkerBusiness Tax Reform: Simplification and Increasadddmity of Taxation Would Yield Benefits
GOVERNMENT ACCOUNTABILITY OFFICEGAO-06-1113T, (Sept. 20, 2006) at 10.
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10) Increasing corporate responsiveness to shareholdeasd regulators Corporations are often
accused of placing operations outside of the Urtiteadles in order to avoid U.S. regulati@hin my
experience most major American corporations ddoebiave that way. Most actually prefer to run all of
their operations as if they were in the U.S. arslildi lax environments where they need to exercise
extreme diligence in patrolling their suppliersagipore has become the most successful business
location on the planet not by being lax, but rathebeing reliably orderly. In contrast, the Chimes
business environment, the wild east, gives wesrecutives nightmares. Regulations become seriously
annoying when they involve people making unpretiietaecisions and slowing things down, not when
they merely establish clear and logical standdrdsdll businesses must follow. Still, when the gy
of corporate operations are overseas, it is unénthat the regulatory leverage of the U.S. gowemt
decreases. Multinationals are potent entities,thei international reach and ability to shift istments
gives them the power to make credible threatserfale of proposed regulations that they do net lik
However, multinationals are profit-oriented creatirGiven a choice between being in a location
with a 0% tax and an annoying, but not devastatieglation or being in a foreign location with 302
tax, one can predict where they would choose tatétheir high-margin operations. Unless the rest c
of compliance plus the wage differential is higloegh to overcome the tax rate differential, the
corporation would not move its high-margin openasiout of the U.S. This would strengthen our
government’s ability to set appropriate standarisout fear of disproportionate economic
consequences. It would help the government, asupposed representative of the people, to tame the

multinational beast®

193 see discussion in Isaac Shapiro and John IRegylation, Employment and the Economy: Fears bfLiss Are Overblown
Econowmic PoLicy INSTITUTE BRIEFING PAPERNO. 305 (April 12, 2011), which notes this concern befgoing on to demonstrate
that there is little evidence for significant coragi@ flight from regulations.

104 Here | am resisting using the new politically emtrterm of “world-wide American companies” becaGswellian
terminology makes me uncomfortable. That said,companiesre American, whatever their international scope, tvad

makes a difference. One need only look to what bapg after BP acquired Amoco in a supposed “marfequals” to see the
difference. U.S. offices were wiped out with thedof many well-paying American jobs, a company kizal strong focus on
environment, health and safety had a major U.Sosign and a major U.S. spill, etc.
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Further, Shared Economic Growth would provide &f@ien for helping to make the government

listen more closely to ordinary people. The Citizddnited decisiolf® said that corporations must be

allowed to speak with their money, but it did nay shat they must be allowed a tax deduction for it
Shared Economic Growth would create a general ¢xpec that the U.S. federal tax expense of
corporations should be zero. While lobbying expemds, fines and penalties, a portion of entertaimm
expense, and so forth are non-deductible now, @ssgrould enhance the proposal by also providing
that such dubious expenditures could not be offgehe dividends-paid deduction (i.e. that an anh@din
taxable income equal to the non-deductible expermalsl not be offset by the dividends-paid dedumtio
and by providing for line-item financial accountifig federal tax expense. This would then provide a
clean, easy-to-read “corruption index” number ie\public corporation’s SEC filings showing just
how much shareholder money they are spending agghhat shareholders might not feel good about.

Why should corporations care about their corruptimex? That brings us to the second way in
which the proposal would help to tame corporatidssdiscussed above, one of the two main reasons
why corporations like to retain large amounts ddice that they do not want to have to persuadielsn
and shareholders to reinvest. While the proposaldvallow management to use cash freely to invest i
U.S. operations, it would flush out the cash thahagement might use to acquire the stock of other
companies or to engage in other expansionist drealss, as previously discussed, it would provide
Congress with the ability to prod corporations &y put foreign earnings not being used to expantesa
country operations, thus requiring an appeal testors to fund major new foreign operations.
Management would have to go to the market morendéiemoney, and would have to be more
concerned about how the market views them.

Currently there are various “ethical” mutual futdat seek to invest in companies that are well
behaved. Such funds have a problem in that thelgegfiag off of elements on which different people
take different views. A very large portion of then&rican public, on the other hand, could be expkitie

agree that they do not like their companies toiifficies and penalties, to engage in unusual amafnts

105 Citizen's United v. Federal Election Commissiof83J.S. 310, 130 S. Ct. 876 (2010).
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entertainment, or to spend a lot of money influrg@lections. A simple corruption index statisti¢hee
tax line would provide a vehicle through which ursand pension beneficiaries could pressure their
investment trustees to avoid companies with a lidbx. It would provide a popular measure by which
ethical investment funds, trustees, and individinagstors could judge corporate behavior.

Similarly, other widely disapproved behaviors odésof this corruption index, such as CEO pay,
could become the subject of pressure. Under culsenshareholders tend to rely on shareholder
initiatives to complain about such things, but$lgetem is wired to insulate management pretty
effectively against that weapon. Corporate raidarsthreaten management with proxy fights at
substantial cost to the corporation, but that Mehgfar from an ideal control mechanism, aneives
only to increase focus on profit. Managers who eeédd face the market to get funding for acquisgio
and major expansions, in contrast, could facefardifit scenario. Shareholders could have real ptiwer
remind corporations that their owners have conciertife beyond just profit. If shareholders chos# to
use that power, if they decided to be content witifit at any cost, that would be their prerogativet
they would have a chance to redirect things dowoee balanced path if they wished to.

11) Ending the current general practice of compensatingorporate executives for artificial
“growth” that consists only of retaining earnings rather than paying them out as dividends
Researchers have linked the prevalence of execstidol option plans to management’s fondness for
engaging in stock buy-back®. The math here is fundamentally straightforwaraaif entirely simple.
Executive stock options give managers the abitittneke money from an increase in share priceqydiut
to profit from dividends. Say a company with a 180@res outstanding and a per-share price of $10
($10,000 total value) issues 100 executive stotiong with a strike price of $10, i.e. the rightiioy 100
new shares for $10 each. The company earns $2)282,20 per existing share, so that (all else gdgua
now has a value of the original $10,000 plus $20@he cash-in-pocket, or $12,200. From the

market's point of view, the price per share shawdd/ be computed by assuming that the executiveé stoc

108 5ee, e.g Christine JollsStock Repurchases and Incentive CompensatianoNAL BUREAU OF ECONOMIC RESEARCH
WORKING PAPER6467 (1998), http://www.nber.org/papers/w6467 (firgdthat the average executive in her sample pfdfiwith
repurchase activity enjoyed a $345,000 increasgoick option value as a result of the repurchaseiy.
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options are exercised. That would bring in ano$#1e000 for the share exercise, for a total company
value of $13,200, and would leave 1,100 sharegandsg. $13,200 divided into 1,100 shares is $12,
and so the share price should rise to $12f the company pays out those earnings as a $fivafend,

the share price will drop back to $10. In that casgnagement’s options would be worth nothing,
management would get no benefit from the dividemd, the existing shareholders would get $2.20 per
share. Now suppose that, instead, the company®1s280 to buy back 100 shares at $12 a sharehand t
executives then exercise their options. The compathyhen have 1,000 shares outstanding, $1,000 of
remaining cash earnings, and $1,000 from the ogbi@ncise. It will thus have a value of the $12,000
distributed over 1,000 shares, or $12 a share eXbeutives will therefore have received value op&2
share on their 100 options, or $200. The prioredalders will likewise receive $2 per share, rathan
$2.20 in the dividend scenario. If the executiiegse to exercise their options without paying adgind
or doing a buy-back, they would receive the sama $Rare.

Through stock buy-backs, then, corporate managecamshift funds from the pockets of the
shareholders into their own, while saying that thisimply compensation for management’s great work
in making the company grow in value. In our examgileugh, and commonly in real life, that “growth i
value” just arose from refusing to pay shareholtlees cash profits. Stock buy-backs give managémen
the same profit on their options that they woulteree if they paid out no money at all, but sirtoeyt
involve cash going to portion of the shareholders they offer the image of mdheyng paid out to the
investors.” In reality, they involve managementkg the investors’ pockets.

Now, this is not the whole story. Management cana®iuch, give stock options to themselves —
they must be awarded by the Board. Further, therether reasons why management and the Board
prefer to pay out cash as buy-backs rather thadetids. Shareholders do not like it when dividesids
reduced, but get less excited when a buy-back pnogs turned off. Further, analysts and sharehslder

have been trained to parrot supposed wisdom aheuwtatiue of growth in earnings per share, even when

197 Reality is more complicated. The market will prolyanot value the $2,200 of retained cash as w@2tR00, because the
market usually does not quite trust managememtvest that money efficiently, based on the marketjserience with corporate
managers in general. But this illustration is dil@tally correct.

40



that “growth” flows only from share repurchases.tBat as it may, it remains a fact that stock bagks
are a form of trick.

Is this significant? Consider the case of non-dédiecexcess compensation. I.R.C. § 162(m)
limits deductions for compensation paid to exe@sito $1MM, except for performance-based pay.
Because stock prices must rise in order for ingergtock options to be worth anything, stock option
plans were deemed to be inherently performancedhasading the more complex restrictions placed on
bonus plans and the lik& Because stock prices can be made to rise mereadpibg stock buy-backs,
however, options are essentially free from any iregquent of real performance. They thus became quite
popular, CEO pay ballooned further, and the nadfitbe incentive both drove risky behavior and
reduced dividend pay-out®.

Okay, so itis a trick, it has aggravated a phemangsky-high CEO pay) that most Americans
despise, it makes it more difficult to judge reaifporate success, and it de-links management foocos
operational factors that would really add sharedolthd societal value in favor of unproductive, but
simpler, financial games. Could it nonethelessha¢ fowering dividend pay-outs stimulates growtd an
boosts the economy? While many people chooserik #u, the real answer is “no.” Robert D. Arnott
and Clifford S. Asness did an interesting stdlin which they checked to see if lower dividenddgse
and higher within-corporation investment were datexl with higher subsequent growth. They found
exactly the reverse. There is a strong positiveetation between dividend pay-out ratios (i.e. pleecent
of earnings paid out as dividends) and subsequenirgs growth. It is particularly interesting tote
that the authors tested whether this appears tluééo management engaging in empire-building tjinou

making unproductive investments. Their data wasistent with that hypothesis. In times of low pay-

1% Treas. Reg. § 1.162-27(e)(2)(vi) provides thabrf(pensation attributable to a stock option or aksappreciation right is
deemed to satisfy the requirements of this pardgfe){2) if the grant or award is made by the camspéon committee; the plan
under which the option or right is granted statesrhaximum number of shares with respect to whptfons or rights may be
granted during a specified period to any emploga€, under the terms of the option or right, theamt of compensation the
employee could receive is based solely on an isergathe value of the stock after the date ofjtla@t or award.”

19 5eekenneth R. Ferris and James S. Wall3R€ Section 162(m) and the Law of Unintended Carseces25 ADVANCES IN
ACCOUNTING, INCORPORATINGADVANCES IN INTERNATIONAL ACCOUNTING No. 2 (Dec., 2009) at 147-155.

110 Robert D. Arnott and Clifford S. Asnes3yrprise! Higher Dividends = Higher Earnings Grow89 RNANCIAL ANALYSTS
JOURNAL No. 1 Jan./Feb. 2003 at 70-87 .
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out, more investment was occurring, but that inwestt was relatively unproductive in producing fetur
earnings or GDP growth?

As posited above, when corporations pay out theshdnto the economy and allow it to be
redeployed to its highest and best use, it fostereased GDP growth and increased overall gromth i
corporate earnings. The data thus show that StEredomic Growth should, by increasing dividend
pay-outs, directly benefit America’s overall grovethd profitability™? Cash would flow to managers
who demonstrate a real ability to use it well, eatthan sticking in the pockets of managers focused
financial games.

12) Improving the efficiency of our allocation of talert by eliminating the strong tax preference

for pursuing unproductive — and often destructive -speculation rather than productive work, while

at the same time improving the perceived fairnessf our tax system Consider two families. One

family had income of $7,000,000 and is a typicahher of the tax group earning between $5MM and
$10MM in 2007. They got 27% of their income frontesges and wages, 20% from partnership income
(they are “small business”), and 43% from long-teapital gains and qualifying dividends, with tlestr
from miscellaneous, mostly passive sources. Thgirdte, before FICA, was 22.8%. Counting both the
employer and employee side of FICA, it was 23.9%e ®ther is a dual-professional couple, an engineer
and a research scientist, who make $100,000 edtbh places them in the top 3% for 2007. Their tax
rate, before FICA, was 19.6%. Counting both siddsIGA, it was 34.6%.

The former couple was among those who were prgftigavily from the speculation and financial
engineering that led directly to the financial iriand the meltdown of our economy in 2008. Thietat
couple was quietly engaged in innovation to drive @conomy in the future. If one were to do an mpin
poll of the American people, which of the two faiesl activities would we most wish to encourage?

Shouldn’t our tax policy reflect that preferenceinimum, shouldn’t our tax policy treat the sedon

111

Id. at 80-81.
112 From the current 31.5% payout ratio, a 54% inaréal8.5% would shift from a predicted 10-yeat ezanings decline to a
predicted 10-year earnings growth.
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couple as favorably as the first? (The 2013 taxigha have closed the gap a little, but the working
couple would still be about 5 points worse off bistincome profile).

The main driver of the low tax rate on financiaksplators is the special low rates on capital gains
which for 2013 are 20% on joint returns over $4B80%8 or zero on qualifying “small business” (i.e.
under $50,000,000) stocK. We are told that capital gains preferences aressecy for three reasons: 1)
to stimulate investment and growth; 2) to avoicking in cash investments in particular assets vihan
money could be more efficiently redeployed elsewhand 3) to reduce the double taxation of corgorat
income. Because Shared Economic Growth would editeithe double taxation of corporate income, the
third rationale goes away. Reason (2) has beeragaigd by the 2013 changes to the estate tax
provisions, which give couples with estates of lss the $10.5MM estate tax threshold an incentive
try to hold onto appreciated assets until deatthabthey can get a basis step-up and avoid tagether.
Shared Economic Growth greatly reduces that prolleno stock, however, by squeezing the earnings
out of corporations as current dividends, elimimgtartificial “gains” from retained earnings. The
remaining question, then, is whether low capitahg@ates are important to growth.

The answer is “no”. Capital gains rates show neatation with real GDP growth over the 1950-
2011 period — indeed, higher tax rates correlagatyy with higher growth™® There is no good evidence
that reduced capital gains rates stimulate invastneeany significant degre€’ If this seems surprising
based on news stories you have seen, think abaupravides the grant money and speaker fees for
economists to study the effects of capital gaitssrand to issue press releases (hint: they angoooy’’

The public discussion surrounding capital gainstiax has generally not been one of unbiased adgadem

inquiry, but rather has been characterized by gmdéeeking to support a conclusion who find persons

13| R.C. § 1(9).

14 R.C. § 1202.

15| en Burman(Capital Gains Tax rates and Economic Growth (or)nBbrBEscom (Mar. 15, 2012),
http://www.forbes.com/sites/leonardburman/2012/BRfapital-gains-tax-rates-and-economic-growth-a;remdTax Reform
and the Tax Treatment of Capital GaiSSATEMENT OF LEONARD E. BURMAN BEFORE THEHOUSECOMMITTEE ON WAYS AND
MEANS AND THE SENATE COMMITTEE ON FINANCE (Sept. 20, 2012).

118 seeThomas L. Hungerfordfhe Economic Effects of Capital Gains TaxatiBoNGRESSIONALRESEARCHSERVICE (June 18,
2010); Steven Fazarri and Benjamin HerzZ8apital Gains Tax Cuts, Investment, and Grog@ict. 1995),
http://econpapers.repec.org/RePEc:wpa:wuwpma:981L100

17 Cf. David KocieniewskiAcademics Who Defend Wall St. Reap Rewsrd. TiMES Dec. 27, 2013,
http://www.nytimes.com/2013/12/28/business/acadsmibo-defend-wall-st-reap-reward.html.
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willing to supply flawed studies to fit that conslan. This works by doing things such as confusing
changes in capital gaimsalizationsproximate to a rate change with real changeson@uic activity.
Further, the public discussions tend to shy awamfthe dry truths in numbers and to focus instead o
the more enjoyable stories of entrepreneurial leamel simple-minded invocation of common
assumptions!® The same people who insist that Reagonomics wamaerful thing ignore the fact that
Reagan wisely eliminated capital gains prefereint@986 because they weren’t helpful to the economy
and that GDP in 1987 and 1988 grew at the sametmittin 1985 and 1986. Likewise, the same people
who argue ferociously that government interfereénabe economy just produces efficiency-destroying
distortions ignore the fact that capital gains @refices are highly distortive’.

Even if one believed, despite the lack of evideswgeporting such a belief, that paying normal tax
rates on capital gains would cause individualgoend their money on consumption or put it under a
mattress rather than making profitable investmehts,expensive subsidy would be difficult to jigti
To begin with, in the aftermath of the Great Reimgssur economy has been demand constrained rather
than capital constrained. Therefore, getting thaltlig to spend their money rather than speculatte ivi
would be stimulative and would improve the econonot, hurt it.

Further, special capital gains rates provide timeessubsidy for an investment in China Mobile
stock or gains on Irish government bonds that ghreyide for investment in Green Mountain Power or
other U.S. companies. Investments in foreign congsaor foreign bonds clearly do not provide any
significant benefit to the American economy. Acanglto Federal Reserve data, nearly a quartereof th
equity owned by U.S. persons in 2012 was foréf§thus, even if it did stimulatevestmentthis would

be an inefficient way to stimulate investmengimerica

11835ee generallyoseph J Cordes et aAdcademic Rhetoric in the Policy Arena: The Cas€agfital Gains Taxation19
EAsTERNECONOMIC JOURNAL No. 4 (Fall 1993) at 459.

11935eeAlan S. BlinderThe Under-Taxed Kings of Private Equily.Y. TIMES July 29, 2007,
http://www.nytimes.com/2007/07/29/business/yournyé2@iew.html?ex=1343448000&en=c45247ad01379f01&&R4 &part
ner=permalink&exprod=permalink .

120 Federal Reserve Flow of Funds table L 213.
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While special capital gains rates are not justifiads an economic matter, they are absolutely
intolerable from a social equity point of view. Astarting point, consider the below table shovia@g0

net capital gain realizations by income bracket.

Income group Percent of net capital gains, 2010
Top 0.1% 47%
99-99.9% 23%
95-99% 16%
90-95% 4%
80-90% 5%
60-80% 3%
40-60% 1%
20-40% 1%
0-20% 0%

Having 47% of all realizations go to the top 0.14h@ population is not a ratio that promotes
equality, and so likewise providing a tax bendfattfollows that allocation is not designed to poben
equality. A recent study by Dan Ariely of Duke Ueisity'*? examined the degree of economic equality
that our electorate wants and what they think westtmmpared to our actual degree of equality.
Professor Ariely determined that Americans wouke lio live in a country where the top 20% of the
population would have some 30% of the net wealththa bottom 20% would have about 10%. They
think that in America the top 20% currently hag usder 60% of the wealth and the bottom 20% has
some 5%. They would be dismayed to learn thaadhthe top 20% of Americans own close to 85%

while the bottom#0% own zero.

121 Tax Policy Center, http://www.taxpolicycenter.arg9-0490

122 Dan Ariely,Americans Want to Live in a Much More Equal Coulfiiyey Just Don’t Realize JtTHE ATLANTIC ONLINE Aug.
2, 2012, http://www.theatlantic.com/business/areft012/08/americans-want-to-live-in-a-much-moreetguountry-they-just-
dont-realize-it/260639/.

45



Of course, the mere fact that Americans want anfare equal society than we have does not mean
that it would be correct to adopt Robin Hood reibstion. With regard to capital gains rates, hoarev
the question is whether the government shouldlbevialg an exceptional talzxenefitthat aggravates our
skewed wealth distribution. Absent a strong poticethical reason to the contrary, the basic ppiesi of
democracy would say no, we should not have a ptiiaygoes against the desires of the American
public. We have already established that specjatalayains rates are not helpful to economic ghpwt
and that not allowing a special benefit is not eglgint to forcible redistribution. Therefore, demamy
should prevail and the preference should be alagish

This is not a radical socialist point of view. Pregsive taxation is consistent with classical
conservative principle€? There is evidence that progressive taxation acgased economic equality
help to boost the health of the econafffyEconomists have argued that progressive taxatian i
efficient mechanism for ensuring that the econaoeieefits of globalization are distributed in a mann
that ensures public support for increasing the eatn pie'?® Mainstream religious teachings also
support progressive taxatioff. There is no good reason not to support the ovdmihg American view
that our government policies should not be peruhitteaggravate our undesirably high level of
inequality. Special preferences for capital gaivtsich are effectively unjustified special prefereador
the well-to-do and especially for the Uber-wealtimyust go. Shared Economic Growth corrects this
problem in a manner that adequately negates aoyatie concerns that might otherwise favor special

capital gains rates.

123 Mark HooseThe Conservative Case for Progressive Taxat#khNew ENGLAND L. REv. 69 (2005). There is also increasing
agreement that inequality is harmful to the ovezainomy, ultimately harming the rich as well as ploor.See, e.gMichael
SpenceThe Distributional ChallengePROJECTSYNDICATE Jan. 9, 2014 https://www.project-syndicate.org/o@ntary/michael-
spence-addresses-the-rising-wage-and-income-inggtiat-is-jeopardizing-social-cohesion-and-patti-stability-worldwide#
124 Martin J. McMahon, JrThe Matthew Effect and Federal Taxatie® BosTONCOLLEGE L. Rev. 993 (2004); lourii
Manovskii, Productivity Gains from Progressive Taxation of bahcome(Nov. 8, 2002)
http://www.econ.upenn.edu/%7Emanovski/papers/praihsg from_prog_tax.pdf.

125 David WesselThe Case for Taxing Globalization’s Big WinnéngaLL St.J. June 14, 2007
http://online.wsj.com/article/SB11817715516593444hl; Kenneth F. Sheve and Matthew J. Slaugitédew Deal for
Globalization FOREIGNAFFAIRS July-Aug. 2007, http://www.foreignaffairs.org/2@¥01faessay86403/kenneth-f-scheve-
matthew-j-slaughter/a-new-deal-for-globalizatiomht

128Matthew J. BarretfThe Theological Case for Progressive Taxation agliég to Diocesan Taxes or Assessments Under
Canon Law in the United State®3 THE JURIST No. 2 312 (Dec. 2004).
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13) Other Advantages While Shared Economic Growth was not specificd#ésigned to address
these concerns, it could be expected to be beakfici

Few mainland Americans give much thought to PuRitm, despite the fact that our fellow
citizens there carry the same blue passports asshef us. While an extended discussion of Puerto
Rican history and the statehood debate is beyanddbpe of this paper, those who are familiar wéh
Puerto Rican economy will recognize that it hambeeavily dependent upon the ability of Puerto Raco
offer businesses low tax rates outside the reatheof).S. corporate tax. Proposals to make Puecm &
state have been frustrated in part by the factitical factories could be expected to flee to ottearby
islands, such as the Dominican Republic, the mithaePuerto Rico lost its special tax status. &har
Economic Growth would eliminate this problem. Padrico’s status could then be determined by the
will of its residents and the mainland populatioithaut regard to tax. That would be a healthy
improvement.

America’s racial and ethnic tensions seem to beea®ing. Again, that is a very broad topic, but
here suffice it to say that the decline of the rteddass and the polarization of the workforceribelpful
in reducing tension. The restoration of the magater of workers would contribute to the personal
power and dignity of workers of all backgroundsiway that government distributions could neverehop
to do. Our social fabric, as well as our econofairic, depends on the market power of working feop
Proposals to try to boost worker market power bgrgfthening unions are mere wishful thinking in a
context where employers have no incentive not¢k pp their operations and move them in response to
union muscle flexing. In a world that adds anothi#ion to its population at shorter and shortdemals,
the supply of workers as such is effectively inBniWhat we need is to create demanddimerican
workers, a limited resource, and Shared Economasv@r would do just that.

Finally, by eliminating existing distortions in iestment incentives the proposal could help to
encourage filling some odd gaps in our market. \Me have an extraordinary number of very wealthy
people in this country who can'’t figure out enowgtys to spend their money. Historically, that sdrt

development led to the growth and strength of &isaar class who produced the nice things that the
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wealthy enjoyed, for a healthy price, and the ghoartd strength of that class produced the sort of
Marxian dialectic that put a check on the powethefwealthy. In modern America, while one can find
many catalogs filled with startlingly expensive $oglothes, and junk, there has not been a restegen
craftsmanship. One does not visit new neighborhéodisd ingenious architecture, quality handmade
tiles and carvings, unique graphic arts, and #es lbut rather one looks at the preserved strusfuoen a
century ago. That is weird, it is a market failuaed it suppresses a huge class of people who might
be academic stars but who could be amazing crafdpeNobody seems to be out there finding, tranin
and harnessing that talent pool. Is it a reachuppgse that changing the focus of U.S. industmnftioe
model of investing in foreign plants that make ghstuff destined for sale in Walmart to a model of
finding ways to invest in U.S. production mighgger a return to craftsmanship? Perhaps, but wtutdn

be interesting to try the experiment and see wahppbns?

The Numbers - Is this the real life, or is this just fantasy?
I have already walked through an overview of tterednts of the proposal, so here | will just focus
closely on the computation of the numbers, base20Dd@ data. The summary is as follows, with all
figures in billions. Note that the values of soni¢ghese individual numbers depends on the sequance

which one computes them, but the total is not #fibby that sequence:

Cost of reducing corporate tax revenue to zero: 223%
(This is the maximum cost of the proposal)

7.65% tax on individual income over $500K, gross 9%

Less 2.35%/3.8% Medicare contribution on such ireon{$ 13)
Less 3.8% Obamacare tax on passive income ($29)
Turning corporate foreign tax credit into deduction $ 77
Elimination of preference rates on qualified divide $ 19
New withholding tax on dividends to foreign holders $ 33
Partial repeal of capital gains rates per proposal $ 55

Net surplus from above: $ 18

Amount of dividends above the $554 actually paid in
2010 needed to reduce corporate tax to zero given
the change of FTCs to a deduction - $311

Loss of offset due to companies paying extra
dividends to eliminate tax cost of turning FTCs
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into deductions ($ 77)
Individual and withholding tax benefit from
incremental $311 of dividends at $0.1748 per $1 $ 54

Total before IRA effects (18-77+54) ($ 5
Incremental taxable IRA withdrawals _$22
Net benefit $17

This is a worst-case scenario. If corporations paidess in dividends, tax revenues would
increase by $0.1748 per $1.00 of dividend less thamaximum deductible amount. If they paid out
more dividends beyond the deduction limit, revenwesld increase by $0.1145 per dollar of additional
dividend (there would be no incremental foreignhiilding on such dividends). If they brought home
more foreign cash and paid it out as dividendssmees would increase by $0.1752 per $1.00 of
repatriated cash. Of course, these figures donotide the revenue benefits of the economic anctwag
growth that would flow from the proposal.

Because it is not clear when the increased IRAirgsrwould be paid out, the discussion above
treats the benefit from ultimate taxation of inaed IRA earnings as a future benefit, but in pcaditi
would be part current and part future. Thus, threetu effect of the proposal (leaving aside theegigng
of investment of post-enactment earnings in U.8rafing assets) would be somewhere between a $5
billion cost and a $17 billion benefit in this worsase scenario. | do not propose any furtheetsfs
because | believe it is highly likely that thereulbbe enough incremental cash repatriation froradb
to cover any current revenue shortfall. (If corpioras repatriated all of their foreign earningsyauld
create an extra tax benefit of $62 billion base@®h0 numbers, so if some 10% of this cash cameshom
it would more than offset the $5 billion worst-caertfall). If that proved wrong, then it would be
relatively easy to plug the gap by tightening umeaorporate benefits without inflicting any harm o
the businesses in question. In any event, the pedp®at least $17 billion per year revenue pasiiin
the medium and long run.

Now for the details. The total corporate tax figisérom the IRS Statistics of Income (“SOI”)

spreadsheet 10cosbsec2XkIs;ell B92, which ties to spreadsheet 10co0lccredsQ12. The gross

12750 spreadsheets can be downloaded from http://ismgov/uac/Tax-Stats-2
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benefit of the proposed 7.65% levy on income oB&0K is from the SOI individual income by type
spreadsheet, computed by taking 7.65% times theo$uine Adjusted Gross Income Less Deficit column
for the brackets above $500,000. The subtractiothi®2.35%/3.8% Medicare contribution is 2.35% (th
employee withholding amount) of the sum of the sanaekets in the column for Wages and Salaries,
plus 3.8% (i.e. the full self-employment tax amqguoftthe same total in the Net Income from Busir@ss
Profession and Farm Net Income columns. The sulrefor the 3.8% Obamacare passive income levy
is 3.8% of the sum of the same brackets in thenaotufor Taxable Interest, Ordinary Dividends, Calpit
Gain Distributions, Taxable Net Capital Gains, RéMet Income, Royalty Net Income, Partnership and
S-Corporation Net Income, and Estate and Trustiibetime.

The revenue from converting the corporate foreggndredit into a deduction is computed as (1-
35%) x corporate foreign tax credits claimed, goreed in cell B89 of spreadsheet 10cosbsec2.kis. T
elimination of preference rates on qualified divide is computed by taking the dividend amountéén t
Qualified Dividends column of the individual-incorbg-type spreadsheet and multiplying each line by a
factor that subtracts the 2013 tax rate on qudlifiidends for that bracket from the 2013 ordinary
income rate for that bracket. For some lines |teaidterpolate. For example, the SOI table has @h A
bracket running from $100,000 to $200,000. Thewrensarginal tax rate change at taxable income of
$146,400 for a joint return. Dividends and capifains on directly held stock (as opposed to st@ttt h
through IRAs and other retirement arrangementsgase exponentially with income level, and AGI per
return rises exponentially as one rises above #xdian, while the number of returns at any giverele¥
AGI fall off along a bell curve at incomes above thedian. Therefore | applied the lower tax rate to
50% of the income in this AGI bracket as a rougbragimation of the combined effects of AGI versus
taxable income, skewing of AGlI, dividends and cagins towards higher incomes, and skewing of
number of returns towards the median. The sensitbfithe computation to these interpolations i/on
minor, and in fact is completely negated in thetrstep.

The effect of the partial repeal of capital gainsf@rences is computed from SOI spreadsheet

10in04atr.xls, cell 149, which shows the total taguction for 2010 from the use of alternative sain
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capital gains and dividends per the IRS. Fromahisunt, $74.2 billion, | subtracted the $19.6 diili
effect of favorable rates on qualified dividendsasputed above. | then used the latest informadion
capital gains by type, from 2007, in spreadshe#t0lab.xls, to compute the portion of total capifains
attributable to capital gains on residential, falirgstock, timber, and business personal propeych |
propose to leave at favorable rates because particpowerful interests will want that. | multigld the
ratio of those gains to total gains by the $54lobinet capital gains benefit computed abovedbay
$1.5 billion subtraction, leaving a revenue incesiem the partial repeal of capital gains rate$58.1
billion.

To compute the value of the new incremental 30%wvalding tax on dividends to foreign
shareholders, | started with SOI spreadsheet 10it02, cell F10, which shows total reported divide
paid to non-U.S. recipients of all types, and symplltiplied that figure by 30% to get $33.4 bihio

The tax yield from the incremental $311 billiondi¥idends, above the amount actually paid in
2010, needed to eliminate all corporate tax (inclgdhe $77 billion in tax raised by eliminating
corporate foreign tax credits) is a more complaxjgotation. | proceeded by computing an estimated
average revenue from income and withholding taxeshareholders per dollar of incremental dividend
paid. To do this | started with the tax payablgu#tordinary rates and including the 7.65% AGI tan
income over $500,000, on the ordinary dividendgikexxl by U.S. individuals in 2010, which would be
$61.4 billion. | added 35% of the estimated 20Mdginds paid to corporate holders not entitlechto t
dividends received deduction, which is only somdfiibn. This yielded a total tax amount of $63
billion.

| divided this number by the total of net U.S. diends PAID in 2010 plus a portion of the
estimated dividends RECEIVED by U.S. persons froreifjn corporations in that year. Since | did not
have a good source for dividends received by Ueg&qams from foreign corporations, | had to estimate
that number by grossing up the dividends paid 8. dorporations to U.S. persons. Per the Federal
Reserve’s Flow of Funds table L213 for 2010, tota.-held equities totaled $19 trillion, while faye

equities held by U.S. persons composed some $Higntror 24.43%, of that total. So, if U.S. and
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foreign corporations paid dividends at similar gliehtes in 2010, then 24.43% of the dividend income
received by U.S. persons should have been frongioeorporations. To turn this into a usable estéama
of U.S. tax payable per dollar of dividend paideby.S. corporation, | needed to take the $443B in
dividends paid from U.S. corporations to U.S. passand divide that number by (1-24.43%), which is
$586B. Effectively, this carves out the portiortlod U.S. tax payable on dividends attributabléhéo
estimated portion of the dividends that are foreigarced. By using the $63B U.S. tax payable on
dividend income as computed above as the numeaatb$586B as the denominator, | computed a U.S.
shareholder income tax of $0.1044 per $1.00 of diddend paid. | then calculated the withholdtag
on foreign recipients computed on actual 2010 dnds at a 35% rate (for incremental dividends, one
must count both the existing withholding and therémental new withholding, or 35% total on average)
and divided that by the $554B in net dividends fmidJ.S. corporations to yield an average expected
withholding tax per dollar of dividend of $0.0703dr a total revenue per dollar of dividend of $@1&7
The SOI data only shows $187B in taxable dividengjsorted as dividend income, out of an
estimated $586B in dividends received by U.S. pexs@/hat happened to the rest of them? That is
something of a mystery. Some could be buried uotlesr lines, such as partnership or subchapter S
income, in which case they would be taxable andldvadd substantial tax revenue to these
computations. Since | do not have visibility to Isuetail, however, | used the most conservativsiptes
assumption that all of these dividends flowed toitycholders that are either permanently non-taxabl
(charities, state governments, etc.) or tax-defiefretirement plans and IRAS). If one uses the Fdde
Reserve Flow of Funds data for equity holdings, sdm3% of equities appear to be held by nonprofits
and governments, either directly or through mufuatls. This would account for some $29B of the
missing dividends as being permanently nontaxdlie.remaining $370B would then, by default, be
attributable to pension funds, annuities, IRAs egtitement plans, mostly tax-deferred but not tax-
exempt. This is considerably higher than the $2ff8B one would expect from the Flow of Funds equity
ownership data. That may be a product of the nadgssough assumptions that the Federal Reserve

must make in its full-economy computations, or éynie attributable to a bias in favor of holdingHsi
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yield equities under retirement plans, or it majiéate that | am failing to take credit for some&B3n
additional tax revenue for dividends hiding undéreo tax lines. In that case, Shared Economic Growt
would be very strongly revenue positive currentifjle still providing substantial additional revenas

the baby boomers draw out their retirement funds.

Shared Economic Growth vs. the Corporate Consensus

Corporations do not agree with each other very nmurctax matters. They all have unique
situations and unique preferences. Still, afteesmwears of talk about “fundamental tax reforenhasic
approach has emerged and received backing fromReiablican and Democratic legislators, largely
because it does not require any creativity. | Hakeled this the “Corporate Consensus”.

The Corporate Consensus has two elements. Figgtden the base and try to lower the rate to
something like 25%. The was the heart of what wamedn the individual tax side in the Tax Reform Ac
of 1986, before we spent the next 26 years nargtia base again, and so it is relatively easpéaple
to agree that “that was good, so let’s do it agaircorporations now.” The second element is examgpt
foreign source income from U.S. tax, otherwise kn@s adopting “territorial taxation.” OQur OECD
peers all do this, so it is relatively easy to adiet “if everyone else does it, we should t58.”

The Corporate Consensus certainly has positiverfest Territorial taxation would allow
companies to bring their foreign cash home. If tfeeynd some reason to invest that cash in the théy,
could do it without having the government snatt¢arge part of the cash before it could be invested.
Alternatively, the companies could pay the cashasutlividends or through stock-buy-backs, anddf th
shareholders found some reason to invest the farttie U.S., or if they wanted to spend the money,

they could do so. So that is better than curremt la

128 leave aside the usual parental admonition, libyour friends superglued their heads to tiwef| does that mean it would
be a good idea for you to do it too?”
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Lowering the marginal tax rate would also be hdlpfis a general matter, corporations do not
make investment decisions on the basis of oveffalt®ve rates. They may account for special besefi
for particular activities, such as R&D credits loe expensing of geological & geophysical costs,jfout
they are deciding whether to locate a factory mfimery in the United States, they generally lapkhe
35% marginal tax rate (or the 32% rate for domgmiciuction activities after the 8199 deductiormt n
the overall effective rate they pay on all theiBUactivities. So, lowering the marginal rate t&®%he
same rate as China, would substantially reduce¢baomic incentive to locate high-margin operations
in a jurisdiction with a 12% or 0% tax rate.

However, the Corporate Consensus does not go ¢argén and it costs a lot to get there. Start with
territorial taxation. One can easily implement asien of territorial taxation that will be scores a
revenue neutral. This is done by making the exempihly partial — say 95% - and/or by disallowihg t
deduction of expenses deemed allocable to thegio@erations. Unclean territorial taxation, howeve
places a probably irresistible temptation in thedsaof Congress. If a 95% exemption is okay, cQ0b
be that much worse? 85%7? If we get to 85%, th&5%6 really such a big change? 50%? You get the
idea. Partial rules invite tinkering whenever ay'ffar” is needed, and so today’s cure for thefill o
trapped cash would likely become less effective tivee. Other countries do manage to maintain glarti
exemptions at steady levels, but other countries mlanage to maintain efficient and disciplinedthea
care systems, to exercise some budget disciplivtetaado other things that seem to be beyond our
political maturity.

Disallowance of expenses allocable to foreign apmra would be more actively problematic.
Recall that America is no longer the manufactudagter we once were. Our remaining economic core
consists of corporate headquarters functions,sesigsed above. Say that a company can hire an
accountant who will focus on its European operajam a role that is somewhere in the grey areaevhe
stewardship overlaps with support services, andptaoe that person in the U.S. headquarters or in a

European operating company. If the U.S. says teatost of the employee, located here, would be
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nondeductible, while the European jurisdiction veblok less fussy if a local person there is hiredioto
the work, where will the corporation place the job?

The other problem with territorial taxation, of ¢se, is that it eliminates an annoying drawback of
locating valuable activities abroad. Companies ¢laah a lot of money have a hard time figuring loaw
to use all of their foreign cash. They are williogsuffer that annoyance rather than bring it hoasesan
be seen from Apple’s or Microsoft’s financial refmras discussed above, but they do not like it.
Territorial taxation would make it easy for a camgigon to place as much of its operations as ittegn
wherever it wanted them. Thus, it would be impdrtarder such a system to ensure that the company
was motivated to place its operations in America. &&e that countries with territorial tax regimaseh
tended to try to lower their domestic tax ratesval.'*

That brings us back to lowering the corporate nmaigiate. The problem there is that many of the
benefits that one could dispose of in order to tepethe base happen to benefit domestic actitfty.
Let's look at ten of the top corporate “tax expémdis” for 2010°*! 1) $7.2B for “Inventory property
sales source rule exception.” This is the rule utid€ 8§ 863(b) that allows 50% of the income from
U.S.-manufactured property sold abroad to be tdeaseforeign-sourced income and sheltered by excess
foreign tax credits. It thus subsidizes exportsb2)0B for the § 199 deduction. This directly sdixgs
U.S. production activities. 3) $4.9 billion cretbt low-income housing. That is clearly only for
domestic activity. 4) $3.2 billion for reduced maten first $10MM of corporate income. Sacrificitnpse
rates, which tend to apply to corporations thatlese global than their larger brethren, in ordetreduce
overall rates does not do much to help corporatiana whole. 5) $3.6B for LIFO inventory valuation.

That only significantly benefits companies with éddherican operations. 6) $24.1B for depreciation i

129 For example the U.K., which recently switchedewitorial taxation, has reduced its corporate fate 26% in 2011 to 21%
in 2014. http://www.hmrc.gov.uk/rates/corp.htm .

130 Reliance on merely lowering the rates has thetiateil drawback that corporations may not regaedrtéw rates as very
stable. Investment in plants invokes long-termkimig based on what is perceived as the stable Sthtes, for example, when
the U.S. gave China permanently favorable tar#fust instead of mere annual renewals in 2001sitited in a pronounced
outflow of U.S. jobs, even though the tariff ratesre not reduced. See Justin R. Pierce and Petechatt,The Surprisingly
Swift Decline of U.S. Manufacturing EmploymédfDERAL RESERVEBOARD (Jan. 2014)
http://www.federalreserve.gov/pubs/feds/2014/201202404abs.html. Shared Economic Growth, in coptvesuld provide a
reliably permanent zero effective rate.

131 STAFF OF THEJOINT COMMITTEE ON TAXATION , ESTIMATES OFFEDERAL TAX EXPENDITURES FORFISCAL YEARS2010-2014.
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excess of the alternative depreciation system. bdatfit is given exclusively, or nearly exclusiydb
domestic operations. 7) $1.8B for charitable dddustto health organizations. That is a domestic
benefit. 8) $7.5B for exclusion of interest on liedpurpose state and local government bonds. iBheat
domestic item. 9) $4.0 billion for the R&D credithat is restricted to R&D performed in the U.S. 10)
$1.0 billion for the wind energy credit under I.R&25 — this is restricted to U.S. production ur&ler
45(e).

How much new revenue would we need to offset aaratp rate reduction to 25%? The staff of
the Congressional Joint Committee on Taxation fzaldressed this question twice. In a memorandum
dated October 27, 2013 the staff concluded that it would be impossiblegduce the corporate rate to
25% in a revenue-neutral manner by eliminating oafe tax expenditures, that the best rate thdtcou
be achieved by eliminating all corporate tax exjiteinels would be 28%, and that even that figure woul
not be sustainable because it relies heavily onirditing timing benefits that would reverse laterthis
JCT estimate, the revenue loss from reducing teetoa28% as of January 1, 2012 was estimated to be
$40.5B in fiscal 2012 (the federal fiscal year eadsSeptember 30, so this is a partial year eff¢eB
in 2013, $71B in 2014, and some $76B a year themededucing the rate to 25% would presumably
cost some 10/7 times those amounts, or $58B ialf&@12 going up to $109B by 2015.

A second study by the JCT staff was reported etter dated July 30, 201% This estimated that
the revenue cost of lowering the corporate ra@béh as of January 1, 2014 would be $73B in fiscal
2014, $112B for 2015, $124B for 2016, and aboutl®lfer year thereafter.

A 25% corporate tax rate would bring the U.S. dawthe level of China, but would still be far
above the 0% to 12.5% rate that corporations cgrefse@where. It would not make us an attractive
location for business operations, it would just mak less unattractive. However, as the JCT staff
concluded, in order to achieve that homely statevawld need to sacrifice all of the domestic cogper

incentives noted above, plus all other corporatentives, plus raise taxes on non-corporate taxpdye

132 http://www.novoco.com/hottopics/resource_filesfipemo_tax-expenditure-repeal_102711.pdf&sa=U&ei=8ibpmXloi-
gAHAIICYBQ&ved=0CBgQFjAA&Usg=AFQ]CNGxeupgETLcXs94H87 Cax2R3-Xw
L%http://democrats.waysandmeans.house.govi/sites/dataagaysandmeans.house.gov/files/Scan001.pdf.
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some $40B a yedr? Shared Economic Growth reduces the effectivearatp tax rate to zero, and
imposes only some $47B per year in taxes on indbatedoes not directly benefit from the corporate t
reduction. Effectively, an extra $7B in offset aan unbeatable 0% corporate rate instead of a
mediocre 25% rate.

Further, with individual tax rates peaking out ab@®% all-in, reducing corporate rates to 25%
would create a significant incentive to shelteioime under a corporate shell, opening up all sdnew
possibilities for the wealthy to avoid paying tlere levels of tax faced by normal working
professionals. The JCT estimates explicitly doindude the revenue loss from those new tax gaAes.
discussed above, Shared Economic Growth wouldllagdieninate tax games rather than creating new
ones.

The Corporate Consensus, then, involves going fan@field goal when America is six points
behind in the game. It will be difficult to achieand while it might be somewhat better than nahue
will still lose. Traditionally, America has prefex to win. To win, we need a strategy that makes
America the best location in the world for highweloperations. Shared Economic Growth is such a

strategy. The Corporate Consensus is not.

The Tricky Bits: Treaty Overrides for Withholding Tax and FTCs
Can Congress override a tax treaty through subseédpggslation? Clearly yes, and Congress did
so with respect to the foreign tax credit provisiaf many treaties in 1975 and 1976Should Congress
do so? That is a more complex question, which gpatly turns on the fundamental expectationsef t

parties in entering into the treaty.

134 The recent proposal of House Ways and Means CharlBamp (Tax Reform Act of 2014 Discussion Draft,
http://waysandmeans.house.gov/news/documentsisgk?BocumentID=370987) “addresses” this issue katheough budget-
window tricks, changing the timing of depreciatammd amortization (which will reverse with a vengemaoutside the window),
imposing a huge one-time tax on accumulated foreamnings, etc. He also proposes to impose 15%mimitaxation on high-
margin foreign subsidiary income, which he labal$iatangible income”, even where that income @fractive operations
related to the local foreign market. For the reasexplained here, that would be highly unlikelymork for long in our global
economy, and would instead result in valuable djmers shifting into foreign hands, undermining UaBiministrative jobs and
our technological edge. Chairman Camp needed tekwt@rporations with a stick rather than using matdbecause he seeks to
reduce direct net taxes on voters, and he ranfdutdget-window tricks to fund that one.

135 Rev. Rul. 80-223, 1980-2 C.B. 217.
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Replacing the Corporate Foreign Tax Credit With A Deduction

Let's begin with eliminating foreign tax creditsti@r countries have felt free to switch from a
foreign tax credit system to a territorial tax gystdespite their treaties with the United Statesiging
for the allowance of foreign tax credits. In thetrecent cases of the United Kingdom and Japah, bot
had treaty provisions stating that they would albberedit for U.S. tax payable on an item of incofrtee
United Kingdom had a technical out in that thetyrgaovided that such credit would be allowed aggin
the U.K. tax imposed with respect to such incdfiand the U.K. completely exempts the qualifying
foreign income or dividends. Therefore, there idaual tax against which a credit would be alloveabl
under the treaty. In the case of Japan, on the btred, the treaty again provided that such creditld
be allowed against the Japanese tax imposed veifiece to such inconté’ but Japan only allows a 95%
exemption, and disallows any credit or deductiarttie foreign tax paid with regard to the incombug,
contrary to the express wording of the treaty, dagizes not allow U.S. tax to be taken as a cregdinst
the (limited) Japanese tax on U.S. income.

Why can Japan do this? The treaty does allow thesrsets of wiggle words. First, the treaty
credit provision is “[s]ubject to the provisionstbe laws of Japan regarding the allowance asditcre
against the Japanese tax of tax payable in anytrgootier than Japan.” So, Japan reserved thetaght

change its foreign tax credit rules, though cle#ryintent was not for Japan to be permittedrngpb;

138 Article 23(4) of the Convention between the Goweent of the United States of America and the Gawent of the United
Kingdom of Great Britain and Northern Ireland foetAvoidance of Double Taxation and the PrevemioRiscal Evasion with
respect to Taxes on Income and on Capital Gaimediduly 24, 2001 (the “U.K. Treaty”), providesut$ect to the provisions
of the law of the United Kingdom regarding the alimce as a credit against United Kingdom tax ofo@yable in a territory
outside the United Kingdom (which shall not affdw general principle hereof):

a) United States tax payable under the laws obthieed States and in accordance with this Convantidether directly or by
deduction, on profits, income or chargeable gaiosifsources within the United States (excludinghacase of a dividend,
United States tax in respect of the profits ouwbich the dividend is paid) shall be allowed asedit against any United
Kingdom tax computed by reference to the sametgraficome or chargeable gains by reference tolwihie United States tax
is computed”.

137 Article 23(1) of the Convention between The Goweent of The United States Of America and The Gawemt of Japan for
the Avoidance of Double Taxation and the PreventibRiscal Evasion with respect to Taxes on Inceigeed November 6,
2003 [the “Japan Treaty”] provides: “1. Subjecthe provisions of the laws of Japan regarding tloevance as a credit against
the Japanese tax of tax payable in any country ¢itla@ Japan:

(a) Where a resident of Japan derives income flanunited States which may be taxed in the UnitateS in accordance with
the provisions of this Convention, the amount ef thnited States tax payable in respect of thatnmecehall be allowed as a
credit against the Japanese tax imposed on thdergsThe amount of credit, however, shall noteextthat part of the Japanese
tax which is appropriate to that income.”
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eliminate foreign tax relief while still enforcirtge treaty credit provision against the United &tat
Second, the provision stated the caveat that “gjneunt of credit, however, shall not exceed tlaat pf
the Japanese tax which is appropriate to that iecbdapan would argue that the 95% exemption is
intended to account for the fact that the Japapasent is likely deducting stewardship expensesleigu
some 5% of the U.S. dividends, so that the effedix on the U.S. income inclusive of apportionable
expenses is really zero, and so the “appropriatauath of U.S. credit is likewise zero.

In either case, then, the important thing is netatiowance of the credit contemplated by the yreat
provision, but rather the avoidance of double taxatas the title of Article 24 of the U.K. tregtfRelief
from Double taxation”) indicates. The British arapdnese foreign dividend exemption systems avoid
double taxation by simply not taxing (or minimalfxing) the foreign income, and so the credit may b
eliminated as unnecessary. The Shared Economict@maposal eliminates, or offers to eliminate, U.S
taxation for corporations by allowing a dividendsepdeduction. Thus, it also renders a foreigncraxlit
unnecessary for corporations.

However, the proposal is less straightforward tia@nterritorial taxation systems in that it regsire
the corporate recipient of foreign income to do stinmg (pay a dividend) in order to avoid U.S. tiax.
this a critical difference? Arguably not.

In 1976, Congress adopted a I&fwvith treaty overrides, that shifted from a “peuntry” foreign
tax credit system to a world-wide credit computatiBefore that change, if a U.S. company earne® $10
in the U.K. and paid $30 of U.K. tax, and lost $10@ermany, it would receive credit for the fuBGof
U.K. tax and could use the German loss against atbeme. After the 1976 act, it would have net
foreign source income of zero and would not be abtdaim credit for any of the U.K. tax paid. This
change, shifting from “we will allow a credit for.Kl. tax paid on U.K. net income” to “we may allow a
credit for U.K. tax paid depending on a company/erall global tax position” was considered
reasonable. Is a change to “we will eliminate Wak.on U.K. income if a company pays out those

earnings as dividends” substantially less reas@fablt least then the U.S. tax treatment depenigsoon

138§ 1031 of the Tax Reform Act of 1976, Pub. L. &4amending § 904 of the Internal Revenue Code.
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what happens to the U.K. earnings, not on whataijmers in other countries are doing.

Now consider a “reform” proposed by the Obama adstration in its 2014 revenue proposafs.
The Administration has proposed that foreign taedits be subjected to full global pooling. In other
words, a U.S. parent would need to pool the easnimgl taxes of all of its controlled foreign sukmiiés.
To illustrate, if its U.K. subsidiary earned $10@gaid $21 in tax while its Dominican Republic
subsidiary earned $100 and paid $0 in tax, therBed®/idend from its U.K. subsidiary (all of itsterf-
tax income) would result in U.S. tax of $21.63 eatthan $14 (i.e. the U.S. tax rate minus the thK.
rate times the U.K. earnings) under the currentesys Thus, the Administration proposal would sag “
will allow credit for U.K. tax paid on U.K. incoméut only if and to the extent that the U.S. patekes
dividends ofall of the earnings adll of its foreign subsidiaries.” Is that less aggresshan saying “we
will eliminate U.S. tax on U.K. source earningshié U.S. parent pays out the U.K. taxable income as
dividends”? The primary difference between the,timany view, is that the administration proposal
would make American corporations extremely reluctariake dividends from even their high-tax
subsidiaries, while Shared Economic Growth wouldenaeasy for companies to bring home and invest
as much of their foreign subsidiaries’ income &ytished. In terms of treaty policy, the
Administration’s proposal ismoreaggressive.

Further, at the cost of a little complexity, onellcbtweak the Shared Economic Growth proposal
to make it at least as treaty-compliant as thenksg®law. This could be done by providing thatddivids
paid would be deemed to come first from foreignreeuncome, and that corporations would have an
election between claiming the dividends-paid dedadbor dividends paid out of foreign source income
or else claiming a foreign tax credit. So, for epéensay that a corporation had $130 of foreigrn-s®u
taxable income, credits of $30, and U.S.-sourcalilexincome of $400. If it elects to take the dands-
paid deduction on foreign source income, it wivéa deduction rather than a credit for the $30 of

foreign tax. Total taxable income will be $500, a@ndill need to pay a $500 dividend to eliminatt® i

139 GENERAL EXPLANATIONS OF THEADMINISTRATION' S FISCAL Y EAR 2014REVENUE PROPOSALS Department of the Treasury
(April 2013) at 48, http://www.treasury.gov/resoeteenter/tax-policy/Documents/General-ExplanatiBN2014.pdf.
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U.S. tax. If it pays only $400, it will have $35 OfS. tax. If it instead claims a foreign tax ctediwill

have $130 of foreign source taxable income, anfiréis$130 of dividends will not be deductiblewiil
have a U.S. tax liability of (35% x $130)-$30 cteati $15.50 on its foreign income, and $400 x 35% =
$140 on its domestic income, or $155.50 totalk ffays a dividend of only $400, it will receive a
deduction of $400-$130=$270, worth $94.50, and lrdle total U.S. tax of $155.50-$94.50=$61, rather
than the $35 above. If it pays out $500, it wilba deduction of $370 worth $129.50, and will dwe.
tax of $26 rather than $0. Its minimum U.S. taxt gaid out $530, would be $15.50, and could go no
lower. In short, a company would generally be stupielect to take the foreign tax credit, but dtud

be entitled to do so if it felt desperate to hahdto its cash. Our treaty partners would then hrave

technical or theoretical grounds for complaint.

The 30% Incremental Withholding Tax

This is the most difficult piece. Again, Congres=acly has the power to override the treaties to
impose such a tax, but would doing so be likelgaase our treaty partners to retaliate?

The justification for the withholding tax would bigat the foreign shareholders would suffer no net
harm from the combination of the allowance of thedé&nds-paid deduction and the imposition of the
30% withholding tax, because the 30% withholdingwauld apply only with respect to dividends as to
which the paying corporation claims a deductit§o, the shareholder would receive a dividend amoun
grossed-up by an amount that would cover the ineng¢ah withholding tax, or at minimum would see the
value of its shareholding increase by the amoutt@fvithholding tax.

One could make this reality clear by providing &athree-pronged election. As a default case,
dividends paid to a foreign party would not be ditle, but the statute would provide that the

corporation could achieve this result by payingadeductible dividend to all shareholders, while

140 Because the dividends-paid deduction would be e@yap current-year taxable earnings plus unusetnegr within the NOL
carryback period, the corporation would generafigw at the time of payment whether or not the dimids in question were
deductible. If a corporation paid out aggressiwhlying the taxable year, regulations would provft there would be initial
withholding with a right of the foreign shareholderreclaim once the corporation certified thatdhédends in question
exceeded deductible earnings.
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withholding and paying over the corporation’s ov¥3tax liability (as a prepayment on its regular
corporate tax liability) with respect to the dividks paid to foreign shareholders, and allocatiag th
differential liability to the foreign shareholdeaad reducing their dividends accordingly. This cdog
phrased as a federal provision providing that fpreshares would always constitute a separate ofass
stock (but one whose character can switch freghgndéing upon the identity of the shareholder) that
would bear the burden of the differential tax et of dividends paid on that class of stock. 35%
deduction-offset amount would thus not be treated dividend paid to the foreign shareholders,thag
would suffer normal withholding tax only on the m@bount remaining after the reduction. That would
leave them precisely where they are today.

The foreign shareholders would be given an alter@aiection to have dividends paid to them be
deductible to the corporation, with no reductiamg & pay a 30% incremental withholding tax on the
entire amount of the deductible dividelfdiThey would also be given a second alternativetieleto
have the dividends paid to them be deductibleg¢actirporation, and to file a return and pay taxhan
dividend at the top U.S. individual rat&sas a simplified form of deemed flow-through income

What would this do? It would have the result thabgporation paying a dividend to a foreign
national would be able to claim a deduction untlerdame conditions as if it paid the dividend to an
American taxpayet,®i.e. that the recipient pay U.S. tax thereon atstandard rates or at an appropriate
withholding rate. Foreign nationals would be abl@ay the same tax on U.S.-source dividend income
that a U.S. taxpayer would pay, albeit without be@efit of the lower rate brackéf§ Alternatively,
foreign recipients would be able to elect to ratytiee limited treaty withholding tax rates on dieuil

income, but in that case they would not be abksgert the privilege of holding shares on which a

141 As is noted below, this simple 30% incrementaldawld instead be imposed as a replacement witirimtdx of 35%,
waiving normal treaty withholding taxes as to dethle dividends, flipping to standard withholdingy fany non-deductible
dividend. That would make the nature of the singdifflow-through tax clearer, but one would thihlat that goal could be
served more easily by just talking about it withr treaty partners.

142 The U.S. is not obligated under the non-discriigmaprovisions of the treaties to provide the fllbwances and reductions
available to domestic taxpayers to a foreign tagpayith limited U.S. income. For example, ArticlB(8) of the U.K. Treaty
provides: “Nothing in this Article shall be constdias obliging either Contracting State to granmdividuals not resident in
that State any of the personal allowances, redietsreductions for tax purposes which are gramtéddividuals so resident or to
its nationals.”

143 This complies with Article 25(3) of the U.K. Trgaand Article 24(3) of the Japan Treaty.

144 This complies with Article 25(1) of the U.K. Trgaand Article 24(1) of the Japan Treaty.
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corporation could pay deductible dividends.

Is this approach overly “cute”? Not if you viewaigjainst the background of the treatment of the
former U.K. Advance Corporation Tax (“ACT”"). Undére old ACT scheme, a form of imputation credit,
when a U.K. corporation paid a dividend it was gétl to pay tax on the dividend paid at a rate eigual
the grossed-ufy “basic rate” payable by moderate-income individuab that the corporation paid out a
total amount equal to the dividend (paid to theeshalders) plus the basic rate tax on the grosped-u
amount of the dividend (to the government). Thisgayment was then effectively credited twice. fFirs
the corporation itself was able to apply the ACTdduce its corporate tax liability, so that at ¢imel of
the day the corporation was liable for tax computeder the normal corporate tax ruté&Second, the
dividend recipients could credit the ACT againgiitindividual tax liability on the sum of the ddend
plus the credit’ (a deemed taxable dividend amount) or receivéumdefor the excess ACT credlit,
subject to various complications that evolved dirae!*®

The U.K. took the position that the ACT was notithiwolding tax because the levy was
technically imposed on the corporation (althoughdbrporation was immunized against it by being abl
to credit it against the mainstream corporate tattjer than the shareholders. However, the grosatep
computation and the deemed taxable dividend anatuhe shareholder level were both based on an
amount equal to the nominal dividepldis the taxwhich implied that the real amount of the dividen
was the grossed-up figure, and thus that the leay actually a levy on the shareholders with the
corporation merely acting as a withholding agdsurther, since the ACT credit was a credit against
domestic liability, the U.K. took the position thatvas under no obligation to allow the credifdceign
shareholders, effectively permitting the U.K. tgimse a high-rate withholding tax solely on foreign

shareholders.

To see this more clearly, let's consider two scesdrased on U.S. 35% tax rates. In both

145 n other words, at a rate that would equal théchage multiplied by the sum of the dividend ahd tax.

146 This was the problem with the ACT system. Becawsporations were fundamentally liable for the futhount of the regular
corporate tax, the ACT system did not provide tieentive that the Shared Economic Growth proposaliges to site valuable
operations in the home country.

147U K. Finance Act 1972, § 87(2).

148 see generallfRev. Proc. 2000-13, 2000-1 C.B. 515, and Rev..@8, 1980-1 C.B. 623.
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scenarios, a corporation has net income for the gfeh100 after accruing corporate tax expensebdf $
In Scenario A, the corporation pays a dividend itk pays an ACT-style levy of $54 to the
government, and credits that $54 as the paymethied$54 in tax expense it had already accrued. The
government then gives the shareholders a $54 agdinst their personal liability on a deemed téxab
dividend amount of $154. Thus, the corporationged out $154, $100 to the shareholders and $54 to
the government, and has no further tax liabilityd he shareholders have received $154 (includiag t
credit) and are taxed on a $154 deemed dividenstdnario B, the corporation pays a dividend of$15
but it is not obliged to pay $54 of its own fundghe government. Rather, it is obliged to withhaidi

pay over $54 from the dividend as a withholdingdaxhe shareholders. The corporation then recaives
$54 credit against its accrued tax, (or equivajer@teives a deduction of $154 for the dividendd)pa
and the shareholders receive a $54 credit agdiestregular tax. Thus, the corporation has patd ou
$154, $100 to the shareholders and $54 to the gmant, and has no further tax liability, and the
shareholders have received $154 and are taxeddbdadividend. This is exactly the same as Scenari
A, except for one thing, that in Scenario A thepooation records net income for the year of onlgGs1
offset by dividends paid from earnings of $100 whil Scenario B the corporation records net incofne
$154 offset by dividends paid from earnings of $l&pure matter of accounting.

In the international context, if the withholdingctsm Scenario B was improper, then it would
appear that the U.K. engaged in a shocking biegétdemain. The standard OECD treaty would apply in
Scenario B to say “the withholding tax on a foresirareholder may not exceed 15% of the distribution
so the maximum withholding tax is 15% of $154 0B3®.” Instead, purely because the accounting
liability, as opposed to the economic liabilityr the $54 was placed on the paying corporationtrerety
allowed a $54 withholding tax, even though the canys payment of that amount reduced the payable
dividend from the $154 that the U.K. tax computatieas based on (remember that the tax liability was
set at the target tax rate times the sum of thieleindand the ACYto $100, with theexact same effecin
the shareholder as if a $54 withholding tax hachbegosed on the real dividend amount — the amount

that U.K. shareholders received and were taxed afrb254. A taxpayer who tried such a transparent
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ruse with no significant economic effect would hadghed out of court. The respectable U.K.
government, however, was allowed to get away withithout any great furor, and the U.K. was famfro
alone in enacting similar imputation credit schemies cut out foreign investors.

That said, it did not escape the attention of Britatreaty partners that Britain’s ACT system was
discriminatory and effectively got around the tye@strictions. The U.S. therefore negotiated a new
treaty with the U.K. that effectively recharactedzthe tax back into a withholding tax and appttesl
usual treaty restrictions to it, although thisl sékulted in the imposition of a withholding tam 0.S.
shareholders that was not imposed on British heffém any event, this was a matter of negotiatior, no
a claim of right. As the American Law Institute Aslory Group summarized it, “Foreign countries with
imputation systems have generally been reluctagtant credits to U.S. shareholders, largely bex#us
U.S.does not grant integration credits to foreign (@meéstic) shareholders. Nevertheless, some such
countries have been willing either to make shadratredits available to U.8westors or to reduce
otherwise applicable withholding taxes as part @bareaty.™*

The fact that it is a matter for negotiation, natesty abrogation, is a key point. The U.S. Treasu
has previously recommended that relief for foremrestors under any form of corporate integration
should be a matter for negotiation, not a unilatgifafrom the United States, in order to ensurattU.S.
investors receive overall equivalent treatmenthairtinvestments in the treaty partner jurisdictiand
further noted that other countries attempting cramintegration generally took a similar appro&¢in
these negotiations, the United States would prgpakie the position that America had the rightabo t
corporate income at full rates. To again quotefthel. Reporter, “Whether the foreign investmentie
U.S.is through the branch of a foreign company, the BuBsidiary of a foreign company, or a U.S.

company with portfolio foreign shareholders, thateeh States would seem to have a perfectly legtema

149 seel etter of Submittal by the Acting Secretary oftBteegarding the Convention between the Governmwigthie United
States of America and the Government of the Uriiegidom of Great Britain and Northern Ireland fhetavoidance of double
taxation and the prevention of fiscal evasion withpect to taxes on income signed at London onrbieee31, 1975, and an
exchange of notes signed at London on April 13619%0difying certain provisions of the Convention.

150 Tax Advisory Group Draft No. 21 Reporter’s Stiiflar. 2, 1992) (hereinafter “Reporter’s Study”)la.

151 UNITED STATES TREASURY DEPARTMENT, Report on Integration of the Individual and Corpwraax Systems--Taxing
Business Income Onééan. 1992) at 79.
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source country claim to tax the income producethbyinvestment. In the context of integration,lsac
claim should not be considered discriminatory, bseghe U.S. would enforce an equivalent claim
against domestic investment through a U.S. compamed by U.S. shareholders by means of an income
tax on those shareholders, for which the corpdeatevas a withholding devicé>

In this view, the traditional dividend withholdirtgxes recognized under the treaties were never
intended, under the classical corporate doubletitexacheme upon which the treaties are based, to
interfere with full source-country taxation of bosss income. A country is thus entitled to annoutwe
are going to deem corporate income to be taxalileeagthareholder level on a modified flow-through
basis as to foreign investors, and tax it at oprinaividual rate.” In the scheme proposed aboveeAca
would be imposing such a flow-through tax on forestpareholders in a far-simplified form, avoiding
shareholder taxation until cash is distributed, tnash effectively passing through all of the cogter
deductions and credits to the shareholder becheseeww withholding tax would be imposed only up to
the amount of income corresponding to the corpam&inet tax liability. While | have proposed
implementing a 30% incremental withholding tax @udctible dividends, this really amounts to a targe
35% final withholding tax on deductible dividendghwa waiver of normal treaty withholding ratest bu
with that tax reverting to the normal treaty (onreeaty) withholding rates on any non-deductible
dividends. One could mechanically implement thiatifi an explicit way, but our treaty partners sidou
be able to appreciate that the 30% incrementabacteductible dividends is simpler. There is naghin
objectionable about that change in terms of trdapry.

If our treaty partners responded in kind by maleqgivalent changes in their own domestic laws,
we could choose to grant reciprocal reductionefwtithholding tax, and all of the countries inwexdv
would still end up with tax systems superior tosathey have today. The one thing that | wouldioaut
against would be granting such reciprocal bentditountries that chose not to impose substamtiast
on the dividend income received by their citizesisared Economic Growth is based upon ensuring that

income is taxed once, at the individual level eatsonable rates. If one were to poke holes irathedt

152 Reporter’s Studysupra at 149.
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by allowing treaty partners to become havens faiddind-receiving tax exiles, the structure would be
threatened. America has the power to prevent pdapteaccessing our resources to build fortunes and
then fleeing to a friendly haven to avoid payinglba fair share of what our system helped produce,
since few wealthy persons would really be williogself-banish themselves from our shores and our
stock exchanges just to avoid a moderate levebofWe have far more practical power over individua
in this manner than we have over corporate operatidowever, we could lose that power if we are not

mindful of the threat of evasion and if we failtédke reasonable steps to control it.

Nothing Else Solves the Problems

As explained above, the Shared Economic Growthgsalpmeets all of the objectives of corporate
tax reform, encouraging U.S. investment and strerghg American companies, essentially eliminating
tax shelters and transfer pricing concerns, engingehe efficient use of capital, reducing thecintives
for risky behavior, eliminating double taxationdamproving the progressivity of the system, alkin
manner that is simple to administer, safe to imgletnand revenue balanced in the short run anchoeve
positive in the medium to long run, even beforédeng in growth. It does all this and more beside
The numbers are real and the methodology is peibtess

The corporate consensus proposal does not accontiplise goals. Neither imputation credits nor
dividend exclusions would get us there. Repladregdorporate tax with a VAT would create terrible
progressivity, entity-choice, and tax shelter peohd. Treating corporations as traditional flow-tiglos
would be horrendously complex, and would not giwgoorations a positive incentive to locate operegio
in America. There are not a hundred plausible r@étiaves out there, but there is one that accongsishe
objectives, and one is all we need. The interegtirgstion then becomes whether anyone in Congess i
really interested in accomplishing these goals.dlifesl problems result in a continuing stream of
campaign contributions. When one looks at purptytéifficult policy problems, it is often difficulto

determine whether Congress really can’t find a gaslver, or if they just don’t wish to. For corpiera
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taxation, we may now resolve that question. If¢hiera will to solve the problems, then there is a

solution.
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