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Kevin Hassett: [0:00:00] … everybody to today's conference, "Locating the Source of Taxable Income in a Global economy." I'm Kevin Hassett, the Director of Economic Policy Studies here at the American Enterprise Institute, and we're pleased to participate in co-sponsoring this conference with the International Tax Policy Forum.

This is the 18th year of collaboration and collegial co-production of work between AEI and the ITPF. It's been a long and very productive relationship, one that we're very proud of. I think that the tax conference that we co-sponsor with ITPF, I guess about every other year, is the highlight of the tax policy season for us here at AEI, because of the high quality of the work and the amazing accomplishments, generally, of the authors that we're able to lure here with the help of the ITPF.

As always, we will begin the session this morning with brief remarks from John Samuels who, despite the fact that he just got out of grad school, has been, I think, managing the ITPF in one way or another since the beginning as well. John needs no introduction in this group, but needless to say, John is the head of tax for General Electric, which is probably about the toughest tax job that there is in corporate America. He doesn't just assign the tax to some law firm somewhere, he signs the tax return that GE files every year, and has a keen interest in tax policy research, in addition to being a distinguished tax scholar.

John at one time, I guess many years ago, I participated in an NBER pin factory visit to a GE plant in Lynn Massachusetts, and I think Jim might have been on that, I forget, but we went to the GE plant and learned a little bit about GE culture, and one of the things that the plant manager said is, "Well, the GE culture is that we have to get more efficient every year, and I have to increase the efficiency of production 10 percent every year, and if I don't then I'm fired." And so after that visit, I said to John, I said, "How do they apply that to you?" [laughs] And I still don't really understand the answer, but I think it has something to do with paying fewer taxes when possible.

And John has, surviving 18 years in an environment like that I think is a testament to your abilities, and I look forward now to your remarks. John.

John Samuels Thank-you, Kevin. Actually you didn't have the 10 percent exactly right. The 10 percent was a Jack Welsh edict, and it was you fire the 10 percent, the bottom 10 percent every year at GE. And avoiding that was even tougher, I have to say.

And as far as being in grad school, just in grad school I have to say whenever I'm with this group of learned academics and economists I feel like I'm in grad school, because I never stop learning from you guys.

So I get to start with a couple of administrative announcements. First, as Kevin said, we alternate this conference every year with either Brookings or AEI; we try to be bi-partisan. And unfortunately this year there's going to be no lunch, at AEI, because I think AEI understands there's no such thing as a free lunch. Brookings, we always have a lunch. [laughter]

But … And secondly, Mike McDonald, who is scheduled to be on the first panel, is a little bit under the weather so he is not going to be able to be with us this morning, and then Alan Auerbach is not going to be able to make it, he had another commitment.

So, as Kevin … I want to welcome you. As Kevin said, I'm the head of tax at GE, but here … today I'm here in my capacity as Chairman of the International Tax Policy Forum, which is an independent group of 40 major US multinationals. And we too are pleased to be sponsoring this conference with AEI today.

Now we have a terrific program and I want to thank Kevin and Alex Brill and AEI for helping to make this program possible, and I'm sure you're all familiar with AEI by now, and the important role that it plays in promoting research and dialog on issues of … important issues of public policy like the ones we'll talk about today.

And I hope [0:05:00] by now you're becoming familiar with the the ITPF, because we've been doing this for 18 years, but just in case you aren't, I'm going to have to spend, again, a minute telling you what the ITPF is, and again the best way to do that is to tell you … begin by telling you what it isn't.

Notwithstanding the fact that we're 40 US major multinationals, we're a lot more than that. What we are not is a lobbying group. We have not and do not lobby for specific or even general changes of law. I can tell you for a certainty I doubt we could ever even reach a consensus among our members on any particular set of legislative proposals. So instead, what the ITPF respresents is, I think, a truly unique intersection between the business community, the academic community and government policymakers.

Now as Kevin said, it was organized 18 years ago in 1992 with the pricipal mission of sponsoring independent academic research in the international tax area at a time when the last work that was done was done by Peggy Musgrave in the '60s, and I think we all recognized, in the early '09s, that the world was a lot different than it was in the '60s, and heaven knows, it's different today than it was then.

So our goal was to develop an objective body of economic research on how tax policy affects international capital flows and cross-border investments, to hopefully help policymakers make better and more informed decisions about the design of the US international tax system. And so today, under the guidance of Jim Hines, who's our Director of Tax Policy Research, we're supporting a wide variety of research projects undertaken by leading academic economists in areas of international tax that are of interest to them (they choose the topics). And then they're vetted by our board.

And our research program is overseen by our distinguished and independent Board of Directors, who I think include the leading public finance academic economists in the world, not only in the United States. So in addition to Jim Hines, from the University of Michigan, our Board includes Alan Auerbach of Berkeley, Mihir Desai of Harvard, Michael Devereux of Oxford University, Mike Graetz of Yale who actually can't be here either, he fell and cracked a few ribs, so I think he's going to be fine, but he's not comfortable, and Matt Slaughter of Dartmouth, who's going to moderate our first panel.

So we're really fortunate to have this incredibly talented group of academic advisors help guide our research program, and I want to be clear on a very important point, I am every time I talk about the ITPF, and that is it's the stated policy and practice of the ITPF not to attempt to control or influence either the subject matter of the research or the conclusions of the research that are done by our academic economists. Indeed, a good academic, as I hope everybody in this room understands, simply would not let that happen.

And so over that last 18 years we've sponsored many conferences on important issues of international tax policy ranging from the optimal design of territorial systems to the effects of foreign direct investment on the domestic economy. And today we're going to be discussing another important and topical issue of international tax policy, locating the source of taxable income in a global economy.

Now this is an issue that's increasingly important today, in light of the accelerating integration of the world's economies and the search for tax revenue by virtually every country in the world; revenue that countries desperately need to help them address their large and unprecedented fiscal deficits.

So locating the source of geographic income has always been a difficult exercise, even in transactions between unrelated partners, and perhaps this difficulty stems from the fact that the geographic source of an item of income is not a natural economic concept.

For example, consider what the source of income is in the sale of a computer by a manufacturer to an unrelated third part. What's the economic source of that income? Is the economic source of the income from the sale of the computer …

· the country of residence of the investors who supplied the capital necessary to produce the computer? Or was it 

· the country (or countries, and usually there's more than one) where the computer was manufactured or assembled? Or 

· the country where patents protecting the computer's design are owned and licensed by the manufacturer? Or is the source of the income from the sale of the computer 

· the country in whose market the computer is sold and ultimately consumed? 

· Or should a portion of the income maybe be sourced to each of these countries? And if so, what portion to each of the countries? 

Well because there's not clear economic answer to any of these questions, we've been forced to rely on a set of largely formalistic [0:10:00] and at times arbitrary legal rules to define the source of an item of income. And these rules were adopted many years ago, when the factors of production were a lot less mobile than they are today, thanks to advances in transportation, telecommunications and the internet.

So you start with the proposition that it's not even easy to determine the source of an item of income in transactions between unrelated parties. And then you move to transactions between related parties. And I think as we all know very well, the difficulty of determining the appropriate source and amount of income in transactions between related parties is geometrically compounded, particularly in today's world where highly mobile and highly valuable, intangible assets are playing an increasing role, an increasingly important role in generating taxable income. And where countries have widely differing tax rates, and are competing with each other for investments and jobs, and where, frankly, companies are understandably trying to reduce their tax liabilities.

Simply put, I don't think there is a more important or more intractable issue in international tax policy today than trying to determine the source of income in transactions between related parties.

Now thankfully we have a blue ribbon cast of participants in today's conference who I know have all the answers to these questions. They're going to tell us with certainty how to locate taxable income in this global economy.

Now it would be surprising if the participants in today's conference find themselves in complete agreement. I'm sure several of today's presentations will engender some lively, and hopefully enlightening, discussion. In this spirit, I actually encourage our large and very well informed audience to join in the discussion today. Because I believe where there is heat there is usually light.

And so, and finally I'd like to express my thanks once again to Alex Brill and Kevin Hassett of AEI, and Peter Merrill and Jim Hines, who [as] research directors of the ITPF have made this conference possible.

So now I want to turn the program over to Matt Slaughter, who's going to moderate our first panel, who is, I guess, Irv Plotkin who's … Irv says he knows, and I know he does know Mike McDonald quite well, and will make Michael's points. And fairly and forcefully I assume. And they're going to talk about the role of our current transfer pricing rules and regime in locating taxable income. So thank-you all for coming and participating. … Matt?

Matthew Slaughter: Thank-you, John. I thought … Thank-you for those opening remarks, and it echoed the complexity that you highlighted. If anybody has an iPhone or an iPod, take a look at the back of it, and it says, "Designed by Apple in California, assembled in China," and there's been some neat studies done on that product in particular and the complexity of the cross-border production at work, and I'm thinking about where then the relevant activity is in sociable income wide[ph]. It's just one anecdote among many that I think this conference speaks to.

And the only other thing that I'd say to help frame it is, you know, ultimately a lot of these conversations come back to these big public policy issues of jobs and incomes and that sort of thing, which are always a topic of interest for a lot of the things that we do at ITPF, but especially in the current environment where a lot of countries are struggling to come out of the recession, the issues are especially relevant.

So with that, I would also thank AEI for their kind hospitality, and I have the pleasure of introducing Irv Plotkin, who's going to help sort of set the table for our conversations this morning. Irv and I and Mike McDonald had a very productive set of calls last week, talking about, kind of, how to structure this session. And I think we agreed that Irv was going to endeavor to provide sort of a grounding of and understanding of what the current system looks like to allow us then to have that baseline or perspective for thinking about what changes or refinements to the current system for the treatment of taxable income might be.

And as John pointed out, I think Irv does have a good feel from a lot of history of working with Mike McDonald. So I think what Irv is going to do is present his slides that he has for us, to walk us through some of the really critical basics for transfer pricing. And then I think he'll share some of the comments that I think Mike was going to make. And then, time permitting, we will open it to a little bit of conversation from the floor for the balance of the session.

But I'll take a moment, just in case you don't know, to tell you a little bit about Irv. We're truly lucky to have him leading off the conversation here, because he really is one of the world experts on this topic. He currently is the Senior Managing Director of PricewaterhouseCooper's Tax and Economic Controversy practice, and he's a member of its national tax service, based out of Boston, and he's one of the premier experts in the field of transfer pricing and other complex domestic and international tax issues such as economic substance, financial products and insurance. [0:15:00]
He's … If you read his body of work it's interesting. He's one of these rare people who's done a body of scholarly work that's fairly highly respected, that comes from his academic background, he has an undergraduate degree from the Wharton School at Penn, a Ph.D. in mathematical economics from the Massachusetts Institute of Technology, where he taught computer science and finance. He has a set of … a lengthy set of works that have been published in peer-reviewed scholarly journals, but he also, over the years, has been one of the experts that both the private and public sectors have sought out for guidance and expertise on the applicational level of a lot of these issues.

So his work has been very widely cited, both in the academic realm, but also in policy circles. He's provided expert testimony on behalf of US and foreign taxpayers, and on behalf of the IRS and the Department of Justice in many high profile cases. He has designed many studies on these issues, and he's been kind over the years in sharing his expertise with a wide range of US government bodies, including but not limited to the US Senate, the US House of Representatives, the Federal Reserve Board, the Federal Trade Commission, and other such agencies.

So with that, I wish … I want to welcome … Join me in welcoming Irv, and thank him for sharing his comments, and turn the floor over to you, Irv.

Irving Plotkin: Thank-you very much Matt. [slide2 1] Peter gave me what I thought is a virtually impossible assignment. That is, to teach a course very quickly in Transfer Pricing 101, and the very basic course, and then go into a graduate seminar on what are the current issues. So you'll have to bear with me in that now I've gotten the additional benefit, or charge, of grading my own papers, by being my own discussant, but Mike [McDonald] and I go back a long way, we've done this a number of times before, and I will try to be fair to his very important point of view on this.

In the interests of time, I'm not going to actually go through all the slides that are in your book, but I'll mention the number, sometimes, of a slide that has information when I speak to a particular side to it, and most of it is a resource for study.

I'm going to try talk about [slide 2] what is transfer pricing, what do we mean by that. I was told that there are numbers of folks in the audience who do not have this basic background. It's an example of historical transfer pricing versus current day problems, the regulations and guidlines, and current issues.

Well, transfer pricing is a crime, it's well know; [slide 3] just read the New York Times: "The Internal Revenue Service claimed back taxes from Glaxo after saying that the company had engaged in transfer pricing, …" sort of like, you know, practicing in paedenphry[ph], engaged in transfer pricing. And then they define it: "… a practice meant to minimize United States taxable profits by overpaying foreign subsidiaries for product(s and) supplies."

Well, the English have their own take on it. What is, … You know, the Times is a pretty good source. Now here's the Economist, they should know: "Global companies have plenty of latitude to minimize their tax bill. A big stick in the corporate treasurer's tax avoidance armoury," spelled properly, "is transfer pricing."

So, you know, when I tell people I practice transfer pricing I often get strange looks in that. But simply, [slide 4] transfer pricing is a necessity of international trade, where you have goods crossing (or even domestic trade) where you have goods crossing taxable boundaries. So that a transaction happens and it affects more than one fiscal authority. That's really all it is. It's nothing more than that, because to move the good or service or idea from location A to location B, you have to price it. By pricing it you determine the profitability both of the selling entity and the buying entity.

Transaction pricing goes back a long time in the United States history. I'd asked David, who helped draft them in the original regulations, what number they were in the Code, and we both forgot. But it's something like … it's not Section 482, but it's something like Section 23 or 24. [laughter] So it's been with us a long time.

You never hear people talk about transfer pricing without mentioning the arms-length standard. [slide 5] And simply, what is the arms-length standard? It's an attempt to say — that price, which is charged from the related seller to the related buyer, should be the same as though they were unrelated. Now sometimes that's even a hard thing to conceive of in a completely integrated firm, but that's what it meant. If these people were dealing at arm's length, where each of them wanted to … one wanted to pay as little as he could, and the other wanted to charge [0:20:00] as much as he could, what price, in the fair open market, would they come to?

Now the arms-length standard is not merely an academic nicety. It's something that is a very important part of our treaty law, and the relationship, both in a diplomatic and a trade sense, among nations. Because they agree that it would be very terrible if the same income were taxed both in Germany and in the United States. Business would kind of grind to a halt if you had significant double taxation.

So to relieve double taxation they've said, "Well let's agree that we will charge the profit that results from arms-length prices. So that if each side has charged the arms-length price, then the profit is right, and we get to tax that proportion of the profit.

You can see these norms, and I quote there from the Treasury White Paper that this is a very important element that's been a principal part of the United States' taxing and diplomatic trade policy. You may also want to make a note on this slide, that … look at slide 31, [appears not to relate to slide 31 in the online deck] where the Treasury says that the US should continue to abide by this standard because it serves our interests, not only the interests of others.

Historically, transfer pricing was pretty easy. [slide 6] A controlled foreign corporation, a subsidiary of a parent, grows pineapples, we'll say in Cuba. There's no … This is the old Cuba, it has no political implications here. And it sells it to the US parent. Well there existed a world market for pineapples. It was a commodity. You could easily determine what the arms-length prices that the subsidiary should charge the parent in the United States.

Most of transfer pricing in the original coding and the original maybe 20, 30, 40 years of its practice had to do … deal with the pricing of commodities for which you could easily determine a price. Therefore, there was a great tendency as a method of transfer pricing to use the comparable uncontrolled price.

For instance, if that subsidiary in Cuba also sold the pineapples to an unrelated party, what price did it charge the unrelated party? Well that's the same price that you charge the related party. That's the kind of thing. Or if there were a world market for pineapples coming out of Cuba, that's the price that ought to be paid.

The OECD and the EU very much still agree that the main place to look for the right price is in a comparable uncontrolled transaction. It doesn't mean an exact uncontrolled transaction, but one that is comparable. The United States embraces the arms-length standards, but frequently tax auditors dismiss the very existence that there could ever be a comparable uncontrolled price, and the regulations specify methods that sometimes, as you'll see, are inconsistent, perhaps in their application with the arms-length standard.

Now here I'm going to become Mike for a second. The regulations needn't do that. The regulations are fine, it's really a question of facts and circumstances and how they're interpreted. I think that was … that's his principal point.

OK, this is just to review what we've said. [slide 7] You have Entity A and Entity B, and Country A and Country B. Any kind of transaction could happen. They could be exchanging tangibles (pineapples), intangibles (ideas, patents, services, loans). All of these must be priced, even though they're buying and selling to themselves. (Sometimes, when I tell people , well I tell people what they should change themselves for things, they really look at me.) But by knowing what price is charged, you will determine what the profit will be for Entity A and Entity B on any one of those transactions.

Now let's say Country A and Country B disagree as to whether the right price was charged, so therefore whether the right profit wound up in their particular taxing environment. By treaty, most of the civilized world has agreed to endeavor, through diplomatic negotiation, to remove double-taxation by attempting to find a uniform price that both sides agree. They don't … they're not absolutely locked into it, although now more and more they're now agreeing, even to go to mediation and arbitration, finally, if the parties, the governmental parties, can not agree. So you do not have double taxation. And in every one of these treaties, the standard they look to is the arms-length standard.

Here, [slide 8] modern transfer pricing. We saw the old one was simply pineapples, but [0:25:00] the US invents something, and these are the … just for purely for example say I'm talking about the cost of doing it.

The US provides R&D by inventing something. The product is manufactured in Ireland, costs $30 to manufacture. In the Indian subsidiary, with the telephone service and (surprise surprise) customer service. The German, in this case, this particular product, it's marketed and sold in Germany, and their marketing costs are $40.

Third party sales, the sale in Germany gets $200 for the product. There is a system profit of $40. How do I split that $40 among these four enterprises? That is the modern transfer pricing problem. That's something that I and my staff, we have to do daily. It gives rise to more dollars of dispute between taxpayers and tax authorities than all the other sections of the tax code combined. And I think you can easily understand why.

Here is a twist on the modern thing. [slide 9] Everything is the same. The US is providing R&D, the Irish Sub does the manufacturing, the Indian Sub does the customer service, Germany markets and sells it; however, I've changed a few of the words, because I've restructured this, and I've put a Swiss entrepreneur in it. The Swiss entrepreneur enters into a contract with the US that says, "I will pay for your R&D whether you find anything or not." He tells the marketer, "I will pay for your distribution costs, no matter how much it costs, I will give you those costs plus a profit. I'll give the R&D people their costs plus a profit, same way with the manufacturer, …," so all the risk is located in Switzerland.

The real world doesn't really care about it, it's still only going to pay $200 for the product. The out-of-pocket costs are the same. How then do I divide that $40? How much should go to the Swiss risk-taker? And taking a risk, as we know, is critical in any kind of a modern entrepreneur… not even modern, even in an old entrepreneurial society.

[inaudible crosstalk]

… related. Related. The company has reorganized itself, created a company in Switzerland, put a bag of money there, a few wise men, maybe; a couple of gnomes to guard the money, and, you know, the court case just came out over the weekend, that they can't give the bankers information anymore.

And now they've just changed the risk-taking. Every other function is exactly the same except the US operates with much less risk, the Irish subsidiary operates with less risk, India never had any risk, Germany also operates with less risk, but I only have that same $40 that has to make this wheel go around.

This is the essence of most of the modern debate in Europe.

OK, where do you look for guidance? [slide 10] There are section 482 of the Code, and likewise of the regulations go on for pages and pages and pages of just how to do this, how to price tangible products, how to price intangibles like ideas, patents; how to price services, how to price financial products, guarantees; you can even lend money or you can guarantee the borrowing of the subsidiary; all that needs to be priced.

Many, … The OECD has a set of guidelines that are at least as thick as our guidelines, and it has to be translated into many languages, so it becomes thicker. We also have 6662, which are penalties. If you don't get the price right and the service disagrees with you, and it's a material difference, and they ultimately prevail, penalties of 40 … up to 40 percent can be applied. That's 40 percent of the tax.

India can have penalties up to 300 percent. Mexico can penalize you as a percentage of the total … of the total income, not merely the tax on the income. So that this is really a place of great controversy.

Two recent cases, and John would recognize one of them, GE Canada and Veritas dealt with applying the arms-length standard to an inter-company transaction. One was a loan guarantee from the GE parent to the GE subsidiary (this is all in the public domain so I'm free to say it, I take it). Veritas was, "How much should be charged in a cooperative joint venture research development for the amount of information that was already on the table?"

In both of these the taxpayers prevailed, [0:30:00] but they're indicative of the kinds of disputes that we deal with.

OK, the key concepts. [slide 11] We've talked about arm's-length. Now I think it's also important to talk about the arm's-length range. The first thing I ever did in the transfer pricing world, back in the '70s, was testify for the government in the Du Pont case. And I was just an academic at the time, and I like drawing frequency distributions. I said, "I don't know what the right price is, but I know the profit should fall between here and here." And I showed that this is … then I would conclude[ph] that the profit came from the same forces that generated inter-company play when they're unrelated, so that you should get that same type of profit.

We are interested in the price only because we're really interested in the profit. The judge had a wonderful phrase, Judge Willi said he thinks too that things should fall into "the envelope of normality." Mr. Musher [Steve Musher, see below Panel IV] took and made it the inter-quartile range, not as pretty, but it's the same idea. There's some normal place where things fall. We don't know, there isn't … it's not one exact price or one exact profit, but we have the arm's-length range.

The best method rule [slide 12] we'll come to when we talk about the various methods that are used to determine the price. We say, well, we don't want to say that one method is necessarily better than any other. The old regulations used to have a hierarchy of methods, and you would have to prove that one couldn't work before going to the next, or the next. We now say … and all of them are on the table, which one is best, but you also have to tell me why that's best.

Comparability is very important, because, as the Jesuits say, analogy is the worst form of logic, but it's the only one we have, because we don't have the same exact transaction with an unrelated party. We have similar transactions, even between ourselves and an unrelated, or between two unrelateds, and from observing those, and note the key word "observing" the market, we tend … we determine what would be the right price and the right split of the profits in the particular situation we're dealing with.

We talked … we'll talk about various methods of transfer pricing. "Commensurate with the income" and "periodic adjustment" are probably the fighting words. Commensurate with the income is really fairly and completely unobjectionable as it came in the '86 Act. It was talked about in the White Paper, and is now in the transfer pricing regulations. What it really means is that if you're charging for something, especially an intangible (and in fact it primarily–… only relates to intangibles) the amount you should charge should be commensurate with the income it … that the thing allows you. If I give you right to use my patent, and because you're using my patent you can earn a 40 percent profit margin, probably my royalty that I will get from you in the free market would be a lot more than if that same patent would only produce for you a 20 percent profit margin. That's what's "commensurate with the income."

I remember debating Charley Triplett at the George Washington forum in the late '80s saying, "Commensurate does not mean equal." And that debate is still going on, as we'll see in the so-called "Investor Model," and some of its current interpretations.

Periodic adjustment is the more important part of the commensurate with income standard, because it says that where you have a contract covering many years for the sale or rental of an intangible, the Internal Revenue Service has the right to look back, after the fact, some years out and say, "No, that royalty was not correct, because the income is greater than anticipated, or the profit is too great on one side and too little on the other side." So periodic adjustment means that the price, this transfer price that was agreed upon, usually in the form of a royalty, or a payment for an intangible, was too high or too low. My understanding, when the law was originally put into place was that it would work on both sides, either too high or too low. There's some argument that it … no it's only if it's too low, that the service can adjust it, but that's not the purpose here, I just want to introduce you to the topic and give you some feel for where there is debate.

OK, you'll be able to look at the slides, we've talked about the arm's-length standard, what would have been the price if they had been unrelated, the best method rule. In terms of both the degree of [0:35:00] comparability and the quality of the data, which method of pricing would give you the most accurate answer?

We have, in comparability analysis [slide 13] we look at the functions performed by the different parties, the terms [and] most importantly the risks that each party takes; the economic conditions under which it's sold, the market, the level of trade and the intangible property [slide 14] that each party brings to bear outside of the property that is at issue for pricing. But what do they bring to bear that helps make that property more or less valuable?

All these things have to enter into a consideration of comparability, and therefore which method, and how to apply a method, to give a proper answer.

We usually try to talk about an entity [slide 15] as being a manufacturer or a marketer, because then it helps us know what we're comparing it to. So it's … We have a selling entity, a manufacturing entity, a service entity. What I should have also had here is we have an R&D entity, where the ideas are actuarlly produced, but that doesn't mean that they're only produced in an R&D shop. There could be marketing ideas of great value. There could be manufacturing ideas of great value. So all of these must be thought about when we think about, "What entity are we going to do?"

When we have Entity A and B, related entities, in a transaction, you try to say, "Well, Entity A is simpler, more direct than Entity B, and therefore we're going to make that the 'target' entity; we're going to make that the one whose profit, basically, we're going to try to determine by determining the prices it either pays or charges, and that way will are better able to get our answer," looking at the simpler of the entities.

We have the Guidelines in the OECD. I'm sure you all know who the member companies [sic] are. [slide 16] What they say is that taxpayers should make reasonable efforts to determine that transfer pricing is arm's-length. They have a "reasonable man's" standard, OK?

Here are the various methods [slide 17] that are used for pricing tangible properties. We talked about comparable uncontrolled price. Resale price method really looks at the gross margin if you're talking about a retailer or a distributer. Cost-plus if you're a manufacturer, what profit do you make on the costs you bear? Comparable profits looks at net margin — operating profit, either as a function of invested capital or of costs or of sales.

Profit split is not an arm's-length method, even though there are arm's-length elements into it. It is a formulistic approach when we–… What we do is we allocate as much of the profit as we can through arm's-length observation, but then if there's some intangible profit left, we say that should be split in relationship to each party's contribution to the earning of that. It's hard to do, it may be impossible to do. That's why I can earn a living, because it is impossible to do.

And then the regulations actually say, "And you could use a method that we haven't specified, because we're not necessarily wise enough to know every method that might be appropriate in every case."

For intangibles, [slide 18] it's much the same thing, but they're subject to commensurate with income and look-back adjustments. We call it a comparable uncontrolled transaction, as opposed to a price. What royalty was charged … by this company when it allowed an unrelated party to use either the technology at issue, or some similar technology? What adjustments do you have to make?

Again, comparable profits. There's profit split methods.

Here is the place where the … that I talked about the Veritas Case, and you have a hand-out about that in your book. I have about 6 handouts in the book that very quickly summarize the major things that are just recently gone down. If you read through them I think you will see the nature of how these problems get worked out.

Most of these … This says if the parent decides to set up an Irish subsidiary, and say that the Irish subsidiary is going to bear the future R&D costs, or 50 percent of the future R&D costs, and have a right to all the profit that's made outside of the United States from these R&D developments, how much does the Irish subsidiary have to pay the parent for the research that it already has; that is, for the buy-in, what you already have on the table? That is a critical and difficult question.

That is a critical and difficult question, and one of the methods set out in the regulations, and that's favored by the IRS, is called the Income Method. It was tried in Veritas, [0:40:00] and I commend that case to you, because there is a great deal of argumentation as to whether that method gives lip-service to the arm's-length standard, but actually deviates from it, because at one point in the look-back provisions it said, "Well if the profit was greater than at arbitrary — a set-out — ratio, one-and-a-half times some measure of investment, it's too much. And that has caused a lot of contention.

If I become Mike again saying, "Properly interpreting the income method, with a proper interpretation that people at arm's-length, that the licensee and licensor would both make a profit, can be squared with arm's-length."

But the last thing I'd want you to take away from my talk, is that even though I'm telling you the problems and the difficulty, is that the arm's-length method doesn't work, or is no good. That is not Mike's or my bottom line, it's actually quite the opposite.

And when the people following me, Cole [ph Cole Corette Abrutyn?], Porter[ph Arnold & Porter?] that follow will try to sell you on formulary apportionment and that, I will tell you that they can point to problems with the arm's-length standard, but it's like the king who had to give a prize to one of two singers, and immediately gave it to the second after hearing the first. [laughter]

I am not going to go through the Services regulations, [slide 19] I want to get quickly to some current issues. [slide 20]
OK, you've now all graduated from Transfer Pricing 101, and we're in a graduate seminar of current issues, lit–…. and what's going on in the real world.

You'll see that that it's become very litiguous. There are new transfer pricing practices within the IRS. The Joint Committee's staff has made certain recommeded changes to the transfer pricing rules through legislation. We have cost-sharing agreements such as Xilinx and Veritas that have given rise to significant court actions and international commentary, which if I have time I'll talk about, but there is a handout in your book about that.

The application commensurate with income standard, things like business restructuring, putting in that Swiss entrepreneur to hold all the risks (Now how much profit can I put in at a 4 percent tax in Switzerland?) and services.

Litiguous environment. [slide 21] This is from an '08, 2008 article, "Don't mess with the IRS." All based on … I didn't make any of these up, they're actually quotes from the article. Don Korb was then chief counsel, I will admit under the prior Administration said, "The odds are overwhelmingly in our favor. We will take these things to court because we have to do that so that people clean up their acts." He was coming off a number of important IRS victories in the tax shelter area, and was transporting that to transfer pricing, because there was a lot of pressure that transfer pricing causes the US fisc [== US fiscal budget] to lose billions and billions of dollars, according to some of the studies.

Mr. Korb posed for a picture, [slide 22] worth 1,000 words about, you know, … And given that this is the other Administration, I put the title: "Bring 'em on." [laughter]

More recently, [slide 23] Commissioner Shulman, before he made the address that I quote from here, which talked about the IRS putting in a special group, just to study transfer pricing, with high level experts, and to assist the field all over the country to get uniformity, had made an address to corporate executives, and he told these Board–… actually not even executives, Board of Directors. And he told them that he is personally going to hold them responsible for the transfer pricing that their firms, on which they're the Boards of Directors engage in, that that's something very important, and that they should look at.

Then the Joint Committee's staff has made … they did a … I think it's called a pamphlet, which talked about the Obama Administration international tax proposals that, I think, accounts for the large audience here. But they then went on to make some of their own suggestions. And they suggested that one should limit the comparable uncontrolled transaction, which is again the fundamental arm's-length view, to only when there is an exact comparable. That is, when there is exactly the same product is sold, and to under the exact terms and conditions, which basically means that you would never use [0:45:00] a comparable uncontrolled transaction in pricing an intangible, or the times that you would use it would be so rare as to not even bother to teach about it.

Also, that they should make the period adjustments, these look-backs, under the commensurate with income standard, more automatic — don't wait for an auditor, something like that, but maybe require a filing.

Eliminate cost sharing, [slide 24] except in very rare circumstances. And these are really the critical issues that today befuddle transfer pricing and make for a lot of the contests between the taxpayers and the fisc.

There are things that … The Veritas Case dealt with a cost sharing agreement, [slide 25] that is a parent and a subsidiary, for example, get together and say, "You and I will share the costs of future R&D, whether it turns for good or bad," and the subsidiary, we'll say, is in Ireland. Ireland, they have to give Ireland a big bag of money, but that's a capital contribution. Ireland then picks up the costs. The implication is that this subsi–… the US parent does not get to deduct those R&D costs in the United States.

This was put forward as a great innovation in the '80s, because it would then stop argument about what you should charge for an intangible once it was invented. If Ireland bore the risks, pari passu, of the development, then it should be able to get the fruits of that development, or suffer the consequences of a dry hole. Yet this has given rise to great, great controversy, mainly over, "How do you measure the ongoing costs, and how do you buy into the existing body of research, and do you have to pay for such things as the workforce in place of the research & development staff?" And various other intangibles that are not actually sold as part of the cost-sharing agreement, or even licensed as part of the cost-sharing agreement. Your slides will tell you the definitions of the cost-sharing agreements.

The Xilinx case [slide 26] you'll probably hear talked about because … in a sense it is an unimportant case but about very important general issue. Question is, "Should the cost of equity compensation, generally called 'options,' enter into the annual cost-sharing pool that is split between the US and Ireland?" The Irish said, "Yes," that Ireland should pay its share of the options cost. Xilinx said, "No," we shouldn't pay it, because at arm's-length, Party A wouldn't pay for Party B's options.

The tax court determined that it's true, in fact, that Party A would not pay for Party B's options. They had something like 50,000 examples where both the IRS and the taxpayer agreed that these were joint development of costs, and Party A didn't pay for unrelated Party B's options. Therefore … And the tax court also held that a cost-sharing agreement falls, in Section 482 under the dash-One provisions. It must meet the arm's-length standard, and in the technical words of the court, "The IRS was arbitrary, capricious and unreasonable because it was trying to make an adjustment outside of the arm's-length standard."

Now that case was very important to the IRS, [slide 27] and to the Treasury and to all taxpayers, because, as that member, Mr. Korb, from the famous picture, he said that he's worried that that decision could prescribe that … it would limit the government's ability "to prescribe that certain [transfer pricing] methodologies reach an arm’s-length result." [square brackets in original, as per slide 27]

And here, my friends, you have the essence of the modern debate. Does arm's-length mean anything if it's not informed by observing what actually goes on? Can you call something arm's-length if you write down a formula in a regulation, even if it came down from the mountain, and say that "This is the arm's-length result"? Xilinx said you could not do that, and that's why I said (that this is before they appealed the case; they said they would appeal), because it could limit the ability of the government to prescribe if you do A, B and C, then that's the arm's-length result.

I invite you to read the new regulations on cost-sharing with respect to buy-ins. It actually prescribes a method, under the look-back part, that says, "This is the arm's-length result."

But going back, does it …? but does the commensurate thing really say what the service was saying? The Treasury, if you read these quotes, [slide 28] does not seem to agree with that. They say that commensurate with income is perfectly consistent with [0:50:00] arm's-length. It was always intended to be, and we also intend that Congress intended that cost-sharing agreements be consistent with arm's-length.

The Ninth Circuit reviewed [slide 29] the Xilinx tax court decision and said (and this is a very interesting quote) the Court held that the IRS cannot square its adjustment with the arm's-length standard for the "all costs requirement (of cost sharing; meaning you should share all costs) is," this is their word, "irreconcilable with the arm’s length standard." And they came down in the favor of saying, "Well we view cost sharing as a safe harbor that the IRS has created, and if you want to use it, you have to use it including options costs, even though third parties would not share options."

The IRS' attorneys, in logic that is much too difficult for an economist, still maintained that even though unrelated parties would not share the costs of options, it is arm's length to share the cost of options. And we'll come to a quote about that in a moment.

The dissent, [slide 30] really, by Judge Noonan is, I think, quite memorable. He said, "When the Commissioner talks out of both sides of his mouth, his speech is unintelligible and his regulations are unenforceable." That's how he resolved the idea that he agreed that dash-One and dash-Seven were irreconciliable, so that you cannot then hold the taxpayer responsible.

This reversal by the Ninth Circuit has been appealed for reconsideration by the Ninth Circuit, and I think there is a handout that shows that former US government officials and former government officials from around the important taxpaying world community put in briefs and letters to the court says, "Your decision, which sounds like a very small pimple on options, in this particular case, could actually disturb all our international tax treaties," and the way governments proceed in this regard.

I'm coming near the end, because what I think has happened is we're now getting arm's-length by fiat [slide 31] in the regulations. And as … And Matt was very kind to me to say that I'm at least a quasi-academic. It's either arm's-length or it's not. If it's arm's-length it means it has to be informed by looking at the real world, at third parties, not by formula.

Well, let's give me … Let me give you some examples in the regulation that are arm's-length by fiat. The inclusion of equity compensation in cost-sharing agreements. We went through that in Xilinx, that that cannot be … it's irreconcilable with arm's-length. Now what the court did say, and very interestingly, and I think I may have gone over that slide too quickly.

They have a very famous footnote, where they said that, "the arm's length standard is merely a gloss, it's not law, and that the government can come up with a technical definition of a term that is contrary to, in fact even irreconcilable to, its plain meaning." That's … You can read it in my slide [I can't confirm which slide that is], that's actually what they said. And that is fine for tax administration.

So we have the inclusion of equity compensation. The periodic adjustment for transfered intangibles has always been a contention with our trading partners. If two parties make a deal as to a royalty, and the deal turns out to be much more profitable to the licensee than either anticipated, the licensor cannot raise the royalty.

It does work the other way. If it turns out to be unprofitable to the licensee, more often than not, he will go back and ask that it be reduced, or give up using the product, or just violate the patent without paying for it.

The invest–… The income, or so-called investor model in the buy-in regulations, especially where they do two things — and you can see this in the CIP, the Coordinated Issue Paper — they reduce the offshore party to just earning a routine return, even though it's risk-sharing. To the extent they do that, (and here I become Mike again) they don't have to do that. Depending on how they're implemented, they could do it, if you will, in a fair and even-handed way. Yet in the formulas laid out in the CIP, would inevitably reduce the offshore party to an expected present value of just a routine return. [0:55:00]
I do not think that that's arm's-length, but it's been announced to be arm's-length.

The inclusion of equity compensation in the Services regulations. This will give us problems even with Canada, where they cannot allow, for tax purposes, the deduction of equity compensation costs. If the US provides services to a Canadian subsidiary, and part of the cost-base is the equity compensation, that can cause a competent authority issue with Canada.

There … Here is a wonderful phrase, and just so you know that I'm not making this up, the determination of economic substance, which is a threshold issue to see whether or not the government will have reflect–… (excuse me) … will respect a relationship between Party A and related Party B, "whether a particular arrangement entered into by controlled parties has economic substance is not determined by reference to whether it corresponds to arrangements adopted by uncontrolled parties."

Now I didn't push this one on Mike and say, "OK, now how do you square that one with arm's-length?" Because it seems, on its face, to be an abrogation if arm's-length means to look at what uncontrolled parties do, and take learning from that.

But, you know, I asked myself, "Where did the authority come from to do this?" Because this is … these are administrative actions — Treasury and IRS does the regulations, so it has to come from legislation in some sense. And maybe it came from the former Chief of Staff of the Joint Committee on Taxation, when he said [slide 32] (in talking about Xilinx), "We can simply interpret arm’s length to mean what we think it should mean, and if we say it correctly, that’s what it means."

And where did he get his authority? They wouldn't allow me to write this in a slide, because they thought it might violate a copywrite, but his authority came from 1871, Lewis Carroll, Through the Looking Glass
Humpty Dumpty: "When I use a word it means just what I choose it to mean, neither more nor less."

Alice: "The question is, whether you can make words mean so many different things."

Humpty Dumpty: "The question is, which is to be master? — that's all."

So we now know where the authority comes from for that.

Well you've now had a wolrdwi–… a tour through what is transfer pricing and what are the current issues, and anyone who followed me is … hat's off to him or her.

Matthew Slaughter: So Irv, thank-you for that. That was, indeed, a tour de force of international tax, and some childhood literature as well, so that's great. [laughter]

May … I know I want to be … Stan's scheduled, but I'd invite, if there's one or two comments or questions from the floor for Irv, or clearly there'll be time to continue talking about these subjects as the morning moves along. … John?

John Samuels: I'll just ask the hard question right away. John Samuels. What do you do and how do you price a transaction for which there is no comparable arm's-length transaction? In other words, the license of an intangible where there is … it's a unique intangible and there is no way the owner of the intangible would sell it or license it to a third party.

Irving Plotkin: I don't … Just on your premis. That has often come up in the pharmaceutical industry — so-called "crown jewels." Although increasingly now, if you look at what goes on in the real world, these crown jewels are being licensed, they're being co-developed, co-marketed, so you can get some insight.

But where it comes down to it, where I can … what I might do is I could look at that system's profit of $40 dollars. I can find routine functions done by the two parties, and looking at the real world, determine what is a routine profit, subtract that from the $40. Let's say that leaves me with $20 that I'll call the residual, or the intangible profit.

There, I think, I have to go to what they call the residual profit split method, of trying to estimate how much each party has spent in developing the intangibles that gave rise to the profit, because it may be the product (in fact a drug is a very good example), the inventiveness, the invention of the drug is very important, but the local marketing might be very important.

In fact, the four–… almost $4 billion that the Service got from Glaxo, was on the claim of the local US marketing, and the importance of that, even though the drug had been [1:00:00] invented and marketed abroad before it came here.

So I would use some type of residual profit split, know that I might, at best, get something that is in a range of reasonableness, and I … If you tell me I'm not being pure, I'll be the first to say it, that is … I said originally that the residual profit, or any profit split is formulary in its nature, but at least I've pulled, … I've peeled it away to the core, and unlike the current formulas that are so widespread in the State things, at least I've specifically looked at intangible assets, or what gives rise to intangible assets, even if they're not on the books. Because we expense most of the costs that give rise to intangible assets, so accountants (You'll excuse me for my firm, Peter) are of very little help in that matter.

Jane Gravelle: [with the Congressional Research Service3] Well, let me ask a followup question, I mean, you make it sound like we're all so reasonable and doing everything we're supposed to do to get everything right, but there's overwhelming evidence of significant profit shifting to low tax countries. Lots of people in this room have done those kinds of studies.

And the problem with what you're talking about, it seems to me, is suppose there's an innovation by US parent, that's the discovery of Lipitor, OK? And so they've, you know, tried a thousand drugs before they found this. They've spent a lot of money. All that money they spent on those other drugs, is that going to be counted? And so to treat the followup expenses as if they're going to have the same kind of return as the original invention, seems to me that's the problem here, and that's something you're not going to ever be able to fix.

I'm always looking for something that might address this problem, short of ending deferral. And so far, I have never heard of any idea that looks to me like it could. So anything we can do?

Irving Plotkin: Well, a few things. First, I am not at all an expert in these studies, but from reading them I think you have to distinguish between the movement of profit that is consistent with the movement of functions and risk-taking (the loss of jobs about which the Administration complains), and the movement of profit that is not justified by movement of risk-taking and functions. This distinction has not been made in most of the studies.

You also have to look for things like the impact of check-the-box on the reported location of a profit.

I agree with you, that the invention has to be honored fully, and that's the so-called buy-in problem. It's not just that it's pari parsu just to the ongoing costs You have to pay, in the buy-in, for the value of that invention at its market value at the time of contribution.

Now that's not necessarily a function of how much money was spent to create it. Because you can spend little money and have something of great value. Likewise you can spend a great amount of money and have something of little value. But you must determine the market value to price the buy-in.

I would be the last person to say that there's no distortion going on. All I'm trying to point out is that various methods that have been used, and that if we do not inform ourselves by observing what is happening in unrelated party transactions, and try to use that as a touchstone, I do not think we're going to have a workable solution. That is, a solution that avoids double taxation.

Look at the formulary approach used by many of the US states. I think there are some 30 states that use the 3-factor formula. Yet there are at least 35 different 3-factor formulas!! So there it is: It is not an easy problem, and I think when you go back to Judge Willi, you have to find only "the envelope of normality," and not the precise [holy] Grail of a single right answer.

Matthew Slaughter: So I think that allows a very nice transition, because that question & answer speaks to the next panel, which is on what does the corporate tax data show about income shifting? So maybe with that we can thank Irv? [applause] … and turn it over to our next panel.

[eight minute break -- dead air]

… [1:05:00] …. [1:10:00] …

James Hines: If everyone could take their seats, please. … OK, everybody … We're going to get started. … We're going to get started now. …

Thank-you for being considerate and sitting down … OK …

Our next session is entitled "Panel II: What Do Corporate Tax Returns Data Show About Income Shifting." Our speaker is Professor Rosanne Altshuler. Rosanne Altshuler I think is familiar to all of you, but in case there's someone who's new to town, she is as Senior Fellow at The Urban Institute, and Director of the Urban Brookings Tax Policy Center. She's on leave from Rutgers University, where she's Professor of Economics, and previously has contributed in many important ways to tax policy development in Washington and elsewhere.

She's going to report on some very late-breaking research that she has done with Alan Auerbach, who's some guy who teaches at Berkeley, and Michael Cooper and Matt Knittel from the US Treasury. Rosanne …

Rosanne Altshuler: Thank-you, Jim, and thank-you for having me here. [slide4 1] Kevin said that he always looks forward to this conference, and I second that. The ITPF conferences have just been fabulous over the years, and I've learned an incredible amount. But then I was thinking, Alan's on the Board, so I don't really have to thank him for inviting me, [laughs] I have to thank Alan for having me on this paper.

So as you can see, this is joint work, and we're very lucky to have co-authors from the Treasury Department Office of Tax Analysis, and who've just been doing incredible work with us while working on the Budget. And I'm not using that as an excuse, but this is late-breaking research, as Jim mentions.

It is work in progress, which is neat, which means that we can take this in any direction. So whatever Tim says, I can just say, "Well, we're going to do that."

I should let you know that there … you know, as you can see from your booklets that ITPF has put together, there is no paper yet. We've really just got the last set of regression results Saturday night [1/9 '10], so, poor Kim [discussant Kim Clausing] has had very little to prepare her comments from, and I apologize for that. She received the slides yesterday in the Denver airport. [laughs] So whatever she says is really going to be a great effort.

[inaudible crosstalk] …

I think that would be a good idea. [1:15:00] Yes. Thank-you.

I think that would … Given how recent this is, that's a great idea.

So the basic question here is [slide 2] whether or not multinational corporations use financial and accounting practices to alter the location of taxable profits in order to take advantage of, what? … of differences in tax rates across locations. So basically, the question is income shifting; do we see income shifting? It's a very important question as we all know, but it's a very difficult one to answer, extremely difficult.

So one, you know, why is it a difficult question to answer? [slide 3] Well, there's the problem of comparables. What are we comparing? And even before that, it's a difficult question to answer, because we can't go in and look at those transfer prices, of course. We can't go and see, we … It's very difficult to get that proprietary data.

So first, these are always going to be, … Well for the most part you're going to see indirect-type studies. And once you get into indirect-type studies, you have the problem of, "What's the comparable?"

So one simple approach is to look at differences in rates of return between US-owned companies and companies owned by foreign parents in low-tax jurisdictions. Well what's the problem? There could be other differences between such groups, so when you see differences in rates of return, those differences in rates of return aren't due to income shifting, but they're due to the fact that you're not comparing … that there are other differences between US and foreign-owned corporations that explain differences in rates of return. And this has been a problem that's plagued the research in the past, and the research in the past have made great efforts to control for differences between US and foreign-owned corporations.

Another problem on top of the differences between the two groups being due to something besides differences in tax rates is that when firms are multinationals, foreign-source income and assets are not measured consistently, so rates of return may not be comparable across companies. So you have to worry about consolidation, you have to worry about what actually is showing up on the balance sheet, for instance, of tax returns. So that's a problem.

So it makes it a difficult question, but we have an approach [slide 4] that we think moves the literature forward, at least a little bit. And what we do, and this kind of grew out of work that Alan, myself, Matt and Mike did on corporate loses using tax return data, is what we do is we just look at domestic firms. So we eliminate the problem of measuring foreign source income and assets by looking exclusively at domestic firms. And by that we mean firms that have operations only in the United States.

There's two types of foreign firms in the United States. There's foreign firms that … it's just a subsidiary of a parent in the US, and has no subsidiaries or branches of its own outside of the United States, so it's not a multinational, it happens to have a foreign parent. And then there's foreign corporations in the US that are multinationals, in that they have a foreign parent, but they also have foreign operations underneath them.

So what we're going to do is we're going to compare US-owned domestics with foreign-owned domestic firms. And we controlled for, observed the unobserved differences across these firms by using fixed-effect estimation. So that the primary source of variation in tax rate differentials is going to come from tax reforms, OK? So this is going to be fixed effects estimation, the variation in tax rate differentials is going to come from tax reforms within countries.

OK, so that's the approach, and we have, at this point in our work in progress we have one robust finding, [slide 5] which is a relief. And that is that increases in the US / foreign tax rate differential reduced the reported US rate of return.

Just as … Just going back for a second, I think what we were … we're talking about income shifting here, and we have to distinguish between inbound concerns and outbound concerns.

So we're not looking at US multinational corporations and the extent to which they're shifting income abroad here.  What we're concentrated on here are inbound, so we're looking at foreign corporations in the United States [1:20:00] that are not multinationals, and their income shifting relative to US-owned domestic corporations.  OK, so I just want to underline that in case it wasn't clear.

OK, so what's the methodology? [slide 6] So what we do is we start with all US C corporate returns, tax returns. And this is for the period '96 through 2006. And as I said, this is ongoing work. We have that data back to, I think, 1985, 1986, which is going to give us a lot more variation, but we don't have that up and running yet. It's just cleaning the data has just taken an incredible amount of time, and has revealed that this dataset is even richer than we originally thought.

So we start with all C corporate returns, and then we reduce the sample by dropping observations with foreign source income. So we have to say, "We're not looking at multinationals here." And we use some other flags to get rid of the multinationals; may not be just whether or not you have foreign sourced income, but if you look at all like a multinational we get rid of you.

If you have less than $1 million in assets, if you have very high or very low rates of return, and the rate of return here is basically earnings over assets, it's interest received plus earnings over debt plus net assets. So it's just a rate of return — think about it as earnings over total assets, total earnings over total assets. So we're getting rid of, kind of, outliers (very high, very low rates of return).

We're also going to be looking at … We have interest here which is very confusing. This is going to be interest paid greater than 100 percent of assets, so extremely high interest relative to your assets. And then we had to think about how we're going … what countries we're going to include in this very big dataset.

So we could have, you know, some … Malawi or something. So we have a parent … we have a foreign corporation in the US whose parent is from Malawi. And they come … we see them once in the data. We throw them out.

So what we basically said is you have to have on average, for a country, parent, for us to include a country in the dataset, you have to have some presence. You have to have some firms in the US. And so basically the parent, the country has to have firms, about 25 firms in the US on average per year, OK? So you have to have some presence.

That left us with about 35 countries, plus the United States, and we also got rid of financial firms. They are different in terms of rates of return, in terms of interest that we're going to be looking at, so we just threw them out.

So that's the dataset that we're going to be looking at.

With these screens, we just have an incredible amount of firms. [slide 7] We have, like, ninty-two thousand firms, huge amount of observations. As I said, 35 parent countries, and including … we also have the US as a parent here, OK? So there's also the US-owned corporations, the US-owned firms in the sample. And in fact about 15 percent of the firms in the sample are foreign controlled. So again, more information about the sample.

What are going … So, as I said, it's a very rich dataset, but that all of the data right now comes from corporate tax returns. We also are able to link the data with Compustat, so we can pick up some other variables if we wanted to.

Again, we're going to … right now we're looking at two dependent variables, [slide 8] the overall rate of return that I just defined (so interest received plus earnings over debt plus net assets) and then we're also we're interested in income shifting here, and interest shift, one way of doing income shifting is through interest stripping or, you know, through the location of debt by … and borrowing … Let's say your parent is in a low tax country, you want to do your borrowing in the United States, and that's going to give you a lower net–… lower taxable income. And then also that there is the question of what the transfer–… what the right interest charged is. [1:25:00] So what we're … Right now we're looking at the overall rate of return, interest over assets, and we're also later going to look at debt[ph] over assets.

We're going to … We're looking separately at these variables to consider different types of shifting, as I said before. The location of interest versus the location of other expenses and revenues, OK? So we've got overall rate of return, interest.

For the … And just as an aside, for domestic you always, you have to think about these complications such as allocation rules for interest and R&D, but for domestic firms these guys have no subsidiaries. These guys have no foreign operations, so the US rules for the allocation of interest and R&D aren't relevant. So we're trying to make this as simple as possible, take these foreign, these domestic corporations and look at how the rates of return differ based on whether or not they're foreign and the tax … and more importantly, the tax rate differential between the US rate and the foreign rate. So those are the variables of interest.

Moving on, what are our independent variables going to be? [slide 9] Well, the most important one for us is the tax rate differential. And here what we have is the difference. It's the US statutory rate minus the parent's statutory rate, and that's going to be zero for firms that are US owned, of course, and we're using statutory rates because these are the rates that drive income shifting incentives. You wouldn't want to use an effective tax rate here.

So we've got statutory rates from the PriceWaterhouse guides, and so that's our … the tax rate differential. And then we said, well, there's going … Whether or not … Income shifting incentives differ whether or not your parent is in a world-wide or territorial country, in theory, OK? And so what we … I think we all at this point understand is that deferral, and which all world-wide countries have, moves the system closer to a territorial tax system, and makes the income shifting incentives that you would not have if you closed down deferral more important.

So there's a question; you know we have a question as to whether or not having a world-wide parent is going to make any difference at all in a world with deferral, which we have.

One of the hardest things, and it's a real art, and Kim and and Jim have both been involved in this, is figuring out who's world-wide and who's territorial. So what we decided to do is just keep in as simple as possible. First of all, you're world-wide if you are always world-wide over the period, OK? And then you, you know, we really had to go in, look at you and say, "This is a country that actually has a foreign tax credit system, doesn't allow for dividend exemption, never allowed for dividend exemption over the period," and here are … those are our world-wide countries.

We then said, "Well what if your parent is in a tax haven?" And by the way, your parent may not be your ultimate parent, right? You could be owned … There could be many tiers here. And so you could be owned … the foreign corporation operating in the United States could be owned by a parent that's in a tax haven, that is then owned by a parent that's in Germany or the UK or somewhere else. We used Jim's classification for havens, and again, if you're a haven you are always a haven, none of these guys changed.

And then we're going to … One of the great things about this data is we're going to be able to control for industry, for asset size, for the age of the firm; so we're able to control for new firms that … and … versus old firms, and the parent country's GDP growth rate.

So here we go, the theoretical prediction [slide 10] is a really great … Theoretical prediction is straightforward: Lower US rate of return and higher US interest, if the tax rate differential is higher. So the … You're going to have, if you're in a, … If your parent is in a low tax country you would expect a … That's going to give you a higher differential between the US and the foreign statutory rate, and you would expect a lower rate of return, [1:30:00] and higher US interest payments.

And we would expect that the effects would be lessened if the parent is in a world-wide country. OK, we would expect that, but of course there's always deferral, and there's the … a lot of the work I've done with Harry [Grubert] I think has demonstrated that there's not a big difference between world-wide and territorial countries, and it fact the US is the best of all worlds, in terms of world-wide and territorial.

So for identification, [slide 11] with firm fixed effects, what we're going to have, the impact of having a world-wide or tax haven parent is going to … with fixed effects is only going to be identified by firms that switch parents, because remember the haven variable and the world-wide variable is going to be the same over time, with no variation over time, so with firm fixed effects that's just going to go away, so the only way we're going to get identification is if a parent switched. So if the foreign corporation's parent changed. So you have a new parent, or the parent is, maybe it's the same parent, but now it's in a tax haven, OK? And believe me, we hadn't even thought that this could happen before we started looking at the data, [laughs] and it does.

Such switchers could also contribute to variation in the tax-rate differential. Now where's the variation in the tax-rate differential come from? That comes from the parent's country changing its tax rate or, as I said before, the parent's country changing, primarily because the parent changed, OK?

So that's our identification, but switching parents, switching is not going to be random. [slide 12] We really wouldn't think that's random, [laughs] so we might want to exclude this source of variation, which is typically less than 1 percent of the firms in each year, but actually makes a difference. So we consider both specifications, with and without switching, which will mean that we'll lose identification of the world-wide and tax-haven level effects in the latter case, when there's no switching allowed.

First question, [slide 13] do we have to use fixed-effects in the first place? And the Hausman tests strongly reject the equality of random effects in[ph] fixed-effect specifications. So we reject random effects, but we start with random effects, because that's going to give us a bridge to earlier work, which was based primarily either on cross-sectional analysis, or panel data analysis that doesn't control for firm-fixed effects.

All regressions that I'm going to show you the results of now are going to include control variables for industry, asset size, age, and the parent's country's GDP growth rate. To make these slides readable I'm not going to put those coefficients on.

So, here we … I now have my remaining time to go through the effe–… the results, just starting with, again, random effects [slide 14] on the full sample the dependent variable being the rate of return, we see this tax rate difference is being, [slide 15] like, -.06, which is consistent with our theory, which is the higher the tax rate differential, the lower is going to be the rate of return, and in terms of this economic significance, a 10 … This obviously says a 10 percent, percentage point reduction in the foreign tax rate reduces the US return by .6 percentage points, which is actually quite big.

The world-wide time inter–… One of the things that we do is we interact world-wide, the world-wide dummy variable with the tax rate differential. That's greater than zero, which is also consistent with the theory, which would mean that what … if you're a world-wide country, this … the … you're not going to have … the tax rate is not going to have as big an effect, or an effect at all, maybe, on the rate of return. But the thing is, that the size is just way too big, it's too large.

World-wide dummy reduces the return by .03, but it's really not clear why this should be. But it highlights the possibility that we've got unobserved firm effects from differences that are correlated with having a world-wide parent. So it just makes us want to use fixed-effects. And I just went through all of those results. Now, going forward, everything's on the right page.

For the interest, [slide 16] again random effects, interest over assets, you get the right sign on the tax rate difference, which is consistent with the theory, so the lower is the tax rate abroad, the higher should be the interest that you're paying in the US, and that [1:35:00] … the sign should be opposite for the world-wide tax rate difference interaction. That effect is negative. Again, it's the correct sign, but again it's a very large effect. There seems to be something going on with the unobserved firm differences.

So a summary [slide 17] is the tax rate difference and the world-wide tax rate difference interaction both have the correct signs. The world-wide alone has strong effects in both cases (I didn't point that out), which is consistent with the view that something else might be different about these firms, OK? These are firms that the parents have … are in world-wide countries.

So let's move on to the fixed-effects runs. [slide 18] First continuing to the full sample that includes the switchers. These foreign corporations in the US whose parents chang–… whose parents' country changes over time.

The tax rate difference is largely unaffected. The world-wide is still negative, but much less so, and the world-wide tax rate difference is now insignificant, which I don't really find surprising. I wouldn't be … Because of deferral, I don't really expect there to be a difference between–… in the income shift, the effective tax rates, differences on rates of return. This becomes insignificant. So that actually is a result that I, that we feel comfortable with.

With interest, [slide 19] the tax rate difference is now zero and looking back, I haven't … I don't have … I didn't have time to talk about previous literature, but Harry Grubert has done some very good work on this, very good work on this using Treasury data. And this is consistent with some of his findings.

The tax rate difference is now zero, the world-wide tax rate difference is negative, but less so. The world-wide effect on its own is now zero, and again we don't have strong feelings on what that should be. And the haven result is now greater than zero, which actually makes some sense, if … If your parent becomes a tax haven, you might have even more of an incentive … you may see a higher interest rates … higher interest payments in the United States, more income shifting on that variable.

So the summary [slide 20] of the fixed-effects results, which we … these are the results that, first of all, are the results, the econometric results that are … The random effects results are rejected by the Hausman test. The fixed-effects results are the ones that we want to use.

Tax rate difference is significant now but only for total returns. The tax rate difference times the world-wide variable is still significant with the correct sign in the interest regression. The anomalous world-wide effects are reduced in both of these. They are smaller in the rate of return, zero in the interest regression, but the tax haven effect on interest now appears, which is interesting. But we may worry about the influence of these switchings … switchers, these firms whose parents change country.

So what we did is we got rid of the switchers. [slide 21] So now what we have is a sample where your parent is always in the same country. And here, the tax rate difference act–… it becomes much … it actually doubles in size, which is interesting, still quite significant. So a 10 percent increase in the tax rate differential leads to a … percentage point interest increase in the tax rate differential leads to a .1 percentage point decrease in the rate of return. And the world-wide tax rate difference is still insignificant.

In terms of debt, [slide 22] the tax rate difference still isn't there, and the world-wide tax rate difference is marginally significant, again with the right sign.

Summing up, [slide 23] and I hope I'm on time, with our most plausible specification we get these two significant effects: the tax rate difference in the rate of return regression, and a world-wide tax rate difference in the interest regression, both with correct signs. But we're just beginning this project. There's a lot to be done. We want to add back data to '86, which will give us much more variation in tax rates and consider a richer set of specifications, including lags.

So thank-you for allowing me to do this work-in-progress.

James Hines: Thank-you Rosanne, and speaking of being a switcher, we're now going to [1:40:00] switch to Kim Clausing, who will discuss this paper. Kim Clausing is a professor at Reed College, where she is the Thormund A. Miller and Walter Mintz Professor of Economics. She is no stranger to Washington, having worked on the staff of the Council of Economic Advisors and having been an active participant in the Hamilton Project recently, and a number of other things. So, thank-you Kim …

Kim Clausing: Thanks, Jim. [slide5 1] I thought it was interesting that the acronym of this paper, Altshuler, Auerbach, Cooper and Knittel was AACK, [laughs] because that's how I felt in Denver when I got the slides, [laughter] but as I told Rosanne, it's a pleasure to comment on her paper I prefer a half-baked paper from Rosanne to many fully baked papers in general. She always has interesting insights, so it's my pleasure.

I think it's a very promising project. [slide 2] I think anything that uses the Treasury data has a great start, because one of the big problems in this area is really getting good data. She considers whether foreign-owned firms, in comparison to domestic firms, have a clear relationship between measures of income and tax differences.

I think it's a very sensible hypothesis that she's looking at. I think her "robust" result that she highlighted for you is unsurprising, and summarizing it again here — "If there's a higher tax difference, which implies a lower foreign tax rate, then you're going to see a lower rate of return in the US," which is consistent, presumably, with income shifting towards the low tax-rate parent country.

So I think the data and the approach are promising. I had some confusions on the plane, in the Economy-Minus section of United, might have had something to do with that. [laughter]

And I have some suggestions for some refinements that she can do, and in sum I'd love the chance to comment on this paper again when it's complete.

(we've lost the slide [slide 3], that doesn't help.) … Let me just get a …

Jim Hines[ph]: Can we get a comparable uncontrolled slide?

Kim Clausing: [laughs] … Let me just start by talking data while we're waiting for the slides. There's a lot of previous work on income shifting, and Jim and I and Rosanne have all contributed some to this work. Most of the data, unfortunately, are … rely on relatively indirect measures of income shifting, or use data that are less appropriate for income shifting. And one of the key advantages to Rosanne's work is by using Treasury data, she's going to have much more direct evidence of what she's looking for. So I think that's a big improvement over many studies.

That said, the literature does have a wealth of evidence on this. And the conclusions are generally uniform, in a sense, and remarkably uniform in a sense that it almost always finds substantial income shifting.

I think I have a wrong number here, but one thing that I would like to see is them make a bigger difference … bigger deal out of their difference between the domestic and the foreign firms. So I think it's somewhere between 85 and … OK, so it changed somewhere between Denver and DC.

But a big chunk of the tax rate effect is really coming from a small number of the observations, so … about 85 percent of the data have zero for the tax rate difference variable. And so then the variation is between zero and these 15 percent, I guess, of observations that have a foreign parent.

So one thing I think might be interesting for them to do as they go forward is to look at maybe just the group of foreign parents. Or also maybe even look at the US multinationals, if they're going to expand the project, and see if they find persistent differences in these tax rate effects among these different types of firms, because that, itself, might be interesting as to just run these specifications, looking at foreign-parent firms; looking at US firms that also have subsidiaries abroad, I think would also be a really interesting thing to do while you've got the wonderful data. So I think that would be nice to see.

I also think that sometimes a picture is worth a thousand regressions, and it might be nice to just look at the rate of return graphically, to see how it differs among different groups of firms — the domestic firms, the ones with high tax-rate parents, the ones with low tax-rate parents, the ones with middle tax-rate parents. And some of the work that I've done, just doing[ph] the bar charts can be very interesting graphical displays of these kinds of effects.

There's some estimation challenges [slide 4] and the one that I'd like to highlight in particular is the trade-off that's induced between the fixed-effects and the random-effects specifications. So it is true the Hausman test, as near as I could parse from Rosanne's results, rejects random effects in favor of fixed effects. And that's because, when you have a separate dummy variable for each and every firm in your … you know, in your sample, then 91,000 dummy variables effectively, then you're going to have better fit than if you don't have 91,000 [1:45:00] dummy variables. But you're also simultaneously removing a lot of what we're interested in.

So I think there's going to be a huge trade-off here between getting the best overall fit for the model and actually getting variation in the variables that you're trying to study, because you could … I mean you could have a dummy variable for every single observation? And then [laughs] you'd have perfect fit, right? But you would lose all of the explanatory variables. So I think that this is going to be a huge tradeoff in their work, that they're going to have to try to come up with some creative ways to look at it, and I think that continuing to present random-effects results might be justified here, in the sense that at least then you would still have some variation in the … in some of the key variables of interest. So that's one interesting aspect.

Also, I think it would be nice to see some summary data on how much the sample does experience changes in tax rates and changes in parents. I'd like to know more about the switchers, I'd like to know more about the tax reforms in question. My understanding is that a lot of the variation in these tax rates are cross-sectional rather than due to tax reform. So it would be nice to know breakdowns of the between and within variation, and how that affects the results.

Another thing that I think would be an important addition is to be a little more careful with how the system variable is defined. In other words, distinguishing the exemption and the world-wide countries, and I'm very sympathetic to the difficulty with this, having labored many hard hours with these … I'm grateful for the PriceWaterhouse books, but it does take a lot of time to try to figure out, well, which countries really are which?

The approach seems to be to say, "OK, well we know some countries are world-wide all the time, so we're just going to call those world-wide, and we'll going to call everybody else 'not'." But the problem is, when you call everybody else 'not', you're confounding some countries that are really, really true pure exception countries, and countries that are more hybrid countries.

So one way you might be able to do it is to sort of take different metrics of the tax system and use them separately. So does the country have a CFC law? And if so you could have that turn on in the year when the CFC law comes into effect. There's some nice data on that. Does the country exempt just some types of income, but not others? Then you can maybe use a hybrid dummy for that. And that might allow a more sensible interpretation of the results, which tend to conflate these different types of countries. So I think that that's one challenging thing.

I think my next slide [slide 5] was about questions that I had going forward, and I'm trying to remember what they are. I know that one was about this interest result, and I also think it would be interesting to see the debt result that she describes without presenting, but now that I know how her interest variable is defined, that seems to make a lot of sense.

So maybe given that we're short on time, and that I can't see my last slide, I should just conclude by saying that I do think this is very promising work. I think this data should be just a wonderful vein for Rosanne to mine in the future, and I do think that there's a lot that can be learned from this type of work. So I look forward to seeing it in the future.

James Hines: Thank-you, Kim. Rosanne? My inclination would be to take a couple questions, but if you want to respond to Kim for a minute …

Rosanne Altshuler [faint]: No, … yeah, take some questions. That would be great.

James Hines: Unless all of your questions have been answered, we could …

male voice [faint]: Just for background, could either or both the panelists give a little background on other approaches that might be taken to measuring income-shifting in the context of [undeciferable]?

Kim Clausing: Sure, I think that some of the data have … some of the papers have used survey data from the US Bureau of Economic Analysis and looked either indirectly at measures of profitability across different countries, or looked more directly at measures like inter-firm trade and how inter-firm trade changes.

I have one paper that actually looks at actual price data, but that's quite rare to have actual price data, where you can look and see how prices depend on whether parties are related or not. But that's another approach.

There's another set of literature that looks at financial book income data. Of course the flaw with that is that book income and tax income need not, and probably should not, be the same thing. So you're inferring tax effects based on things that would be less sensitive to tax differences, although those studies also seem to find the general findings that the literature as a whole finds.

There's a lovely meta-analysis by two Dutch economists, where they go through a whole number of papers and just sort of try to glean the overall elasticity of the tax base with respect to these tax rate differences, and [1:50:00] that … they're [Ruud] De Mooij and [Sjef] Ederveen, I think, and they find that this is consistently very large and negative.

Rosanne Altshuler: Using the tax rate data, the tax return data, Harry Grubert (is Harry here?) has done work in the same vein as this, but looking at … across … he'll look at a cross-section, one year, or he'll look at a panel, and he'll … but he hasn't … what we've done that he hasn't done is we have the firm-fixed effects, so we're controlling for unobserved firm characteristics that could be driving differences in rates of return.

And also, he hasn't focused just on a domestic corporation, I don't think. I've looked back at the papers, and I need to give him a call, but I … from what I can tell, he hasn't gotten … he looks at foreign corporations in the US versus domestic corporations in the US, and those foreign corporations could be multinationals, so there's more going on, OK? So this is just, we're trying to take the cleanest possible cut at this. And that's a real difference than what's been done.

James Hines: Tom …

Tom ???? [quiet]: First, thank-you. Your finding is a coefficient of .26, …

Rosanne Altshuler: … yes …

Tom ???: … so to interpret that, I presume, uses their corporate range from 34 percent to 24 percent.

Rosanne Altshuler: So that's a 10 percentage point change. That would decrease the rate of return in the United States by .1 percent and, .1 percentage point, and the rate of return in the US, I was trying … I don't have that in front of me, I should have an average for that. But let's say it's, I don't know, what would you want to call it 4, 5 percent, 4 or 5 percent? So it would go from 4 percent to 3.9 percent.

quiet voice: So in that case it would be 5 percent?

Rosanne Altshuler: Yes.

Tom ????: [undecipherable]

Rosanne Altshuler: Yes.

Tom ????: … those kinds of things.

Rosanne Altshuler: Yes. Yes.

Kim Clausing: Yes that was one of my things actually on the slide we didn't get to see. Because I do think it would be nice to get some tables where you look at how the mean rate of return …

Rosanne Altshuler: … um hmm, yes …

Kim Clausing: … changes with respect to difference tax experiments. That would be …

Rosanne Altshuler: As much as I wanted to keep the Treasury co-authors up all night, on Saturday night [laughter] I decided that wasn't [tape-skip] the future of the project. And for the Budget.

James Hines: Peter?

Peter ??? [quiet]: So just one comment, one question. The comment is, at least the preliminary results would throw into question whether the adoption of the territorial[ph] system would put tremendous pressure …

Rosanne Altshuler: … right …

Peter ???: on transfer pricing, which is certainly relevant to those that are thinking about maybe encountering[ph] territorial systems. And the question is — First, that the tax rate differential, OK? So we're looking at the tax rate of the ultimate parent?

Rosanne Altshuler: No

Peter ???: Or the intermediate company, there's a holding company [undecipherable]

Rosanne Altshuler: We're looking at the tax rate of the tier above.

voices: Feguson[ph] first tier beyond, not the … the alternate formula … So if you have Germany that owns the US company through Bermuda …

Rosanne Altshuler: Right

voice(s): … and the difference between Bermuda and the US, not Germany.

Rosanne Altshuler: Right, because we don't, we're not going to … so that's just not going to show up on the tax return. We don't have the information to go back all the way to the top. So the question, "where we're getting this data?" is, part of the tax return that says, "Are there foreign … are you foreign … what percent foreign-owned are you?" And so you, right, most of the time it would be 100 percent. On some, 100 percent foreign-owned. … "What's the country of the majority of the shareholders?" When it's 100 percent, the country of the majority of the shareholders could be Germany. Or, it could be Bermuda, right? It could be Bermuda, and that Bermuda company is owned 100 percent by a German company.

voice: … so …

Rosanne Altshuler: So we're looking at Bermuda.

voice: So you're looking at Bermuda's tax rate, …

Rosanne Altshuler: Right …

voice: … looking at whether the foreign parent is world-wide or territorial, are you looking at Bermuda or Germany?

Rosanne Altshuler: We're looking at Bermuda, because we don't know whether or not Germany, … there's a Germany person, you know, subsidiary … parent above.

voice: … looking to see if there's a CFC rule, you're looking at Bermuda …

Rosanne Altshuler: Right …

voice: … potentially …

Rosanne Altshuler: We might, if we were to do that.

Kim Clausing: Yeah, might be difficult then, …

Rosanne Altshuler: yeah …

Kim Clausing: … given that framework to even get at the system question, not that …

Rosanne Altshuler: What's really difficult is we will take this back to 1985. It's just, you know, when you go back to 1985 and look at the PriceWaterhouse guides, and you look at some of these countries, and the detail that they have on the system, it's just, you know, you're just taking guesses. You're just making guesses.

So I asked what is it that [1:55:00] the IFBD to do this for us, and they … [crosstalk] … the IBFD. And maybe ITPF can pay for this, because Tax Policy Center can't, but they would charge something like $15,000. And then I asked for a sample, "Show me a year," because I wasn't … Again, I have to be concerned with how do I actually do it. And I never got … They never showed me a year.  So I'm not ever sure I would trust their data.

James Hines: We're, of course, eating into the time for my presentation next time, and so the cost is extremely high. However, there seems to be enormous interest here ma'm

female voice [very faint]: Do you look for cost of production differences across of individual … regression[ph] especially from intangibles … capital … countries …

Rosanne Altshuler: No, the only difference that we, kind of, economic difference that we have is the rate of GDP growth between the parent and the US.

James Hines: Harvey?

Harvey ???? [initially weak]: I have a question … [on mic now] you or adjusted basis is some sense?

Rosanne Altshuler: It's a historical value.

Harvey ????: Yeah …

Rosanne Altshuler: It's what you put down on Schedule "L".

Harvey ????: And secondly, how you deal with intangibles, which presumably is a source of much of the income shifting.

Rosanne Altshuler: We … there's no "intangible" line on the tax return that will help us [laughs] identify intangibles, so the best way to say that, … But we have an industry view, you think that there is a, you now, there … pharmaceu–… Pharmaceuticals have more intangibles. There's an industry effect, but we don't have … right now we don't … Do you have any ideas for how we control for intangibles? We would welcome them.

But we do have industry, … we have firm effects, industry effects, age effects, size effects, …

James Hines: And for the last word, Marty Sullivan.

Marty Sullivan [faint]: How many foreign owned firms are in tax havens?

Rosanne Altshuler: I couldn't tell you off the top of … but these are the types of tables that you're going to see … [crosstalk] … are switchers. Right. But then we have a bunch of … a significant amount? A not insignificant amount. How about that? [laughter] A not insignificant, and that makes a big difference.

voice [initially weak]: Let me, let me [indistinguishable] Mr. Marty's question, which is … [on mic now] some data that I found a little while ago, which I found interesting and surprising is 25 percent of the in-bound investment in the United States in 2004 came from 3 countries. And you might think, what were those? Japan? and the UK? Those were, are Bermuda? … no it was not Bermuda. It was Luxemburg, Switzerland and the Netherlands. Now you have to believe those aren't the original source of that investment, so the notion that our tax base is being stripped by inbound investors is a shock, I guess. A shock. What? Totally surprising.

But it's … but that's what we have 163(j) about, it's … so the answer is there is substantial inbound investment.

[indistinguishable crosstalk]

voice: No.

voice: I … this was, I think, all firms. It was BEA day then, …

[indistinguishable crosstalk]

voice: Does it exclude? It excludes financial firms, then. But I'm sure they leverage to the extent they can, their US investment.

James Hines: Please join me in thanking Rosanne for sharing this late-breaking news. [applause] … We'll have a break until 11 o'clock.

… [2:00:00] … [2:05:00] … [2:10:00] …

Alex Brill: Thank-you, and welcome back. It's my pleasure to be able to moderate our third panel this morning, in a conference that I think is, so far, going extremely well. We're … We believe we've overcome our technology hurdles and that all the slides are going to roll from here on forward.

Our third panel is titled "Efficiency Consequences of Using Formulary Apportionment," and we're lucky to have Jim Hines presenting. As we heard earlier, Jim is the Research Director of the ITPF, as well as the Research Director of Tax Policy at the Ross School of Business.

This is a topic, formulary apportionment, that I consider to be a State, not international, tax policy matter. But as Jim is going to explain, I'm wrong in that assumption. And we're also very fortunate to have as his discussant Wally Hellerstein, who (speaking of State tax policy) is the preeminent scholar in that field, here from the University of Georgia Law School.

Jim, I'm going to ask you to speak for 20 / 25 minutes, and then I'll give Wally plenty of time to discuss, and plenty of time for questions from the floor. Thanks.

James Hines: Thank-you, Alex. It's not lost on me that Alex said the conference has been going well, … so far. [slide6 1]
So this paper [link on event site] is a study that looks at some of the consequences of the formulary apportionment methods of allocating income between jurisdictions. My particular interest is mostly in the international consequences of potential adoption of formulary apportionment, although, of course, American States have had experience with formulary apportionment for quite some time.

I have a slide here called "How multinational firms are taxed," [slide 2] but since I think most people here know this, and what you didn't know you learned from Irv … a few minutes ago, I don't know how much we need to go into this.

The idea is, in a nutshell, if a firm has operations in jurisdictions A and B, it becomes necessary to determine how much income they earned in A and how much [of] the income they earned in B, and this is, of course, [a] potentially fraught type of calculation.

What do US States do? [2:15:00]
Well, US States do not use separate accounting for this type of calculation, for transactions between States. [slide 3] Instead, multi-State business operations, … for firms with multi-State operations what they do is they determine their entire US income, typically, and then apportion it amongst the States based on simple formulas.

So in the case of Ohio, for example, they use a 3-factor formula in which 60 percent of the allocation is based on sales, 20 percent based on property, and 20 percent based on employment. That's Ohio's formula. That's just one example. Oklahoma, which is next to Ohio in the alphabet, but not identical in its allocation methods also has a 3-factor formula based one third on sales, one third on property and one third on employment, the notion being in Ohio, or Oklahoma, or indeed in most States, what you do if you're a firm that has an operation there and also an operation in some other part of the United States, you take your total US profits and you apportion them amongst the States based on these handy formulas.

So nobody thinks that this is an ideal system, or no one I know thinks that this is an ideal system of apportioning income. It's a rough and ready method, and since State tax rates tend to be pretty low, it hasn't caused, you know, a vast amount of discernible trouble up to this point. And that's what we have with State apportionment.

There's a lot of interest in formulary alternatives to separate accounting, [slide 4] and to take this to replace the international system of separate accounting with formulary alternatives. What drives that interest?

Well, different people are motivated by different things, of course. There are people who are concerned about tax avoidance, and they think that the use of formulas will reduce the scope for tax avoidance. There are others who are concerned about tax competition and believe that formula apportionment methods would mitigate the … what they believe to be the harmful consequences of tax competition. And there are others who kind of have a general desire for uniformity and harmonization, and this could be a step in that direction.

As I mentioned a minute ago, there's kind of this clumsy aspect to formulary apportionment, and the clumsy aspect is that the factors that are used in the formulas, that are typically applied to apportion income, don't really correspond to the factors that determine how much income is earned. That is, it's not really … It doesn't have to be the case that a third of your income is determined based on where your sales are located, a third based on where your property is located, and a third based on where your employment is located.

I mean, it would be kind of a miracle if that turned out to actually be what determines how much income a tax … a firm earned, and for that matter it would be impossible for the formulas actually to accurately … to capture where income is being earned with in the United States, because of course different States use different formulas, and they can't all be right. Indeed, you know, what must be truth is that none of them are actually right. These are rough and ready approximations, no better than that.

Mostly I think what these formulas do is they distinguish big operations from small operations. If you have a firm that has a lot of operations in Ohio, and only just a little bit in Florida, most of the formulas will more or less say that most of the US profits came from Ohio rather than Florida. And that, basically, is what they're doing.

Well what if we think about the importance of ownership, and how that plays into how we should evaluate these formulary alternatives? [slide 5] Well, the difficulties, … A major difficulty with formulary apportionment, and the point of this paper, really, is that it can create perverse ownership incentives. And the difficulty is that formulary methods apply to entities that are owned by the same owner.

The reason for that is the concern that income, that same-owner might transfer income between members of the controlled group located in different tax jurisdictions. And therefore the formulary response to that is to group everything owned by the same owner under one umbrella and then, you know, apportion the income that way, which make sense from the standpoint of addressing the problem of tax-motivated income reallocation.

However, what it does is it … this system then relies on ownership. And therefore it creates perverse incentives for ownership. The … And in particular … what that means is [2:20:00] it will create incentives for initial investment, for mergers, for divestments, for acquisitions, for all kinds of things that are related to ownership, and do so in an odd way.

Let's take an example which I think will illustrate the problem. [slide 6] Suppose that you were to … Suppose that the countries of the world, or the countries of Europe, anyway, adopted a formulary apportionment as an alternative to separate accounting. Let's say that you have a highly profitable firm in Germany. And Germany has, you know, at least until recently, relatively high tax rates. So you have this profitable firm in Germany, and it's paying a lot of German tax.

Let's say that the profits within Europe are apportioned based on your employment. Well, this firm in Germany would have an incentive to acquire a firm in Ireland that isn't earning very much profit. Why? Because the acquisition price would be quite low. Let's say that the firm in Ireland is just breaking even. Well the acquisition price is then, you know, kind of zero, since zero is the amount of profit that you get by owning this thing.

You acquire this large Irish company that is not … doesn't have any profit. What would happen is that if the … if within Europe you use formula apportionment to determine where profits are earned for tax purposes, then this firm that has a lot of profits, many of them will be attributed to Ireland, because you have a lot of employment in Ireland now.

But of course the profits were actually earned in Germany, but by virtue of doing the acquisition, what the firm has been able to do, perfectly legally, is to reallocate the profits, for tax purposes, to Ireland. And that's if you use, you know, just a standard apportionment method. It doesn't have to be an acquisition, of course, for the incentives to take this form.

It could be that you had a conglomerate firm that was partly German, partly Irish, and the Irish affiliate was not earning money. Normally the firm would have shed its Irish affiliate, or closed it down, or sold it to somebody else. But now, of course, with a formula, if Europe uses formulas based on employment to allocate profits, the firm would never want to do that, because the existence of the large unprofitable Irish affiliate is reducing the taxes which would otherwise be due to Germany on the money being earned in Germany.

All of which is to say (this is just one example, obviously) but with formula apportionment based on employment (or for that matter based on anything else) you create incentives to group all those "anything elses" under the same ownership umbrella, you know, based … in order to reduce your tax liabilities.

There's sort of no getting around this problem with formula apportionment, because it is fundamentally based on ownership. And therefore the ownership incentives can't be gotten around.

The question is — How serious a problem is this? … not — Is this a problem? I think there's no doubt it's a problem, the question is how serious.

Roger Gordon and Jay Wilson have an old paper in which they note that with no costs of mergers or divestments, basically you will have tax-motivated transfers of ownership going on continually until all firms in the world faced the same tax … average tax and marginal tax rates. Because they'll just keep trading assets back and forth until all tax rate differences are driven … you know, all firms wind up paying the world-average tax rate.

The difficulty … Of course let's not be unrealistic. It is expensive to acquire assets or to shed assets, and that has two consequences. The first consequence is that tax arbitrage of this type is imperfect. Inevitably it will not be the case that every profitable German firm will ac–… you know, if there were formula apportionment, would acquire enough low-tax, unprofitable entities in order to wipe out any tax difference between it and other firms. It's unrealistic to think that you get perfect tax arbitrage of that type.

But the expense of changing ownership itself is costly. I mean, the existence of … the reason why you don't get perfect tax arbitrage is because it's expensive. But that's exactly the nature of the problem here. It's expensive. There's economic costs associated with tax-motivated acquisitions, divestments; imperfect ownership. And therefore those costs are real costs associated with the tax system that encourages ownership that isn't driven by underlying economic fundamentals, but instead is driven by tax motivations.

So what do we know? [slide 7] Well we know about mergers and other determinants of asset ownership. There's a sizable literature on this and most of the published literature finds significant tax effects on ownership. Estimates differ, of course, and the paper goes into some … into this literature in some loving detail, but otherwise … not surprisingly: [2:25:00] where the tax creates incentives, as we've seen in so many contexts, taxpayers respond to them.

So what does this paper do? [slide 8] What this paper does is it looks at data or separate companies to estimate the extent to which formulary factors — sales, property and employment — explain the variation in reported profitability between these companies. That is, we can take data, and I have taken data on, American firms and European firms and asked, "To what extent do differences in the companies' sales explain differences in their profitability?" … profitability as reported for accounting purposes. "To what extent do differences in their assets explain differences in their profitability? and to what extent do differences in employment explain differences in profitability?" And of course you can do them all together at the same time.

Why do this? Its a … The paper, which is in the book [the conference book is online at the event site], has a long and … I like to think it's not dreary, but a long section in which it explains that why running a regression in which you attempt to explain differences in reported profitability based on observable factors is consistent with the … or will enlighten the ownership incentives created by a system of formulary apportionment.

Really, what a system of formulary apportionment does is it makes a prediction. It says, "If you've got 2/3rds of your assets and 3/4ths of your employment and 70 percent of your sales in one place, it predicts how much of your total income you will be earning in that place. That's really the way to think about … I believe that's the way to think about what formulary apportionment really does. It's making these predictions.

What this statistical work does is says, "How accurate are these predictions? Are they accurate?" And actually what the work also asks is, "What would be the most accurate of the potential formulas?"

If you wanted to pick the weights not based on, oh, you know, the legislature going into a trance one day and saying, "Heh, 1/3, 1/3, 1/3 sounds good to me." And instead based it on the data, what would those … what would the weights, formulary weights look like? And then, how accurate would that be?

So what we … what I do is this study is say, "The best possible formulary system, one where the weights, you know the weights on sales and employment and property, are chosen to minimize the cost of it." If you could choose the … if you could get the legislature to do the statistics and get the best possible system, how accurate would that best system be?

Oh, by the way, the answer is not very accurate. What the … What the evidence says [slide 9] … The paper uses Amadeus data for European firms in 2004, and I will talk a little bit about the results for American firms as well. And the results indicate that observable factors do a very poor job of predicting the level of firm profits.

Property, employment and sales together optimally combined, explain less than 22 percent of the variation in profits among European firms in these data. And the absolute value of the prediction errors exceeds half of predicted profits 64 percent of the time. In 64 percent of the time, the predicted profit of a firm, based on its observable sales and employment and so on, 64 percent of the time it's more than 50 percent off, in how accurately you predict a firm's profits.

It can't be that surprising because, look, there are some companies that are very profitable, and they don't have that many employees. And of course you have other companies that have a lot of employees that are not very profitable. And, you know, that's obvious, but you sort of add it all up and it … They do just a very bad job of predicting profitability.

Among these factors, employment is by far the worst in predicting profitability. If you think about, you know, this is one of the things that, you know, Europe is wrestling with right now with this common consolidated corporate tax base initiative. How should, you know, which factors would you want to use in a formulary system?

Employment does really badly in predicting a firm's profit. Not surprisingly. Think about what the three factors that are commonly used are — it's sales, capital in place and employment. One of these three is a deductible expense. Is a subtraction from profits, and that's employment.

And so it's not surprising that, you know, for a firm that is otherwise … two firms, otherwise identical, same sales, same everything. One's got more employment. [2:30:00] Hello, they're going to have lower profit, because they have more costs. Employment is a cost. Whereas sales is not a cost, it's a revenue source, and property in place, you know, only some portion of it will be depreciable or deduct–… or amortized or whatever.  So employment is by far the worst factor, according to this evidence.

OK, so I used data here [slide 10] for European firms. Part of the motivation for looking at European firms is I'm an extremely cosmopolitan guy, and, you know, I felt it was time to branch out a little. Also, this issue is of great interest (and I knew Michael Devereux would be here today) … plus this issue is of great interest in Europe, you know, because they're kind of closer to the precipice of maybe actually adopting some kind of formulary system than the United States is. And so anyway, … But I also have evidence for American firms.

In the Amadeus data that the paper uses there's two different methods of calculating income. It's a, "profit and loss before tax" is the standard method. I also did a thing — enterprise value, which is year-end market capitalization. That's stock market valuation.

The reason to look at enterprise value is just on the … because I was concerned that one year's reported income, you know, there are fluctuations in income, and enterprise value might have a longer run, you know, sort of measure of what a firm's kind of long run income is.

I've also done this using 5-year averages, income and so on, and the results are really quite similar.

I look at these various formulary factors and, again, the results are as mentioned.

You can get sort of a hint of what's going on from this scatter plot. [slide 11] On the vertical axis is the profit and loss before tax, and on the horizontal axis is the predicted profit and loss before tax. Now there are thousands of observations here and they're all kind of clumped around here, it's not very edifying, I'm afraid, to, you know, see this thing that looks like … a bunch of sugar on a string. But the dots are way off the line. That's the point.

You can't … Again, we're dreaming if we think these formulary factors are actually very good predictors of a firm's income, and the statistics sort of bear that out.

If you look at enterprise value, [slide 12] which is the share-values of these firms, you get a similar kind of scatter-plot with a lot of numbers that are not necessarily very close to the predicted line. And the predicted line is choosing the best possible weights.

There are a lot of tables and figures that are in the paper. They're not produced in the book, and I'm not sure how that happened, but anyway, they're not in the book. They are, however, available online, and if you have any trouble getting it, please send me an e-mail. I'll be happy to pass them along.

I will just take one of these regression results. [slide 13] This is 11,000 European firms. The estimated coefficient on sales is 0.6 , 0.6095 . The estimated coefficient on property, plant and equipment is 0.256 , and the estimated coefficient on labor compensation is 0.06 .

What God is telling us in this regression is that — God says, actually sales are, you know, much stronger … A dollar of sales is a much stronger predictor of income than is a dollar of property, plant and equipment or labor compensation. Sales has a sizable and significant effect on reported profitability; likewise property, plant and equipment a smaller but nonetheless significant effect. Labor compensation's got close to a zero effect on reported profitability.

The other thing I would call your attention to is the R-Squared at the bottom of this regression. Normally in applied econometric work we don't look at R-Squared, and indeed we criticize people who do. However, this is one of the few cases where R-Squared actually has an interpretation. And R-Squared, this thing down at the bottom, the 0.2109 , is saying that these three factors — sales and employment and property — together account for 21 percent of the variation in reported profitability.

21 precent. That is not nothing. The statistics are telling you that sales do reflect something about profitability, and likewise property, plant and equipment. Basically not labor compensation, but the first two do.

But you only get 21 percent of the way there. The other 79 percent is unaccounted for by any of these, even when you optimally combine the weights.

Never mind, of course that in practice no jurisdiction actually has a 0.61 coefficient on sales, a 0.26 coefficient on property, plant and equipment and a, you know, 0.06 coefficient on employment. So of course in practice it's much worse than even in this regression, but even with the best possible statistically chosen weights, [2:35:00] you just don't explain any more than 21 percent of the differences between firms in the income that they earn.

And there are lots [slide 14] of accompanying tables, which I will not take you through.

This handy little table [slide 15] says that … is a calculation of how far off you get. If we ask the question, "For how many firms in the sample will the predicted income be more than 100 percent different than the actual income?" the answer is 30 percent. So for 30 percent of the firms, of the European companies for which we have data, when you use the best possible predictor, based on the formulary methods of what their income should be and compare it to what their income actually was, 30 percent of them are more than 100 percent off.

It's just way off. Again, not surprisingly, because there's a lot of variation that is unaccounted for with these very, very simple formulas.

I did the same exercise for American firms. [slide 16]  I didn't share this with Wally, my discussant, because I wanted some, you know, fun and surprise to be available here this morning.

So, additional regressions that are not reported in the table produce similar results for American firms. For American firms you get a slightly, you get a higher fraction of the income predicted, but there are other weird things that go on in these regressions. And again, employment is by far the worst factor in explaining the profitability of American firms too. Indeed, the employment coefficient is typically negative in the regressions — small and negative.

And anyway, this [slide 17] is looking at Compustat data for American firms in 2004. Actually looked at different measures of income. They all produced very similar results.

Again, [slide 18] here's our little scatter plot explaining the profitability of American firms. As you can see, Virtually everyone's well off the line. Likewise, [slide 19] explaining market capitalization.

In our regression [slide 20] of … explaining operating income in this first column, the coefficient on sales is 0.4472 , the coefficient on property, plant and equipment is 0.1592 , and you basically have zero on labor compensation, with an R-Squared of 0.54 , so we've got different weights in the American sample. We actually get the R-Squared up to about half. That still leaves half unexplained, of course. And there are other regressions, [slide 21] there are other measures of how far off it gets. [slide 22] If you ask what fraction of the sample in this … for the American companies … what fraction of the sample … for what fraction of the s–… will the predicted income be more than 100 percent off actual income, the answer is 69 percent. If we ask for what fraction will it be 300 percent off predicted income, the answer is 32 percent.

It's just way off, because you've got some wildly profitable companies, and you've got some wildly unprofitable companies, and, you know, your factors are not predicting it very well. That's the bottom line.

OK, [slide 23] so we can actually estimate the impact the using simple formulas, which is, of course, in practice nobody would ever use a really complicated formula, they're going to wind up using simple formulas. And what [is it that] simple formulas do? It makes things only worse, because the numbers I've been giving you are for the best possible, complicated formulas. You use simple formulas and you get even worse prediction.

So I will say that among the simple formulas, using sales-only apportionment reduces the accuracy of predicted income by only 5.4 percent, [slide 24] compared to using optimal formulary weights (in the American data). So what that means is, if you use the best possible combination of employment, property and sales, compared to just using sales, just using sales would only get you off by 5 percent, relative to the best possible combination.

So really sales is kind of kicking the butt of the other, you know, formulary entries in predicting income. But mind you I'm not saying it does a great job, it's just, you know, if you were going to use a simple formula, the best simple formula based on the evidence that we have would be sales only, apportionment, that's all. And stuff like using any kind of employment weights, you know, almost always messes you up in these, in predicting income. And there's some data to accompany that. [slide 25] [slide 26] [slide 27]
OK, what is the application to tax policy? [slide 28] What this paper says is that you can use simple statistics to estimate the reliability of alternative factor weights for formula apportionment. That's what we've been doing. And the paper has a lot of theory in it explaining why it's a appropriate to use these statistics.

Commonly proposed factors explain income rather poorly. [2:40:00] Labor factors do a particularly bad job, as mentioned, which is probably not surprising.

The inaccuracy of these predictions implies there would be significant dead-weight loss in efficiency from tax effects on ownership by adopting formula apportionment internationally, as we already have domestically. Why? Because you create perverse ownership incentives to use a system that is based on ownership.

It's inevitable, if you use a system like formula apportionment, which is based on ownership, you create perverse ownership incentives. And the more poorly the formulas do in explaining income, the stronger will be the induced effect on ownership, and therefore investment.

Does that imply that formula apportionment is always a bad idea, or that, for example, employment factors should never be used? Well no, it doesn't necessarily imply that, because it all depends on how bad you think the alternative is. And this doesn't … this study doesn't say anything about the alternative. You know, other papers today are talking about the alternatives.

What I'm talking about is the formula apportionment alternative. And I think, as Irv mentioned in his presentation in the beginning, it's natural to see what we have, and the problems with it, and to be concerned about those problems and to contemplate a reform that would introduce an alternative. But of course the alternatives are also going to have problems. And it's worth looking ahead to what they might be before we decide to embrace the alternatives.

Alex Brill: Thank-you very much, Jim. We're going to quickly switch the PowerPoints …

Walter Hellerstein: While you're doing that, … express my appreciation for being invited here, especially to talk about international taxation. [slide7 1] I must say, having spent my life in the backwaters of State and local taxation, because I didn't make the cut for international, it's nice to be [laughter] in a more elevated group.

Alex Brill: Welcome.

Walter Hellerstein: I don't want to get there yet. In fact, I want to start … and I … this is probably … shouldn't start this way, because if they'd known, if you'd known I was going to say this, then you wouldn't have invited me, right?

The first question is really whether or not we're asking the right question, right? Is it relevant? I mean, locating the source of taxable income in a global economy. I think it just … I am going to address Jim's very interesting paper, but I think it's just important to put this in context.

I mean, there are a lot of folks out there, especially in the sub-national level, those who read US Supreme Court opinions that, you know, maybe … Maybe looking for the true source of income is really not what we ought to be doing, …

A. because there is none, the search is futile; 

B. because (and there are respected academics, including the existing [Deputy?] Assistant Secretary of Tax Policy for International Affairs, … International Taxes, talked about the fact that source, we talk about source, source is simply a proxy for the political, economic, administrative and legal criteria that we should look at from a really, a normative standpoint to determine where income should be taxed when we're not using a residence basis) so I think there's just a fundamental philosophical question whether source is the right answer; and then finally, 

C. just as a practical matter, even assuming for the sake of argument (which most lawyers are willing to do) that we are looking for source, it may be that it is so expensive (we pay PricewaterhouseCoopers for so much, it's a 1993 … a 1993 case — $23 … Exxon paid $25 million, this is … 15 years ago, for a typical transfer pricing case), maybe the costs of doing all this transfer pricing outweigh the benefits when we have a, let's assume for the moment, admittedly bad, but nevertheless practical way of sending income to a place where at least there's some claim, maybe not as precise, at least it doesn't have the illusion of precision, that transfer pricing has. 

I want to, you know, di-digress, you know? Heh, that's not what I'm here to talk about. It think what I … You see, it's maybe the place to start.

I want to start with a primer on formulary apportionment. And let's assume that here's a (I wasn't quite sure if this was a course, I wasn't informed that it wasn't; in fact there's … wait a minute, they put, I think they put the wrong slides on here) … Anyway, let me, there should be …

There's a New York donkey dealer. [slide 2] And he has a … he knows he can buy a horse for $100, and he can sell it to somebody in Delaware for $100. He's not going to make any income, right? [2:45:00]
Guess what? [slide 3] He can buy two horses in Virginia for $150, sells the horse to the guy in Delaware for $100, and he got a … he finds someone in Maryland who he can sell it to for $75.

Where is the income earned? Let's do some separate accounting, right? Cost of goods, gross receipts in Delaware, and what? … the average price of the horses, excuse me, donkeys, $75 dollars. Gross receipts in Delaware over cost of goods sold, $100 over $75 — $25 in Delaware. Cost of goods sold in Maryland, $75; gross receipts in Maryland, $75 — no income.

That's not right, or you could say, "Yes, that's what separate accounting will tell you." Well, it wouldn't have been any income in Delaware if they had not found the second horse in Virginia or, indeed, the customer in Maryland. Where do you put it?

I don't think separate accounting can begin to redress that problem. It can give you an answer, but it's not the right answer, theoretically. Why not? Because the fact of the matter is that every one of these jurisdictions, maybe even the hedge fund manager in New York, made some essential but indeterminate contribution to that $25. That is why the States, or at least that's the theoretical, philosophical basis for using formulary apportionment.

Now let's go to Jim's paper, almost. And I actually … this is actually an example that I used, to give me a chance to talk about my, one of my favorite Supreme Court cases, since I argued it before the US Supreme Court.

In defending the proposition that New Jersey, where the Bendix Company, that had been acquired by Allied Signal, that was engaged in operations. It had muffler operations and electronics and aerospace. It also had forest products (not in New Jersey). And it … William Agee was its Chief Executive then. Bolton[ph] made a 20 percent investment in a completely unrelated metal-mining company called ASARCO. Made a fortune. When he sold it, $211 million of capital gain.

Where should that income go? Well I've got to get this … I don't have the slide [slide 4] here, … this is worderful.

Anyway, you probably have the slide before you, but what the slide shows is my New York hedge fund guy, … where the business owns a factory in Virginia (and I really used this example before the US Supreme Court) and a hair salon business in Maryland. The fact is, you cannot take the successful Maryland business ownership and combine it, put it under one formulary … under one formula, with the Virginia loss business. Why not? Because there is no economic interdependence. If we know, if we're just talking about businesses that we know have no economic unity, there is no … the very reason that we use a formulary apportionment doesn't exist.

And it fact, the quote on this slide that you can't relate yet …

The US Supreme Court has said, "The linchpin of apportionability …" (that is, the Constitutional right of the State even to use one of these imprecise fomulas) … is not ownership. The linchpin of apportionability is not ownership. "The linchpin of apportionability (in the field of state income taxation) is the unitary business principle." It's economic interdependence.

So I think, you know, in some ways I'm with violent agreement with Jim. His paper demonstrates beyond question that if all you do is use ownership, you're going to have all kinds of distortions.

Now, this does raise the question, if you're moving towards a formulary system, should you, (you know, and it's more difficult in the US. You know we have a body of law that's developed that defines, maybe imperfectly, when we have enough economic integration to allow a formula even to be employed, and I think it's important) … yeah, going back to one thing Jim said. First of all, Highyard[ph] no longer uses an income tax, they now have a gross receipts tax, and that's not …? [crosstalk] … That's not the problem.

The problem is that every State that uses a formula really only uses it for this category of income that we call apportionable. That is, if a business has unrelated passive income somewhere else, that's going to go to domicile, residence spaces, for better or for worse. I think it's important to understand that the system is not as, I suppose, simplistic as this … it all accounts of ownership and it all goes under one form, though. That's a possible way of doing it, and it's a really simple way of doing it, but I think that one of the debates that needs to be engaged in in any context where one is thinking about formulary apportionment, there needs to be some limit. There can't just be ownership, and I think your paper really does an excellent job of demonstrating that. [2:50:00]
Let me talk then about some of the, you know, sort of more specific issues. And one, it seems to me is that … Jim's paper is based on this notion that (again, I don't know a lot of economics, but I know a few economists) and I think I must … Charlie McClure [Charles E. McClure Jr.] who was, back in 1981, I think, developed this very insightful idea that you could deconstruct the apportionment formula into its three factors, or whatever factors you had. And it's essentially you need to look at it as a tax on each one of these. He held that as the illusive incidence of the corporate income tax.

That's a fundamental and I think really correct underpinning of any kind of economic approach here, and I think one thing that we can learn, those of us who still believe that there's a place for formulary apportionment (and again assuming for the sake of argument that we're looking for source) is — maybe we ought to do a better job of factors. And I completely, you know, agree with that notion, if one is suggesting that we want to try to be a bit more accurate, whether it's sales … And again the States have moved towards adoption of sales — not for any good reasons, right? Why have sales … Why have States moved toward sales? … towards adopting sales factors? Because they have listened to the economists? No. Because they have really viewed their corporate income tax with its low rates and its disincentives for doing business in the State as essentially an economic development tax.

The less we can tax businesses the better, and I think again it makes your point. So I think all of these points are really quite relevant, legitimate for the sub-national level. But again I think again it's very important to keep in mind the overriding point that ownership is not, and really never has been and could not be, at the sub-national level, a basis for using this somewhat imprecise formula.

And I also think that we have to ask, I mean, … And again I may be reading … I don't go near your regressions. That's why I became a lawyer and not an economist, but I just …

Alex Brill: … me neither … [laughter]

Walter Hellerstein: … One thing that I got from this paper, which is that … if you say, "first do no harm" when you do transfer pricing. You do a lot less harm if you allow PricewaterhouseCoopers and, you know, you pick your law firm, Caplin & Drysdale, to do the transfer pricing in their offices and create some income shifts. Then if you adopt formulary apportionment, and actually force folks to do things, and move their stuff somewhere, because that's bad. If you don't want to create … So in some ways maybe we live with this fact that we have income shifts where maybe not too much harm is done, even though nothing really is done, or not much is done, than actually have the system that induces folks to move out of Georgia, because there's a better formula in some other State. (hi, Vince[ph]) Kind of an interesting point, at least to me.

And I think we also need to keep in mind something that I don't know … data one … Just the one cost. My uninformed view of this, just what I … I teach international and I teach State and local, and the first thing that I say in … for those that have had these State and local, but not the international, this is the same, exactly the same course. Just different answers.

And different answers, and I show them the regulator–… No, I was just reading the David Rosen[ph], who has an excellent article in today's, this morning's Tax Notes about … He used to hold up volumes of the inter-drill[ph]. I used to do the same thing, although you can't lift them anymore, because there are two or six, you know. But you look at those [section] 482 regulations, and I say, we're just going to begin to think about this, and I am struck by the huge cost in brain-power and administrative whatever, everything that we talked about this morning except for formulary apportionment.

It may be simple, and too simple and simplistic, but I think at some point we really have to look at the real costs in, you know — shouldn't we be training IT people rather than tax lawyers? I don't know. Just a question of procedure.

Anyway, yeah, I want to leave time for questions. I just thought that this, I thought that this was a really, really interesting paper, a very illuminating paper, but I think we need to put it in the context, at least, of what really goes on sub-nationally, and maybe together we can build a better mousetrap. Let's have a better … There is, I think, and Rosanne Altshuler[ph] has done work on this too, maybe some kind … There may be a role for formulary apportionment where we really have our two horses. Thank-you.

Alex Brill: Thank-you very much. We do have some time for some questions, and there are microphones in the room. I'd just ask that if when the mic comes to you that you identify yourself, and that you're actually asking a question. Kevin?

Kevin Hassett: Yeah, Kevin Hassett, AEI. Jim, is it possible that … So one thing we've learned from earlier papers today and and from other conferences is that the tax rates have a big effect [2:55:00] on the location of profits. And tax rates are probably correlated with the things in the apportionment formula. So if you take data where the profit's been moved around because of the tax rates, and then do an apportionment based on capital or something like that, then there's an omitted variable that's correlated with those explanatory variables.

But then, thinking it through, like wouldn't you maybe want to take the residual from a regression and profit location on the tax rate? … and then explain that with your apportionment variables? Because then you actually have sort of the profits that are really there, right? So they couldn't move them away from the high tax jurisdiction, because they were just … So the residuals, like the part that's unexplained by taxes, is maybe the part the might be the perfect formula.

But naturally, I think, if you exclude taxes, then the regressions are going to be really bad, because we know that the elasticity of location with respect to the tax rate is quite high.

James Hines: I think that's a really good point. Just to clarify what the regressions actually did was, that was … The income that's being explained is the consolidated income for all, for the whole firm, no matter where they earned it. So it's really comparing, you know, General Motors' and General Electric's total profits based on their employment, property and sales.

So it actually, … You know, in the regressions that I presented, there was no … there's no incentive to ship income out of a company into another company, because you never do that, they're owned by different people. But I think I take your more general point that maybe as a strategy for thinking about how we estimate to determine some income shifting it's an interesting idea. But it doesn't actually, given the way the regressions were done.

unidentified voice: Jim, I'd be interested in … because I think the property factor is way out of date as a modern production function, not having intangibles. What if you did all your same regressions, and also used a factor such as the market capitalization that you observed, but not as a dependent variable, but as an independent variable. Market capitalization minus tangible assets, and use that as an explanatory factor. I'm just wondering whether you would explain more of income, because that would capture the value of the intangibles, at least as perceived by the market.

James Hines: Yeah, if the market's a good … if it's a good forcaster of income, it would do a darned good job. But I think that's right. A market valuation of intangibles probably would be a good idea.

Michael Devereux: Thanks. Mike Devereux, Oxford. Two comments. One on the sales allocation. I presume what you have in data there is essentially origin sales, it's where the company makes its sales. And what's proposed in Europe, and I think is the same for the States, in the US, is destination sales.

You've got to put in destination sales, I imagine you'd get a much weaker fit compared to the way profits are allocated based on reported accounting. So that's one point.

The second point is, I would … really understanding what you're trying to say. In many cases you were saying things like what the formulary apportionment is trying to do is to, I think, predict where the income is, or this is … What's the best that could be done? We seem to imply that what you think is … what the ideal tax system would be one in which kind of ideally allocated profits. And now we knew where it was, and that's what it would do. But it seems to me that, I think, really as Wally was saying, you know, formulary apportionment may induce changes in behavior, and the existing separate accounting system may induce changes in behavior. And if you were trying to compare those two, we should look at what those changes are. We should see, you know, how efficient are they, how fair is it? … Rather than asking the questions you seem to be doing, which is saying, you know, how close are they to each other?

James Hines: You know, on the sales origin versus destination, that's, you know, a big issue, obviously, and how you think about these things. In the case of the data that I've got, they would … they're the same. You know, that is it's … I'm taking all of the sales of, you know, some company wherever, and comparing it to the sales of some other company. And so … No, you don't know where the sales are, but you do know that the sales by that firm.

So if you think about the ownership incentives, you know, a firm that is selling into Ireland, for example, would have, you know, in the case of the earlier example I gave about the German … profitable German company that wants to reallocate some of its taxable income to Ireland, it would have an incentive to acquire a firm that was … had a lot of sales into Ireland if you had a destination-based — sales, you know, allocation regime.

So I think you would … I have to think a little more about the origin versus destination, but I think in … you know, given the way these data are compiled, it comes out to the same thing.

I mean, there is this [3:00:00] … you are right that there is this issue.

Do you really want an income tax in the first place, you know? I mean, look, we all know there are a lot of pros and cons of having a corporate income tax. And if the goal of formula apportionment, or separate accounting, transfer pricing or whatever is to replicate the income tax, maybe you don't want to do that. Because, God knows, you know, there are a lot of reasons why you might not … you might prefer some other tax system. Maybe …

I agree with that. I totally agree with that. I mean, in this case I'm just looking at one piece of the distortions that are created. The distortions to incentives to own different business operations. But that's just one piece of a much bigger pie, because there are many other things that these tax systems do, and maybe you don't really want to replicate what an income tax does.

Alex Brill: OK, time just for two more questions. Aparna?

Aparna Mathur: Aparna Mathur, AEI. I was just wondering if it makes sense to include sales and labor and capital all in the same regression. I mean, it's not surprising that you would find a big sales effect considering labor and capital likely[ph] predict output, and then output times quantity. Maybe you need to have, like, a two-stage thing where you have, you know, labor / capital predicting output, and sales and …

James Hines: The question was whether it makes sense to have all three factors in at the same time, or do them piecemeal and, you know, and compile it that way.

And actually I glommed over it because there are lots and lots of regressions actually in the paper, but I do them one at a time, I do them all the different combinations of two. I use different methods of employment, because sometimes people want to use number of employees versus total employment compensation. I've actually tried all the various … Actually, every single combination of all the above.

But the point is it always comes out that you never really predict that much of a firm's income based on these observables, because it's just too crude a measure.

Alex Brill: And Peter, you'll have the last …

Peter Merrill: Thank-you. Peter Merrill, Pricewaterhouse. I was just trying to link Wally's comment about how formula works practically at the State level with the unitary requirement with a way to implement that in your regression, and possibly including industry as an explanatory variable? … would maybe better reflect what's going on in the States? And maybe the R-squareds would be a little bit higher and maybe more realistic to what's happening?

James Hines: That's interesting. … A couple of thoughts on that. I thought that was a really perceptive set of comments of Wally's. It's certainly true that we have the unitary principle in the US … between the States. Interestingly, in many of the international discussions that bit gets dropped sometimes. And I take your comments as saying maybe we might not want to forget about that bit.

Of course once the issues become big enough, … Look, already with the States, with their relatively modest tax rate differences there's a lot of fighting over what is a unitary and what isn't a unitary business. When the tax rate differences get bigger; if you were to, say, implement this within Europe, then the fighting will get a lot more intense. Because, of course, the stakes will get a lot higher.

Even among unitary businesses, if you have firms in the same … who are all on the line of … Say you have operations that were all in the same line of business, it's very easy to call that unitary, whether or not they're … how intimate a connection there actually is between them.

And so in some ways application of the unitary principle a little bit gets us back to, you know, trying to figure out where income was really earned, and all the same issues that we've faced.

Walter Hellenstein: I just have one comment. As somebody who teaches both international and State / local I can tell you and there are, I mean, …

A perfect example of Jim's point is there's a case called "Woolworth" where guess what? Woolworth is not unitary with Woolworth, because there is not, there were not economies of scale and functional intergration and centralized management.

But I … my view is that while the unitary principle is far from perfect, and if we were to implement it in some sense, the EU would use some kind of an analogous concept, I think at the end of the day that's a much easier thing to deal with. You're talking about economic unity, whatever that means, rather than whatever we try to talk about in the 482 regs.

Alex Brill: OK, thank-you very much. If we could give a warm thank-you for our speaker and participants … [applause] … And in the interests of time, we're going to move just right directly to the final panel.

… [1 1/4 minute break / dead air] … [3:05:00] …

Rosanne Altshuler: OK, I guess I should get us moving along. We have a great set of speakers here that we've assembled, and like Matt Slaughter and his first group and Irv, we also had a conference call earlier, last week, and ours was not quite as successful as his was and I think that's because of the topic.

We had a very freewheeling conference call where we realized that we didn't really know what we were going to talk about, because there was so much to talk about. So for about 45 minutes (Michael [Devereux] pointed this out to us) we tried to figure out what we were going to talk about. Then we realized, well, we certainly were going to have plenty to say, so why don't we talk about whatever we want to talk about. And we decided that that would work out just fine.

And so what I'm going to do is, first of all, remind you what the topic is supposed to be, "How should the United States address international income shifting?" … and one of the questions that immediately came up was, "What is income shifting?" … and then we were talking about "inbound or outbound?" … so keep that in mind as you hear these speakers.

That's the question, and let me tell you just briefly about this group of speakers.

I think almost … nobody really needs an introduction, but David Rosenbloom, who's going to go first (I'm going in the order of how everybody's going to speak) is the Director of the International Tax Program at NYU School of Law, which is just a fantastic program. He's also a member of Caplin & Drysdale. He served as international tax counsel and director at the Office of International Tax Affairs at the US Treasury Department. He has taught absolutely all around the world and, importantly, he has also advised around the world, which I think is good for everyone. He said last night he doesn't even want to get involved with US policy, because (and I quote you as saying), "It's hopeless." [laughter] … so that's David.

Mike Devereux is sitting next to me, his bio is very much out-of-date. He's a professor at the University of Warwick, of economics. He's the Director of the Oxford Centre for Business Taxation, which has not been around for all that long, but has just grown enormously and is a very, very important center for business taxation research — probably the most important center. He is a preeminent researcher and policy advisor, also, in Europe and the United States and around the world.

Next we're very lucky to have Steven Musher here from the … he's the Associate Chief Counsel (International) in the office of the Chief Counsel of the IRS. He's been with the IRS since 1994. Before that he was in the private sector and this was a … we really assembled people from all different points of view. I assume you'll be speaking on behalf of the IRS? … or on your own behalf?

Steve Musher: I think I'll be speaking on my own behalf, but I … I'll draw on my experience.

Rosanne Altshuler: OK, that's great. And that's why … I wasn't sure which way you would go, but that's more fun, on your own behalf.

And Kim Clausing is the Thormund Miller and Walter Mintz Professor of Economics at Reed College. Also a preeminent scholar in the taxa–… in the international taxation. Her research has been supported by the National Science Foundation, she's worked with the Hamilton Project, the Brookings Institution and my own Tax Policy Center (weird to say, "my own," but I guess I'm the director now, so I can).

And I think I should just turn it over to all of you. We had originally said something like 5 minutes. I'll try to keep you on time so that we can go to the audience, who seem to be filled with questions. So David, you're first. [3:10:00]
David Rosenbloom All right, thank-you very much. I'm very happy to be here today, going to try to speak fairly quickly to get through this in five minutes.

First of all, I want to reiterate something that Rosanne said about the topic. Nominally we're to be talking about income shifting, but a lot of the preliminary language in the introduction to this conference talks about things like the Obama Administration proposals, US multinational companies, etc.

So let me start by making a couple of distinctions. I want to talk about transfer pricing, and I'll to get back to that in a moment, because I really is what income shifting is all about. But we …

Closely related but not the same are function shifting, which is what the Obama Administration, at least, is talking about in part (that is to say, sending jobs overseas). That's different from income shifting. And there's very little, almost nothing I think, in the Obama Administration proposals, about anything inbound, must less anything specifically about tranfer pricing. So I, at least, am going to focus, what I have to say in my few minutes, on transfer pricing and not on function shifting, and not exclusively on US multinationals, because they do not own transfer pricing. There's plenty of inbound transfer pricing issues as well.

All right, we have … The one thing that has become clear to me, just from participating and listening to the conference today, is that a dichotomy has been established between the arms-length method, as articulated by Irv, and formulary apportionment. And I'm not sure I accept that as the only alternatives to the solution of the problem we have to deal with here.

I think we're more or less stuck with the arms-length method which holds, albeit in an illusory fashion, the potenial for having an answer that everyone can accept. The basic problem with formulary, when we move to the international world, as far as I'm concerned, is that there's no supranational authority that can achieve uniformity. So you're asking for international double taxation. Now maybe that's not the end of the world, but a lot of people have thought for a lot of years that it's pretty close to the end of the world. So I think you really are stuck with some version of arms-length method.

Now saying that, I think the arms-length method, which incidentally for Irv, who wants to know where the authority comes from on cost sharing. Arms-length method's not in our statute. That's a creation of regulation. I assume the revenue service could change those regulations. They haven't. In fact they've painted themselves into a very narrow corner with what they've said about arms-length method, but it's not in the statute, the words don't appear.

OK, the arms-length method has got two real problems with it. I mean one overriding problem, … well actually two. One is it probably asks the wrong question. It asks, "What is … what would related parties do if they were unrelated?" That may be a nonsense question. And moreover, most of the time it's unanswerable. So those are two pretty fundamental problems.

I think we could help ourselves in the arms-length method by making some distinctions, which is as a nation (and this panel is directed to the United States) we have always shied away from making … I can't … I'm not sure I understand why. The one that has always been compelling to me is that we insist that relations between related entities are the same throughout the world. When you think in those terms you equate the Cayman Islands and France, which I have never understood why we need a single set of rules for everybody in the world. It seems to me to tie our hands behind our back in terms of the making of rules.

Now probably not as important as that but also worth thinking about is the question of whether we need precisely the same rules for inbound and outbound transfer pricing. That's another thing that seems to be largely unexamined. And I think those things are worth examining.

I'll tell you this. I think the arms-length method as we have it today is fundamentally unworkable. This is a conclusion (and probably I'm channeling Mike Durst to some extent), but this is a conclusion that I'm gradually come toward. We're not smart enough to apply this method. As a nation, we do not have the intellectual capital to do it. And I'm on a tear, generally, about tax administration. We really need a tax system that can be administered in this country, not something that some Platonic kings could administer in the best of all worlds.

So what to do? I'm sort of tempted to think in terms of presumptions. I think that there ought to be some concrete presumptions. I wouldn't go as far, although I find Wally Hellerstein's presentation quite appealing, for reasons that I've explained I think it's difficult internationally to implement a formulary apportionment system.

But I do think that some kind of presumptions (and I hate to say this, to admit this), but I'm sort of tempted to think about what Brazil has done. Brazil is a complete outlier in transfer pricing in the world. But I don't think they're crazy down there. [3:15:00] And I think their system, … I think their system could be modified in a way where you wouldn't have binding results and across all industries the same, which does seem to be a little bit kooky, but I think it would make sense to put into our laws some kind of rough-justice approximations that would allow the arms-length method to function in a rebuttable way, so that a company could come in and prove that the presumption is wrong, but in the absence of such proof the presumption would prevail. At least that's what I'm thinking today.

I don't have any of the answers here, but I think there are midway positions that would keep arms-length, not go totally to formulary apportionment, and might be a heck of a lot more workable than what we have today.

[crosstalk at the changeover]

Michael Devereux: Thanks. It's quite a big topic to cover in five minutes and I've also promised to say something about the UK and Europe so that makes it even more difficult.

So I guess my starting point is that in thinking where to go from here is — I wouldn't start from here. I think … Actually I'd go back to something that John Samuels said right at the beginning in kind of setting out the general problem, I think, which is — Let's take a multinational company, or a set of activities:

· there's somebody who's invested their money; 

· there's a kind of productive process where things get made or services get delivered; and, 

· there's a consumer which buys that. 

They could all be in different countries and there's lots of different countries there.

Where's profit made? Well, it's made in all of those different countries, frankly. And we can't really say where it's made. If that consumer didn't want to buy that product then the income wouldn't have been generated; if the guy didn't invest the money in the first place the income wouldn't have been generated. So all those countries are necessary, that's where the income is generated. And that … to try to say, just pick one of those or any set of those and say, "This is where it's generated," doesn't seem to me to be kind of the right way forward.

However that's what we have and we've built up on this. We have, you know, a hundred years' worth of experience of actually trying to do this, and we have a complicated set of rules (which Irv took us through brilliantly this morning) about how it's actually done in practice.

The way we do it in practice, this is … no, this owes as lot to the way that people thought about the world and the world was a hundred years ago. And we're stuck with it now, as you say. You know, we're not easily going to get rid of arms-length pricing, because that's what we've learned and, you know, we have this whole edifice of how to deal with it.

But I would like to … And I take a longer term view and say, "Oh, we're still going to be here in a hundred years' time, or our grandchildren, to talk about how we're going to deal with arms-length pricing." I'd point out, actually with the arms-length pricing, the way they went 100 years ago is actually to … we can think of … I think it's probably the most complicated way. We can think of the individuals. There's the guy who invested the money (he's a resident somewhere), there's the consumer (he's a resident somewhere) and those are individuals, we can more-or-less see where they are. And there's all this stuff in the middle, which is probably the most complicated way of doing it. And that's, of course, the way we're actually stuck with — trying to deal with it on a source basis, really.

And I think … As an aside I think, you know, it's worth going back. So why are we taxing companies at all? You know, one reasonable answer to that would be it's a proxy for income tax. You know, we tax individuals on their world-wide income broadly and we don't want them to incorporate and get around their tax so that would point to a kind of residence-based corporation tax. But a source-based corporation tax isn't justified like that. The main way I can think of justifying a source-based corporation tax is that this is an opportunity to tax foreigners. And as foreigners come and do some activity in the US and, you know, because it's in the US there's an opportunity for the US to try and tax them.

But, of course, what does economic theory say about that? It says that's probably a bad idea. You know, you might get some tax revenue from it, but you're also going to push them back, the activity abroad. So it's not really clear, even from any basis at all, that we would want a source-based tax.

So moving on to arms-length pricing, that may be more or less the best we can do, at least as a concept. But arms-length pricing isn't going to get us to truth, as Jim pointed out.

Let's think of two examples. Wally had a great example just now, but let's think of another one. Company A is a US company which decides to have an operation in Ireland and sets up an Irish subsidiary. Company B is also a US company, wants to do more or less the same activity in Ireland, but actually licenses (you know, some know-how) to a domestic Irish company. So there's two possibilities there.

Now the arms-length pricing says, "OK, well in order to look at the prices for the first case, we just look at the prices for the second case."

These two companies are different. You know, they made different choices, presumably because they're different in some way. There's differences between them in how they raise finance and exactly what they're doing. It's not like to be the case [3:20:00] that the prices that, you know, the arms-length price is actually going to be appropriate for the price where they're actually the same.

So it seems to me that, you know, there is no answer here. The answer in pricing may get us somewhere in the right direction, but the bottom line I think is that, you know, trying to do it in this basis isn't really going to … It's not really a long term solution.

Let me say something about, briefly about the UK, because I'm actually, for the last 20 years or so I've been thinking that we can't have fundamental reform in its actual tax because, you know, everybody would need to change. And every time I propose something to the UK government saying, "This is what you should do," they always, generally, respond saying, "Well we can't do that because we would have to renegotiate, like, a hundred double tax treaties, so it's just impossible."

But actually, you know, the UK has been making fundamental reforms recently. We've moved from essentially a world-wide system to what the UK called a more territorial system. It's basically, you know, we're now exempt from dividends. And that's kind of … that's raised some interesting questions in the UK about whether that makes it more easy for UK firms to divert their profits out of the UK and bring it back again. And the UK is now in the process of trying to investigate the CFC rules, basically on the grounds that the government believes we need stronger CFC rules, because transfer-pricing rules can't prohibit that. So there's a big debate going on about that at the moment.

But one other thing I wanted to point out. Actually last month the UK government also proposed that they were going to introduce a new patent tax. So what this means is that essentially income, royalty income relating to patents held in the UK, the UK government now proposes a tax of 10 percent instead of the standard tax rate of 28 percent.

So why are they doing this? Well, there's two possible reasons. One is they want to encourage research and development in the UK. The other is that they probably don't believe that they're getting much money from this anyway, [laughs] because UK firms may do their R&D in the UK, but they don't hold their patents in the UK. Why would they hold their patents in the UK when they would have to pay 28 percent? If they hold their patents somewhere else, they pay less than that.

So one interpretation of this is, "Wait! the UK is becoming a tax haven." If you want to … US corporates here, if you want to put your patents somewhere then I'd advocate moving to the UK. And what's that? You know, broad question about what's happening there? OK, tax rates are coming down. Tax rates are particularly coming down on more mobile activities, things that you can't identify where they are very easily. That's what's going to move first, and that's moving right now in the UK.

Steve Musher: A real pleasure to be here. I am a tax administrator, on top of being a lawyer, so in a group of primarily economists I suppose that's two counts against me.

Don't shoot the messenger, but all of you who were proud to, after this morning, have both an undergraduate and graduate degree in transfer pricing, I'm afraid you're going to need a remedial course of study. And I won't be able to give it to you, but …

I do resist the notion that these things are so complicated and unadministratable (maybe that's because I'm a tax administrator). I think it's important to at least understand: to what does the arms-length principle apply? It does not apply to the transaction, or the deal within the multinational. It applies to the pricing of that deal. And I often say, and I will say again, "Be careful what you wish for."

If one insists on ignoring the uniqueness of the deals that exist within multinational, both taxpayers and tax administrators have something to be concerned about.

What do I mean about the unique deal that needs to be priced within a multinational enterprise? Typically it's not the … this or that sale, this or that service, this or that license. There are long-term commitments made within a multinational enterprise whereby their resources, their intangibles and services are tied up and committed for the benefit of an affiliate.

Now no businessman, or woman, would make such a long-term commitment gratis. Yet that is [3:25:00] the type of transaction which in the most controversial cases tax administrators, both in the United States and outside of the United States, are faced with pricing. And it's those transactions, and not the occasional singular transaction, that need to be priced, that need to … we need to develop the most appropriate methodologies to price.

In terms of the topic of … [crosstalk] … so that's one set of observations, I'm going to make two others. The second is that in terms of whether or not there is, or is not, income shifting, obviously you've had the very suggestive inbound results that Rosanne presented earlier. All I can bring to the discussion is, are anecdotal observations, again, of a tax administator. We see the most controversial cases, perhaps as outlying cases that … I was interested to see that are excluded from the analysis in Rosanne's paper. But those are the cases that we have to deal with. We don't see the day-in, day-out compliant transactions, we see the transactions in which we see substantial disparities between where functions and risks on a long term basis are exercised and assumed, and where profits on a long term basis are recorded. And that's my second point.

And my last point is the fundamental importance of international cooperation. This is not just a problem that the United States faces, but it is a problem that other countries face, and so tax administrations in, not just the United States but in other jurisdictions, coming together within various forms. JITSIC [== Joint International Tax Shelter Information Centre], once upon a time, focused on tax shelters and now is, has a broader brief, including transfer pricing, the Forum on Tax Administation, the OECD Working Party 6 [on the Taxation of Multinational Enterprises], and I was hearing from David that there may be other international forums that are coming into the arena.

Kim Clausing: I'll try to be as quick as the others. I do have some slides, [slide8 1] if they work this time, and just a couple of conceptual points.

I think one big theme from today has been that the arms-length standard has some fundamental flaws, and most of us will agree that those fundamental flaws are out there. The question just becomes, as Irv would put it, "Which singer do we give the prize to?" You could say, OK it has fundamental flaws, so let's give the prize to the other singer. So the king just hands the prize to the second singer after hearing the first singer sing. Or you could also say, "OK, well it has some fundamental flaws, but everything else is unworkable, so let's no even hear the second singer.

And so I guess the punchline of my presentation could be we should at least let the second singer sing before we cut off the dialog and award the prize.

I think that one interesting thought experiment in thinking about the problems with the arms-length standard is to imagine if we adopted it for US States. As we know, US States use formulas, presumably because they are so integrated, in the sense of a business in one US State (Oregon, for instance, which follows after Oklahoma in the alphabet, has 100 percent sales formula). But the States are so integrated that it would be silly and very complicated to try to do these arms-length calculations for all the US States.

So if we really are becoming a more and more global economy [slide 2] we could imagine a spectrum where the globalization, if it got to the point where it was like the whole world was comprised of US States, at that point presumably you would want a formula solution then. So the question really becomes, "At what point are we integrated enough that arms-length is truly unworkable, and at what point would formulas make sense?" Or maybe if there's a third option that we should think about, like residual profits-split method, which might be attractive.  But one thing that does strike one, looking at this literature, is that there's no real conceptual justification [3:30:00] for the arms-length standard, as we see from Wally's presentation and elsewhere. And there are huge practical problems with this.  So that makes for some serious complexities.

A second problem is this incentive to shift income, [slide 3] which Rosanne's work will begin to demonstrate, I'm sure; and a lot of the other wealth evidence suggests that too. And that can have important revenue consequences. I do think one of the big things we'll have to deal with is whether we want to have a system instead that causes real responses instead of financial responses. So I won't mention that issue as well, but income shifting is a problem.

One piece of evidence on this income shifting, and this [slide 4] is the picture that probably made the king want to give the prize to the second singer … This shows you the distibution of US multinational firm profits in 2005. And you see a slice of the BEA survey data, and this is just of the foreign profits. You'll see that Netherlands, Luxemburg, UK, Bermuda, Ireland, Switzerland, Canada, Singapore, the UK Islands and Belgium are across the top 10 here, and these are their tax rates. [slide 5]
So if you look, about half of US foreign profits are in 5 countries that have a combined population that's 2/3rds that of Spain. So it does strike me that there's something amiss here, and so if we're trying to approximate where their profits should be taxed with a formula we may not get it exactly right, and I'm sensitive to Jim's analysis, and it does strike me that if we're trying to predict Google's profits vis à vis GM's profits, right? And we use the factors in a formula to try to figure out, well, which one is going to be profitable, we probably won't get a good answer to that.

But if we know that Google is profitable, and that GM is not, which we do, where should we tax Google's profits? Should we tax it wherever Google says they earned them, or should we tax it wherever Google seems to have substantive activity? And I do think there's an argument to be made for thinking about taxing where the substantive activity is.

So the policy options [slide 6] … you can eliminate deferral, you can work cooperatively with other [laughs] countries (that will be a nice era when that happens), you can encourage non-abusive transfer prices. I have argued at other occasions that it's worth at least considering formulary strategies, letting …

And I'm not saying move straight to giving the second singer the prize, but at least let her sing first, so that we can have a better sense of what would happen.

I do think we need to be very concerned with real behavioral responses, so if you have a formula that then causes the actual moving of assets and employment across countries instead of the moving of profits across countries, then you probably made things worse. So you want to be careful in how this is designed. In other places I've advocated for a more sales-based formula, because I think it's hard to move customers. Customers are where they are, so presumably multinational firms can't move them in their response to a tax system, especially if you were careful with the rules and things like that.

So I will not go on further about this, but just note that I have some other work that sort of elaborates on that, [slide 7] [slide 8] and that there are downsides as well, [slide 9] but that I think the issues should be studied further.

Rosanne Altshuler: This was as freewheeling as the conversation that we had, because it goes from talking about arms-length methods, transfer pricing, all the way up to what should we do with our international tax system, because we have some information from Michael about the UK going territorial which we, well, dividend exemption, which I think of as territorial, with a lower rate on royalties, which I hadn't heard about. And then Kim actually bringing up formulary apportionment to something we should be thinking about. So we really went everywhere we thought we would go.

I think, given the time, it makes sense to go to questions, instead of having me give questions. So, do we? … and there are microphones in the audience, and we can take … just turn it over to you, now. Anything? Anybody? …

OK, Jane …

Jane Gravelle: Well, actually it's sort of two questions I'd like to raise. I mean, the first is that in this whole conference we've never discussed the probability of fundamental changes in the tax law that might address these problems, which would be the Obama proposals, which would reduce the incentive to keep us[ph -- "our"?] income abroad, or even just eliminating deferral and having a world-wide tax. I mean, it seems to me that could be considered within the range of ideas that we might want to talk about.

Kim Clausing: … and if the UK's going to be a tax haven, we may as well be too.

Jane Gravelle: That's right. Well we have to [3:35:00] watch out for them …

Kim Clausing: … right …

Jane Gravelle: … now, if they're going to be a tax haven … And the other thing is, I am … a question about this issue that keeps coming about whether … As economists, I think it's sort of natural to say first, "OK, it's better to just lose revenue than to really distort the allocation of resources," because that's what we think about. And if we were thinking from a world-wide point of view, that would be exactly the right answer.

But if we're thinking about the United States and its need for revenue, and the fact that real responses are constrained. They're constained by factors, you know, declining marginal productivity and all sorts of things that limit how far you can go, really, to shifting real resources; whereas it looks to me like shifting taxes is pretty wide open.

So maybe that concern about not influencing the real allocation of capital, and there's little bitty Harberger triangles, maybe that's not really so important. I think it's our instincive reaction to say, "No, no, no we don't ever want to do that," but maybe we should rethink that.

Kim Clausing: I do think that's a really important issue, and one … Joel Slemrod had this article about the lessons from all of taxation coming out of the 1986 tax reforms, and one of the things that he noticed is this real heirarchy of behavioral responses to taxation; that financial things are most responsive, then timing things and accounting things and … or maybe it was the other way around. But then real things are the least responsive. And so that does seem like something that one should keep in mind. I mean, it's much easier to just change a price on something, or to change who holds the debt than it is to literally move plant and equipment. So those are going to have different elasticities.

Then the question becomes, well which is worse for the country? And that's … it's an important and complicated question, too.

Michael Devereux: Yeah, I agree with you and I agree with Kim, I mean, on this interesting point that the kind of more successful the IRS is in preventing profit-shifting then the more you are going to get movement of real activity, even though that might be more difficult and the elasticitiies are lower.

Just on the point of fundamental change in the tax, eliminating deferral, then, you know, that is going to make the US a much more unattractive place compared with other places that, you know, firms can locate in.

So I think you do have to think about … in terms of what the rest of the international community is doing as well.

Rosanne Altshuler: Wally … [few seconds of dead air]

Wally Hellerstein: Just a brief footnote to Kim's point that you couldn't do arms-length pricing in the US, and if, you know, take homes or … A page of history is worth a volume of logic. If you look at … Look at truly intergrated areas with corporate income taxes: e.g. Canada, e.g. Switzerland. Guess what? Formulary apportionment. I think the real test is going to be if the European Union really becomes an economic union, it may well be that formulary apportionment is inevitable. Who knows?

Michael Devereux: It may be in the long run. I can certainly assure you that in the short run it's not very likely. [laughs] All right, on the European Union for agree–… harmonization on tax matters needs, you know, unanimous vote in the Council of Ministers by all 27 countries, and I think that's probably still a little way away, unfortunately.

John Samuels: So I just want to make sure I heard (ah, John Samuels) what Jane Gravelle said correctly, which is she's finally backing away from capital export neutrality.

[crosstalk, laughter]

… that you're not really concerned about the movement of real investment, that … OK, that's what I thought I heard you say.

[crosstalk -- faint, off-mic] … right … [crosstalk] … if you can capture it … I mean, one point I would make on Kim's slide about where the (and this is following up on a point David made) the difference between moving real investment and shifting income is a very important distinction from the point of view of the welfare of a nation.

If you look at Kim's slide as to where the income is reported of US firms abroad and a substantial proportion in tax havens I think there are two questions that you have to ask about that:

· first, is there real investment in those tax havens? (and I think you'll find the answer is 'No,' not very much, or real employment); and then, 

· secondly, where is that income being shifted from? … is it being shifted from the United States [3:40:00] to the Netherlands? Or is it being shifted from Germany to the Netherlands? And that too I think has a very different implication for US welfare. 

And it isn't as if Germany doesn't know what's going on, just like it isn't as if the US knows that 25 percent of our inbound investment is coming through tax havens. It's the point that, I think Michael Devereux made that source-based taxation isn't necessarily a good thing if you want to attract inbound capital. So it's a way for the IRS or the Treasury or the US government to blink, and to have inelastic … (sorry) have elastic capital come in that wouldn't otherwise be here, while we can impose full high rates of tax on the capital that is here.

I mean, if you could have a wizard (and I've used this analogy many times before) standing at the border and asking each inbound investor, "How much tax will it take for me to tax … could I impose on you and still have you invest in the US?" The first person said, "50 percent," you'd tax them at 50 percent; the next person, "30 percnt," … all the way down to zero. Because having capital invested in this country is better than not having it invested here, even if we get no revenue from it. And I think a lot of that is … We as tax people focus too much on the revenue piece, and not on, necessarily, the implications for investment.

Why is the UK thinking about a patent box? I think the answer is self-evident.

Rosanne Altshuler: … back?

Herman Bouma: Thank-you. I'm Herm Bouma with Buchanan Ingersoll and Rooney, and I'm a strong supporter of moving to formulary, global formulary apportionment, so I really appreciate the comments of Kim and Walter. And I think they made a good point that, in response to James' criticism of formulary apportionment. He pointed out that even the best formula is not very accurate in predicting … in sourcing profits to the right jurisdiction.

I don't really think that's the objective of the formula, it's to … once you've determined the global income or profits of a multinational enterprise which consists of a US parent corporation, 500 subsidiaries around the world, how do you allocate that income to the various jurisdictions?

And I think, basically, you try to figure out physical nexus that that whole world-wide operation has to different countries. So I think a formula that tries to focus on these factors is a very logical way of trying to allocate the income. You're not trying to source it to where the profit was theoretically earned.

And I just have a question which … maybe it's a little bit esoteric for this meeting, but I think … It seems to me most people could agree that when you're focusing on determining the profits of a permanent establishment of a … one tax unit. And now I'm focusing on … You have one tax unit or entity that has operations in two countries, and you're trying to divvy up the profits between the two. It seems to me at least in that context, formulary apportionment would work well, and most people, I would think, even the strongest advocates of arms-length pricing, should favor formulary apportionment in that context.

The OECD came up with a report, 250 pages long, single spaced, on the attribution of profits to PEs [== permanent establishments], and I think they don't really provide much guidance whatsoever, and at least in that context we should move to formulary apportionment.

Rosanne Altshuler: Anybody want to … Bond?

Stephen Roy Bond[ph]: Seems to me when you're talking about the problem that exists between countries where there are substantial operations, I would come to the exact opposite conclusion, that that's exactly where transfer pricing, the transfer pricing guidelines and the arms-length principle are performing the best.

Rosanne Altshuler: … Go ahead David …

David Rosenbloom: Yeah, I actually also have a little problem with singling out the permanent establishment situation. I mean, … At the end of the day, a corporation is just a piece of paper. It's … I mean, if you wanted 100,000 of them between now and, you know, dinner time, I could do that with a couple of mouse-clicks.

So, I mean, distinguishing between a permanent establishment and separate entities — I mean one of the crazy things about arms-length is we've got two pieces of paper, and we ask ourselves, "If these two pieces of paper were independent, what price would they charge each other?" That strikes me as really [3:45:00] bonkers kind of a question.

I mean, we're stuck with it. I think we're stuck with it. I like the idea. Formulary apportionment is very appealing — we can talk about it; we can study it until the cows come home, but how are you going to experiment with the real world?

Jane Gravelle: … right …

David Rosenbloom: I mean, you've got to deal with all these other countries whom we sold — we, the United States sold on the arms-length method. And now they've become, you know, they're converts. I mean, look at the OECD guidelines. They're cheerleaders for the arms-length method, have no objectivity on its problems.

Arms-length method. The real problem with arms-length method is that it's a totally hypothetical question. It's a hypothetical question applied to hypothetical separate entities. It really is an odd thing to do. You can understand the appeal, because if you could identify a price, it holds this will-o'-the-wisp, this goal, this ultimate goal of having a single answer that everybody can agree to. But that answer is virtually unknowable in virtually every case.

Rosanne Altshuler: Now would you have a different set of rules, whatever you want to call them, for transactions between countries that are tax havens versus not tax havens? Is that what you were …

David Rosenbloom: That's one thing I would …

Rosanne Altshuler: … yes …

David Rosenbloom: … definitely consider. You see, do you know what? That's … That by the way is true throughout our international tax rules. We insist on not calling balls and strikes. Most of the rest of the world (we always point to what the rest of the world is doing as an example for the United States, which is something fairly new in our tax jurisprudence) … but most of the rest of the world doesn't hesitate to have black-lists and white-lists and gray-lists. So it's only us who want to equate everything.

The other thing, I repeat, that I think we ought to seriously consider is presumptions, within the arms-length method. I think the idea that everything starts from scratch and we rely on disclosure as a method of achieving tax administration, I just think that's hopeless. I really do think that's hopeless.

Rosanne Altshuler: I know we're almost out of time, but Steve, do you want to respond to that? … to presumptions?

Steve Musher: I will just (again, I am here not as a tax policy person, but as a tax administrator) … I would like to say two things.

One is, the arms-length standard is not about finding a single price. I think David was just engaging in an hyperbole. It's really trying to ask where value is created, and pricing that within an arms-length range. I don't mean to oversimplify that, but it seems to me that in multinational enterprises there's plenty of business analysis of where value is created, and when you change the paradigm, that's … those are the hard transactions, when you change the paradigm.

In terms of presumptions, I guess, it seems to me that the types of transactions where the controversies are, the types of long-term resource commitments that I spoke about earlier, I'm not sure that presumptions are going to be all that helpful.

Rosanne Altshuler: Well I want to thank everybody for this freewheeling discussion, and I hope it was illuminating to the audience, it certainly was interesting and illuminating to me. Thank-you for coming to this conference, it was great as usual. [applause] … [3:48:26] (end)
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