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' Opinion

and 
Analysis 

Impact of the Proposed 
Replacement Tax Systems 
on the International 
Competitiveness of U.S. 
Workers and Businesses1 

by the Tax Reform Study Group2 

Th_e Tax Reform Study Group was formed in October 1995 and 

consists ofindividuals from business, state, and local government, 

and academia wlw are interested in studying the propos_als for re
form ofthe federal a7Jd state ta."C systems and tax reform in general 

and the (mpact on Silicon Valley. The gr_oup provi_des obj ective fo
rq,ms for people in Sili~on Valley to learn about ta.x reform and how 

it affects thein and their employers. T he group maintains a W~b page 

where irttere[!ted people can obta·in objective information on tax re
fo rm : http: I I www.svi.org l jointuenture I tax I taxfed. html 


Joint Ventu re: Silicon Valley .Network is a dynamic rtwdel of re
gional rejuvenation with a vision to build a community collabora
tin:g to compete globaUy. Joint Venture brings people together from 

business, government, education, and the community to act on re
gional issues affecting economic vitality and quality of life. One of its 

initiatives £s the Council on Tax & Fiscal Policy. 


The views expressed in the comment letter represent tfz.e collective 

ui~w_s ofthe Tax Reform Study Group within the Council on Tax & 

Fiscal Policy of J oint Venture:Bilicon Valley Network, and not neces
sarily the views ofany individual members of the study group, the 

Council, or Joint Venture. 






















I. Global Facts Must Be 
Considered in Reforming 

the Federal Income 
Tax System 

I n reforming the federal income 
tax code, it must be kept in 

mind that the code was created, 
and despite regular modifications 
works best for an era that no
longer exists. The Internal Reve
nue Code (IRC) is based on the in
dustrial age in which tangible
goods-easy to track and meas

ure-were the key commodities. 
We are now living in the informa
tion age which requires a differ
ent perspective and set of rules 
than the industrial age. 

Today, businesses and workers 
must deal with a global economy. 
While we still hear the term "in
ternational business," such a 
term is outdated because all busi
ness today is involved in or influ
enced by the global economy in 
some fashion. A new business 

1These comments were submitted to 
the House Ways & Means Committee at a 
hearing held on July 18, 1996, on the im
pact of the proposed replacement ta't sys
tems on the international competitiveness 
of American workers and businesses For 
related coverage of hearings, see Tax Notes 
Inl!t, July 29, 1996, p. 333 or Doc 96-20445 
(4 pages). The 'rax Reform Study Group 
previously submitted comments for the 
written record of the May 1996 hearing 
on the impact of tax reform on s~ate and 
local governments. The 'l'ax Reform Study 
Group is also working on a more compre
hensive comment letter to submit to the 
tax writing committees at a later date. 

2The primary drafter of these com
ments was Annette Nellen, professor, San 
Jose State University; substantive contri
butions and review were provided by Wil
liam C. Barrett, director: Tax, Export & 
Customs, Applied Materials, lnc.; Dan 
Kostenbauder, general tax counsel, 
Hewlett-Packard Company; Larry R. 
Langdon, vice president-Tax, Licensing 
& Customs, Hewlett-Packard Company; 
David W. MitChell , Hoge, Fenton, Jones & 
Appel, Inc.; Jerry Nightingale financial 
advisor, Royal Alliance; Donald J . Scott, 
director: Tax Compl:iance, Oracle Corpora
tion; Dean Smith, Ireland, San Filippo & 
Company; John Webb, vice president
Taxes, National Semiconductor Corpora
tion. 
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formed in the United States may 
engage in international transac
tions in its early years, rather 
than later when it becomes ''big 
enough." According to the OECD, 
the "period between start-up and 
internationalization is becoming 
shorter--often three or four years 
compared to five to 10 years a 
decade ago." The OECD also re
ports that about 1 percent of 
small and medium-sized manu
facturing businesses (about 
40,000 firms) are "truly global." 
Such firms produce about 26 per
cent of OECD exports and about 
35 percent of Asian exports. 

The current global environ
ment that must be the model in 
the minds of tax code reformers 
is shaped by many realities, in
cluding the following. 

A. 	Increasing Importance of 
Foreign Markets 

The level ofboth U.S. exports 
and imports continues to grow. In 
1980, exports represented 8.5 per
cent of the U.S. economy, and 12 
percent in 1994. DRI/McGraw
Hill has predicted that the cur
rent growth in exports will be $1 
trillion by 1998. Foreign markets 
are growing, and many U.S. com
panies are ready to provide goods 
and services to them. The Com
puter Systems Policy Project 
(CSPP) predicts that by the year 
2000, about 70 percent of the de
mand for information technology 
will come from foreign markets. 
The importance of the global 
economy to the computer indus
try was summarized by the CSPP 
as follows: 

The ability to sell products 
and access technology world
wide is essential to the contin
ued competitiveness of the 
U.S. computer industry and 
its success around the world. 
The industry must grow glob
ally or die! 

Continued success ofthe U.S. 
computer industry around 
the world depends on its abil
ity to bring competitive prod
ucts to market quickly. To do 
that, it is essential that com

panies be able to source tech
nology globally-wherever it 
can be found-to maintain 
the industry's competitive
ness and productivity. No 
country can have a monopoly 
on technology-its flow 
across international bounda
ries is a business reality. 

B. 	Global Competition for 
Technology Jobs and 
Tax Dollars 

Many foreign countries ac
tively compete for U.S. busi
nesses to locate operations in 
their countries, particularly those 

While we still hear the 
term 'international 

business,' such a term 
is outdated because all 
business today is in

volved in or influenced 
by the global economy 

in some fashion. 

bringing technology-based jobs. 
Incentives include tax holidays, 
low tax rates, direct funding from 
the government, and duty rate re
ductions. This reality must be 
considered in efforts to improve 
the international competitiveness 
ofU.S. companies and workers. 
The OECD has undertaken ef
forts to deal with international 
business and tax competition to 
prevent competition that may be 
harmful to governments and busi
nesses. A June 1996 economic 
communique of the G7 leaders 
noted that business and tax com
petition can distort trade and in
vestment and "lead to the erosion 
of national tax bases." 

C. 	Services Sector Is Growing 
While the Manufacturing 
Sector Is Declining 

The Department of Commerce 
reports that by the 21st century, 
telecommunications and informa
tion-based industries will repre
sent about 20 percent of the U.S. 
economy. In 1995, the "Fortune 
500" was changed to include both 
industrial and service firms. The 
reasons for this change include 
the fact that a "new economy" 
has emerged with the line be
tween manufacturing and service 
activities more blurred; "the digi
tal revolution has made the dis
tinction between manufacturing 
and services increasingly theoreti
cal." The services sector of the 
economy showed job growth from 
1989 to 1991 (almost 3 million 
jobs added), while the manufac
turing and construction sectors 
showed job decline (about 1.5 mil
lion jobs). In 1950, services repre
sented about 31 percent of GNP, 
while tangible goods represented 
about 55 percent of GNP. In 
1990, these percentages had 
changed to 52 and 40 percent, re
spectively. 

The growth in the services sec
tor is not a U.S. phenomenon. In 
France, job growth in financing, 
insurance, real estate, and busi
ness services grew at double the 
rate of overall employment. At 
the ·same time, manufacturing 
jobs fell from 36 to 29 percent 
and agricultural jobs fell by 
about half. Similar patterns have 
occurred in the OECD countries. 

D. Intangible Assets
Information, Intellectual 
Property, and Human 
Capital Are Key Assets 

With the decline in the manu
facturing sector and the increase 
in the services sector, tangible as
sets have somewhat declined in 
importance relative to intangible 
assets and knowledge. However, 
financial and economic reporting 
is still driven by tangible capital. 
U.S. Department of Commerce 
data reports capital expenditures 
by industry, but not investment 
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in workers and intangible assets. 
Certainly, tangible assets are 
much easier to measure than in
tangible assets, but without a fo
cus on intangible investment in 
intellectual property and human 
capital, economic perspectives 
will be distorted. A tax reform fo
cus on a system to increase capi
tal investment (in tangible/mea
surable items) is not by itself 
appropriate. Instead, considera
tion also must be given to what 
tax and fiscal policies are appro
priate to a business environment 
in which developing human capi
tal and protecting intellectual 
property is key to survival and 
improved growth. 

Intangible assets are often dif
ficult to fit into the taxing 
schemes of the current tax laws. 
Again, this difficulty stems from 
the fact that our tax rules are 
structured to address the indus
trial age, not the information 
age. For example, the tax law 
does not provide a simple answer 
as to whether a software devel
oper who only transfers its soft
ware over the Internet has to 
deal with inventory rules, or 
whether software duplication and 
packaging is considered manufac
turing. Also, the current tax law 
cannot clearly label a software 
transaction as being a sale of 
goods, a rental, or royalties. This 
failure leads to difficulties apply
ing domestic and foreign tax 
rules and leads to much cost and 
confusion. 

II. What is Meant 
by 'International 
Competitiveness?' 

The term "international com
petitiveness" has different mean
ings to different people. To some, 
it may mean a focus only on ex
ports (trade competitiveness), 
and not on investment outside 
the United States (multinational 
competitiveness). To others, it 
may mean only looking at how 
tax rules may encourage or dis
courage certain activities. How
ever, in debating how interna
tional competitiveness is ' 

impacted by major federal tax re
form, a broad perspective should 
be taken. Tlris perspective should 
consider how domestic policies, 
with respect to savings incentives 
and fiscal problems (such as the 
U.S. debt and budget deficits) im
pact global investment and com
petitiveness. It also should con
sider the costs that businesses 
face in terms of a complex tax sys
tem and uncertain tax rules and 
how they can hinder a firm's abil
ity to effectively compete in the 

The tax law does not 
provide a simple 

answer as to whether 
a software developer 
who only transfers its 

software over the 
Internet has to deal 

with inventory rules, 
or whether software 

duplication and 
packaging is consid
ered manufacturing. 

global economy. (The debate also 
should consider the factors de
scribed in the next section.) 

A 1991 Joint Committee on 
Taxation report includes a de
tailed discussion on the competi
tiveness ofthe U.S. economy. The 
report looks at this concept in 
terms of trade competitiveness, 
standard-of-living competitive
ness, and multinational competi
tiveness. It also discusses differ
ent measures of competitiveness 
and various policies, such as gov
ernment regulations, technology, 
and investment, that can impact 
competitiveness. 

III. Many Factors 

Impact International 


Competitiveness 

and Trade 


While a nation's tax rules and 
tax infrastructure impact a com
pany's cost of doing business and 
many of its decisions, many other 
factors are important. These fac
tors, some of which are briefly ex
plained below, must be consid
ered along with the tax rules in 
any reform designed to improve 
the international competitiveness 
position of U.S. companies and 
workers. For example, a tax rule 
designed to encourage exports 
will not help a technology com
pany facing outdated export con
trols. Similarly, the rapid techno
logical pace at which products 
advance requires a legal infra
structure that can deal with this 
pace so that companies are not 
left behind in marketing their 
products worldwide because com
petitors are not subject to out
dated trade restrictions and 
other legal obstacles. 

Briefly described below are 
some of the factors that must be 
considered in the entire debate 
on improving the international 
competitiveness position of U.S. 
workers and businesses. The tax 
reform process should consider 
these factors to develop a cohe
sive set of policies that do not con
flict with each other and thus de
feat the overall goals of 
improving international competi
tiveness. 

A. 	Education and Worker 
Training 

With the increased importance 
of intellectual and human capital 
of many businesses, relative to 
the importance of machinery, 
workers must be adequately pre
pared. The CSPP reported that in 
1993, 74 percent of computer com
panies' revenues were derived 
from products that were not even 
in existence two years earlier. 
Clearly, workers in such environ
ments must be prepared for life
long learning and adaptability 
and have a solid technological 
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foundation from which to grow. 
Development of these skills 
should begin in primary and sec
ondary education, not just in col
lege or trade schools. 

B. 	Cross-Border Worker 
Mobility 

We are accustomed to workers 
moving from state to state to find 
better jobs or to move when their 
employer expands. Such moves 
are relatively simple-visas and 
other paperwork are not re
quired.1n a global economy, at
tention should be given to mak
ing worker moves from one 
country to another a simpler 
proposition as well. The United 
States should work with other 
countries to streamline worker 
transfers, because such mobility 
is part of doing business in the 
global economy. 

C. 	Intellectual Property 
Protection 

Clearly, protection ofintellec
tual property of U.S. companies 
is an important part of being able 
to compete effectively in the 
global economy. While this is 
true for all types of companies 
with patents, copyrights, trade se
crets, and trademarks, it is par
ticularly important in the soft
ware industry. Without 
international respect for intellec
tual property rights, a software 
company's ability to compete is 
greatly diminished. Software pi
racy must be controlled for U.S. 
software companies to be able to 
compete globally. Because soft
ware is one of the fastest growing 
industries, attention needs to be 
given to this difficult problem. 

D. Savings and Investment 

The United States, its busi
nesses, and its workers could be 
slowed down due to impediments 
to savings and investment, such 
as: 

• 	a high national dissavings in 
the form of our $5 trillion na
tional debt and continual an
nual budget deficits; 

• 	double taxation of corporate 
earnings; 

• 	 tax depreciation rates that are 
slower than those of other 
countries and the actual obso
lescence rates of some high-
technology equipment; 

• 	 high tax rates on capital in
vestment, and lacking or dis
torted savings .incentives (cur
rent savings incentives tend to 
favor home ownership relative 
to other types of investments); 

The rapid techno
logical pace at which 

products advance 
requires a legal 

irifn'tstructure that can 
deal with this pace so 
that companies are not 
left behind in market

ing their products 
worldwide because 
competitors are not 
subject to out -dated 

trade restrictions and 
other legal obstacles. 

• 	 reduced R&D incentives and 
government investment in pri
vate R&D relative to other 
countries; and 

• anti-deferral tax provisions,
such as IRC section 956A and 
the PFIC rule's overlap with 
controlled foreign corporation 
rules, which encourage U.S. 
multinational firms to invest 
offshore. 

E. 	Export Controls 

While much debate has oc
curred on export controls, solu

tions are often slow in coming. 
While these are difficult issues, 
often involving issues of national 
defense and security, they must 
be resolved in the same rapidly 
changing environment in which 
exporting businesses are trying 
to compete. The CSPP places the 
estimated cost of current export 
controls on cryptography at $60 
billion and 200,000 potential jobs 
through the year 2000. U.S. mul
tinational firms should not have 
to suffer the consequences of poli
ticized trade issues. 

F. 	Antitrust Policies 

Current antitrust policies 
should be reviewed and considera
tion given to what constitutes ef
fective policies for U.S. compa
nies competing in a global 
environment. Whi1e a company's 
actions are typically viewed in 
the context of how they affect 
U.S. competition, such actions 
also should be viewed as to how 
antitrust policy may impede the 
U.S. company from competing in
ternationally. Again, difficult is-
sues are involved, but they must 
be considered in the context of 
the topic of international competi
tiveness ofU.S. workers and busi
nesses. 

G. 	Global Information 
Infrastructure (Gil) 

Issues that have arisen in the 
United States regarding the na
tional information infrastructure 
(NIT), such as protection ofintel
lectual property, content control, 
and security, also will exist on 
the GIL The U.S. government 
should work with U.S. businesses 
and other governments to help 
ensure that the potential of the 
Gil (including its business poten
tial) is not hindered. 

H. Global Legal Infrastructure 

U.S. businesses have been bur
dened by a complex domestic in
frastructure involving differing 
regulations and rules among the 
50 states and often within each 
state as well. As the global econ
omy grows and the above issues 
are addressed, consideration 

C)

f)

t: 
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should be given to standardiza
tion of some processes such as 
registration of intellectual prop
erty, business registration, pay
ment procedures, settlement of 
tax disputes, and export and im
port procedures. 

IV. Recognize How Other 
Countries Tax and Spend 

The United States is only one 
oftwo OECD countries that does 
not employ a federal VAT. Thus, 
our tax system is "out-of-sync" 
with most countries. Current pro
posals for major reform call for re
placement of the federal income 
tax with a consumption tax. Such 
a step also would keep the U.S. 
tax system out of sync with other 
OECD countries because they em
ploy an income tax along with 
consumption taxes. Before taking 
a drastic step to completely elimi
nate the U .S. income tax system, 
careful analysis should be made 
as to: 

• 	 why other countries have both 
income and consumption tax 
systems; 

• 	 how government spending in 
other countries differs from 
the United States (e.g., many 
European countries have 
higher social spending on un
employment benefits, educa
tion, and health care) and how 
that impacts their taxing deci
sions; 

• 	 the ability to use the income 
tax system to reduce the re
gressivity of a consumption 
tax; and 

• 	 the impact to state and local 
governments of replacing the 
federal income tax with a con
sumption tax. 

In addition, tax differences be
tween the U.S. income tax sys
tem and those of other countries, 
such as territorial versus world
wide tax systems, sourcing rules, 
and foreign tax credit rules, 
should be considered in terms of 
how such differences may impede 

the competitiveness position of 
U.S. firms. 

V. Importance of 

Identifying Policy Goals 

For the New Tax Rules 

Arguably, some ofthe complex

ity oftoday's tax laws stems from 
the failure to ask the following 
question prior to making changes 
to the IRC: "Does the change sup
port the underlying revenue and 
competitiveness policies of the 
U.S. tax laws?" 

For example, international tax 
rules do not necessarily have 

Government needs to 
listen to the experi

ences that companies 
are having in-dealing 

with tax issues in their 
worldwide activities. 

similar policy objectives underly
ing them. This can lead to dis
torted incentives, such as where 
one rule encourages domestic in
vestment, while other rules favor 
foreign investment (for example, 
current IRC section 956A which 
actually encourages foreign in
vestment in offshore plants ver
sus the research tax credit, which 
encourages domestic investment 
in R&D activities). Similarly, 
U.S. tax rules have not necessar
ily focused on the tax rules busi
nesses face in foreign countries 
and how the U.S. tax rules on 
sourcing of expenditures, foreign 
tax credits, transfer pricing, and 
labeling of transactions (such as 
sale of goods versus royalties) can 
lead to double taxation, costly 
controversies, and non-neutrality 

ofthe tax rules (because tax im
plications can influence a busi
ness's investment decisions). 

In reforming the tax system, 
time must be given to discussing 
what the appropriate policies 
should be to support the tax rules 
with respect to international busi
ness transactions. For example, 
should the rules: 

• 	 encourage exports? 

• 	 be neutral as to where produc
tion occurs? 

• 	 follow a standard established 
by an international group, 
such as the OECD? 

• 	 or something else? 

Without first having this dis
cussion, any replacement tax 
rules will lead to the same com
plexities and distortions that cur
rently exist in the federal income 
tax rules. Similarly, any efforts 
made to reform our current in
come tax rules in the interna
tional tax area (prior to major fed
eral tax reform) should follow 
these same principles of first 
identifYing (1) what the policy 
goal of the international tax rules 
is, (2) whether the particular pro
posal will be within that policy 
goal, and (3) whether the pro
posal is the simplest and most ef
fective method of reaching that 
goal. 

Finally, more efficient tax poli
cies could stem from a better dia
logue between government and 
industry. Government needs to 
listen to the experiences that com
panies are having in dealing with 
tax issues in their worldwide ac
tivities. Many of these issues can 
only be solved by actions on the 
part of Congress and the admini
stration to clarifY or correct the 
U.S. tax laws, or in dealing with 
issues businesses face in apply
ing both U.S. and some other 
country's tax laws to the same 
transaction. 

Businesses have brought vari
ous tax rules that are not in the 
best interests of the U.S. econ-
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omy to the attention of Congress 
and the administration. Two re
cent examples are the failure to 
clarify the IRC or regulations to 
enable software companies to ob
tain foreign sales corporation 
(FSC) benefits similar to that ob
tained by other industries, and 
the failure to hear U.S. compa
nies' appeal that the passive as
set rule of IRC section 956A and 
the PFIC rule's overlap with con
trolled foreign corporation rules 
actually encourage, rather than 
discourage, offshore plant invest
ment. Given the rapid technologi
cal changes companies deal with 
today and the various complexi
ties of doing business globally, a 
more efficient system must be de
veloped for government and busi
ness to work together to main
tain a set of tax rules that best 
serves the interests ofthe U.S. 
fisc and does not adversely im
pact U.S. companies and their 
workers. Multiyear delays in fix
ing problem areas in the tax law 
are not acceptable in the rapid 
technological and business devel
opment pace of today's global 
economy. Reform efforts should 
include creation of a system for 
quick resolution of costly tax is
sues and uncertainties as to how 
the law applies. 

VI. Problem Areas With 
Current Proposals and 
Tax Reform in General 

A. 	Determine Whether GATT 
Compatibility Is Important

Consensus does not exist as to 
how important it is for a tax to be 
GATT-compatible. Some commen
tators view it as unimportant un
der the theory that a border ad
justable tax is not an effective 
tool in reducing the trade deficit. 
In a 1992 report, the Congres
sional Budget Office stated that 
border adjustments do not im
prove the balance of trade be
cause of resulting changes in ex
change rates. However, others, 
including Rep. Bill Archer, R
Texas, view GATT compatibility 
as an important goal for tax re
form. The importance of GATT 

 

compatibility must be further 
analyzed and openly debated 
prior to instituting a tax that is 
not GATT-compatible, such as 
the Armey flat tax, or making an 
effort to ensure that a new tax is 
GATT-compatible if it makes no 
difference. This debate should 
consider the following: 

• 	 the effect of GATT compati
bility under various trade
balance scenarios; 

• 	 the effect in the long-term ver
sus the short-term; 

In reforming the tax 
system, time must be 
given to discussing 

what the appropriate 
policies should be to 
support the tax rules 

with respect to 
international business 

transactions. 

• 	 the impact oftransitioning to a 
GATT-compatible tax; 

• 	 possible differences of impacts 
among industries; and 

• 	 trading partner acceptance of 
the taxing system as GATT
compatible. 

B. 	Determine Whether a 
Subtraction VAT Is 
GATT-Compatible 

If it is determined that GATT 
compatibility is important, care
ful attention must be paid to the 
new tax to be enacted to ensure 
that it is truly GATT-compatible. 
Most ofthe world using a VAT 
uses the credit-invoice VAT, 
which is more obviously an indi

, 

rect tax, relative to the subtrac
tion VAT. As noted by former 
Treasury Assistant Secretary Les 
Samuels, ''Whether a subtraction 
method VAT would survive a 
GATT challenge is an untested is
sue." Also, per a 1991 Joint Com
mittee on Taxation report: "There 
is considerable uncertainty as to 
whether a subtraction-method 
VAT would be legal under GATT. 
The distinction may be made that 
a subtraction-method VAT, un
like a credit-invoice VAT, is not 
imposed on particular transac
tions but directly on a business, 
where the tax base is equal to the 
business's value added. In this 
technical respect, a subtraction
method VAT may more closely re
semble a corporate income tax 
than a sales tax." On the other 
hand, others believe that a sub
traction VAT is likely to be 
GATT-compatible. 

In the GATT compatibility de
bate, it is important to note that 
the current proposals call for a 
variation on a subtraction VAT. 
While a pure subtraction VAT 
might be shown to be GATT
compatible, the USA subtraction 
VAT is not a pure subtraction 
VAT because ofits NOL carryfor
ward and FICA credit provisions. 
These provisions may indicate 
that it is not an indirect tax. How
ever, if this is true, these are fix
able aspects of the proposal; the 
key will be to fix such problems 
prior to enactment, rather than 
on a later GATT challenge. 

C. 	Expand the VAT Debate 
To Include the Credit 
Invoice VAT 

Almost all countries that use a 
VAT use the credit-invoice 
method VAT. However, current 
major tax reform proposals in the 
United States all call for some 
form ofthe subtraction-method 
VAT. Reasons for favoring a sub
traction-method VAT over the 
credit invoice VAT include: 

• 	 the subtraction-method VAT is 
viewed as not tolerating any 
special rates or exemptions; so 
it will not suffer from the same 
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problems that the income tax 
has (such as having over 100 
special preferences); 

• 	 in terms of computation, the 
subtraction-method VAT looks 
more like the income tax and 
thus will be better accepted in 
the United States. 

Both of the above reasons for 
favoring a subtraction-method 
VAT have serious underlying 
problems. First, it is not politi
cally reasonable to assume that 
preferences and special rates can
not be added to a subtraction 
VAT-someone will surely figure 
out a way! In fact, it has already 
been shown that a subtraction
method VAT can tolerate exemp
tions as evidenced by the Dan
forth-Boren business activities 
tax (BAT), a form of subtraction 
VAT introduced in 1985, which 
calls for an exemption for busi
nesses with gross receipts under 
$100,000. 

The fact that a subtraction 
VAT has similarities to our cur
rent income tax is both a plus 
and a minus. The plus is that it 
will rely on records businesses al
ready have in place for state in
come tax and financial reporting 
purposes. The minus is the fact 
that it leads to confusion as to 
what is actually being taxed; it 
also leads to potential GATT 
compatibility problems. For 
example, one of the common 
complaints voiced about a sub
traction-method VAT proposal, 
such as the USA tax, is that it is 
an unfair tax on labor because no 
deduction is allowed for labor. 
Such a comment likely comes 
about because when the tax looks 
so much like our income tax, we 
expect it to include "typical deduc
tions," such as those for labor. 
However, a consumption-type 
VAT taxes "value added" to goods 
and services acquired from an
other business as the goods and 
services move through the pro
duction and distribution chain. 
The key element ofthat "value 
added" is the labor that a busi
ness applies to the goods and 

services as they move through 
the production and distribution 
chain (thus, there is no "deduc
tion" for wages, because they are 
supposed to be taxed under a 
value added taxing scheme). 

Under the credit-invoice form 
of a consumption-type VAT, it is 
more clear what (and who) is be
ing taxed and the complaint that 
it is an unfair tax on labor is not 
typically raised. Yet, where there 
are no exemptions or special 
rates, both forms ofVAT raise 
the same amount of revenue. 

The importance of 
GATT compatibility 

must be further 
analyzed and openly 

debated prior to 
instituting a tax that is 
not GAIT-compatible, 
such as the Armey flat 

tax, or making an 
effort to ensure that 
a new tax is GAIT

compatible if it makes 
no difference. 

A subtraction VAT may lead to 
GATT-compatibility problems be
cause it is proposed to look so 
much like a non-GATT compat
ible income tax (direct tax). For 
example, under the USA pro
posal, if a business has purchases 
greater than revenues, a net oper
ating loss (NOL) is generated 
that can be carried forward for 15 
years (very much like our income 
tax system). Under a VAT, are
fund would be more appropriate 
when a business's purchases 
from other businesses exceed its 
sales for the year. Also, under the 
USA proposal, a business could 

transfer its NOL carryforward 
along with a transfer of its as
sets. These two features make 
the USA business tax look more 
like something imposed on the 
business (a direct tax) rather 
than on the consumer (an indi
rect tax). Under a credit-invoice 
VAT, these issues do not arise. A 
credit-invoice VAT makes it clear 
that the ultimate consumer is 
paying the VAT and if purchases 
exceed sales for a business, the 
business receives a VAT refund. 
Also, the credit-invoice VAT is 
known to be GATT-compatible, 
while the forms of subtraction 
VAT proposed in the current de
bate have not been tested under 
GATT (see earlier discussion). 

For the reasons noted above, as 
well as the fact that a debate as 
significant as replacing the federal 
income tax requires an honest look 
at all possible options, all appropri
ate proposals should be on the ta
ble, including the credit-invoice 
VAT. This will lead to a more effec
tive debate, allow for consideration 
of how most of the rest of the world 
taxes, and perhaps allow for a 
more honest perspective ofwhat a 
consumption-type VAT is and how 
it does indeed differ from our cur
rent income tax. 

D. Renegotiation of Tax 
Treaties 

Current tax treaties deal with 
income taxes, not consumption 
taxes. Thus, the treaties will 
need to be renegotiated if the in
come tax is replaced. The time 
frame needed for this task, as 
well as whether other countries 
would be willing and interested 
in renegotiating treaties with the 
United States, must be consid
ered in the tax reform debate. 

E. 	Industry Neutrality With 
Respect to a Destination
Based Tax 

For a variety of reasons, cer
tain fmancial factors differ 
among industries. For example, 
U.S. Department of Commerce 
figures for 1994 show the follow
ing for two different industries: 
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·Motor Vehicles arid 
Car Bodies 
(SIC 3711) 

Computers and 
Peripherals 

(SIC 3571, 3572, 
3f'P7q, 3577) 

' · 

Production workers 198,000 (est.) 67,000 (est.) 

Average hourly earnings $24.57 
..: - $13.01 

i~t;J-~ 

Total employment 237,000 (est.) 191,000 (est.) 

Capital expenditures $2,774 million (1992) ' $2,123 million (1992) 

Value of shipments $185,111 million (est.) $70,500 million (est.) 

Value of exports $22,038 million $30,393 million 

Value ofimports $72,596 million $46,833 million 

ing remains an issue under an 
origin-based tax system. How
ever, under a destination-based ~ 
tax system, U.S. businesses may , 1 
likely face heightened transfer 
pricing scrutiny from other coun

. tries because the pricing of U.S. 
exports receives no scrutiny un
der the U.S. tax laws, potentially 
making such values entering for
eign countries more "suspect." 
State tax coordination with a fed
eral consumption tax also should 
be included in this origin-versus 
destination-based debate. 

This information indicates 
that these two industries vary in 
the amount of shipments that are 
exported and the amount of total 
workers who are production ver
sus nonproduction workers. In ad
dition, the capital expenditures 
for the two industries are close in 
amount although total shipments 
in the motor vehicle industry are 
over twice those for the computer 
industry. Differing exports, capi
tal expenditures, and wage bas.es 
will exist among companies 
within each industry as well. 
These differences should be given 
some consideration in the design 
of a neutral tax system so that 
businesses are not unfairly and 
unjustifiably favored or penalized 
under the tax system. 

For example, the current de
sign of the USA tax for busi
nesses imposes a separate tax on 
the value of imports (but at the 
same tax rate as imposed on do
mestic operations). The USA tax 
allows businesses to reduce their 
tax liability by a credit equal to 
the FICA taxes paid. However, 
this credit may not be used to re
duce the import tax. A capital
intensive business, such as a chip 
manufacturer, may have zero tax 
liability under the business tax 
due to the expensing of capital 
equipment and the FICA credit. 
Such a company may likely gener
ate NOLand FICA credit car
ryovers as well. At the same 

time, the company will owe an im
port tax. Thus, the tax system for 
such a company becomes one of 
zero domestic tax (with NOL and 
credit carryovers that may never 
be needed), with tax only paid in 
the form of an import tax. On the 
other hand, a company that does 
not rely on imports to the same 
degree and/or is not capital-inten
sive, will be able to claim benefit 
of its FICA credit because it does 
have a domestic business tax 
base. Thus, two companies could 
have equal domestic wage bases 
yet be subject to quite different 
tax bills. A remedy to allow for a 
more neutral tax would be to al
low for the FICA credit to be used 
against any tax liability. 

1. Destination-Based Versus 
Origin-Based Tax System 

A common preference touted 
for a destination-based tax is 
that it will improve the balance 
of trade. However, many commen
tators state this is not true (see 
GATT discussion above). This is
sue is closely tied to GATT com
patibility (discussed above) and 
should be debated with that simi
lar issue. Included in that debate 
should be other factors, such as 
transfer pricing issues and rules, 
that may tend to justify one tax 
system over the other. For exam
ple, while transfer pricing issues 
would be reduced from a U.S. gov
ernment perspective under a des
tination-based tax, transfer pric

2. Intangibles in Taxing 
Schemes 

Transfers of intangible assets, 
such as information and soft
ware, are more difficult to tax 
relative to the transfer ofvisible 
tangible assets. Also, while tangi
ble assets can be seen by customs 
agents when the goods cross bor
ders, the same is not true of infor
mation, software, and telecommu
nications. With the increasing 
amount of revenues generated 
from transfers of intangibles, re
alistic tax schemes must be 
found. Such schemes should be co
ordinated with the rules of other 
countries to avoid double taxa
tion, and unnecessary compliance 
burdens. For example, under the 
Armey flat tax, if the licensing of 
U.S. technology to a foreign en
tity is viewed as a taxable export 
and the foreign country also 
taxes the royalty income, the 
U.S. taxpayer will be subject to 
double taxation because the Ar
mey flat tax does not allow for a 
foreign tax credit. As noted by 
the National Commission on Eco
nomic Growth and Tax Reform 
(Kemp Commission), attention 
must be paid to the "proper tax 
treatment of foreign source li
cense fees, royalties, and other in
tangibles so as not to discourage 
research and development in the 
United States." 

The current reform proposals 
and the tax reform debate have 
ignored the tax treatment of in
tangible assets for the most part. 
For example, the USA proposal 

804 • September 2, 1996 Tax Notes International 

< 



q 
Opinion and Analysis 

includes rules on sourcing goods 
and services for purposes of deter
mining whether income and ex
penses are considered nontaxable 
export income, or a taxable im
port. However, it does not discuss 
how to source royalty income and 
royalty payments related to in
tangible assets, or whether such 
payments are considered to be for 
services. 

The Armey flat tax does not in
clude sourcing rules at all. Guid
ance would be needed, for exam
ple, on how to determine whether 
licensing of an intangible asset to 
a foreign licensee should be 
viewed as a taxable export, non
taxable investment income, or 
nontaxable foreign income. Also, 
when development of an intangi
ble occurs both inside and outside 
the United States and/or it is li
censed both inside and outside 
the United States, guidance will 
be needed as to how the costs and 
revenues from the intangible fac
tor into the taxpayer's U.S. tax li
ability. 

3. Potential Problems if the 
United States Becomes a Tax 
Haven 

In the flat tax, authors Hall 
and Rabuska note that with a 19 
percent tax rate and expensing of 
investment, "foreign investment 
should pour into the United 
States." While this may sound 
great for the U.S. economy, con
sideration must be given to 
whether such an assumption is 
realistic (investment in the 
United States is not solely de
pendent on tax considerations). 
Should this assumption be a pos
sibility however, the l)nited 
States must then factor in what 
possible "retaliatory'' actions 
other countries may take to try to 
keep investment within their bor
ders. Such competition for busi
ness and tax dollars might not be 
a beneficial outcome for both busi
nesses and governments. 

VII. Conclusion 

With respect to consideration 
of the impact of major federal tax 



reform on international competi
tiveness, we encourage Congress 
to: 

• 	 Recognize a changed business 
environment and the need for 
quick action to solve problems. 
Identify what the global econ
omy of today and tomorrow 
looks like and how it differs 
from the world that shaped 
our existing tax laws and poli
cies. Businesses should not be 
held back by unclear rules and 
the slowness of the govern-

A subtraction VAT 
may lead to GATT-

compatibility problems 
because it is proposed 
to look so much like a 
non-GA TT compatible 
income tax (direct tax). 

ment bureaucracy to fix road
blocks that hinder a business's 
ability to compete effectively 
in the global economy. If the 
debate is focused on what cur
rently exists in the IRC and 
why rules were written the 
way they were years ago, it 
will be a useless debate. 

• 	 Think globally, not domesti
cally. A key statistic cited in 
discussing international com
petitiveness is the level of U.S. 
exports and imports. This per
spective by itself is outdated 
and limiting because it is easy 
for many high-technology com
panies to operate almost any
where in the world, yet still 
provide benefits to the U.S. 
economy. Perhaps the focus 
should be on worldwide opera

tions, whether a U.S. business 
is facing any legal obstacles 
that are impeding its world
wide growth, and how the 
United States can assist in re
ducing such obstacles. 

• 	 A focus on exports and imports 
(the trade imbalance) also may 
lead to "domestic tunnel vi
sion," which similarly might 
lead to policies that impede 
the worldwide growth of a U.S. 
business. A decision by a U.S. 
firm to locate operations out
side ofthe United States 
should first be viewed as a rea
soned economic one which 
likely still provides some bene
fits to the U.S. economy. To
day, application of "domestic 
tunnel vision" is likely to apply 
and lead to legislation to pre
vent or penalize such business 
decisions. Such actions should 
be considered in terms of 
whether they make sense in 
terms of the global economy in 
which businesses operate to
day. 

• 	 Work with businesses to better 
identify the appropriate poli
cies that should underlie inter
national tax rules. For exam
ple, should exports be encour
aged? Should investment in 
foreign business activities be 
discouraged? Should taxes be a 
neutral factor in these deci
sions? Consideration also must 
be given to how other coun
tries tax international transac
tions and how countries can 
work together in the global 
economy and collect tax reve
nues in an effective and cost
efficient manner. 

• 	 More than just tax rules need 
to be considered. Approach the 
task of improving interna
tional competitiveness as the 
broad proposition that it is. 
That is, consider the education 
and worker training of today's 
workers who must deal with 
rapid technological advance
ment and competition from 
skilled workers in other coun-
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tries. Also consider how to pro
tect intellectual property of 
U.S. businesses in the global 
economy, how U.S. savings 
and investment actions and 
policies impact the ability of 
U.S. businesses to compete 
globa]ly, a well as the impact 
of export controls, antitt·ust 
policies, and how the global in
frast:ructm·e :in which busi
nesses must operate might be 
streamlined through coordi
nated efforts of governments 
working together. 

• 	 Work to preserve and further 
encoura~e this country's en
trepreneurship and technologi

cal expertise. Given the rapid 
changes in technology and the 
continuing growth potential 
for high-technology products, 
U.S. policies should focus on 
ensuring that students are pro
vided the skills to enable them 
to work in and further advance 
high-technology industries. 

• 	 Various tax impediments to 
competition exist. Consider the 
broad realm oftax impedi
ments to competition. This in
cludes: complexity and its re
lated compliance costs and 
costs of actions not taken due 
to tax uncertainty; lack of gov
ernment commitment to R&D 

incentives; depreciation rates 
that serve revenue needs 
rather than business realities; 
double taxation of corporate in
come; hindrances to capital for
mation, such as rules that pre
fer debt over equity; and in
come tax differences between 
U.S. rules and those ofits ma
jor trading partners. 

• 	 Start now. Realize that the in
ternational aspects of tax re
form are likely the most diffi
cult ones and the above tasks 
should begin now. + 
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