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ABSTRACT 

INTERNATIONAL ASPECTS OF CORPORATE-SHAREHOLDER 

TAX INTEGRATION* 

,George N .  Carlson 

The i n t eg ra t ion  of corporate  and shareholder taxes  has 
received considerable a t t e n t i o n  i n  recent  years .  Several  major
t rading pa r tne r s  of the  United S t a t e s ,  i n c l u d i n g  Canada, France, 
Germany, Japan, and the  United Kingdom, have in tegra ted  t h e i r  t ax  
s t r u c t u r e s  by g i v i n g  individual  shareholders a c r e d i t  for  taxes  
paid a t  t h e  corporate  l e v e l  on d i s t r i b u t e d  corporate  earnings.
Pe r iod ica l ly ,  i n  response t o  a perceived inadequacy of c a p i t a l
formation, i n t eg ra t ion  a l s o  has aroused the  i n t e r e s t  of po l icy
makers i n  the United S t a t e s .  

Most of t h e  count r ies  t h a t  have in tegra ted  t h e i r  tax systems
allow individual  shareholders a c r e d i t  for  taxes  paid a t  t he  
corporate  l e v e l  on d i s t r i b u t e d  earnings.  I n  e f f e c t ,  some o f  the  
taxes  paid by the  corporat ion a r e  "imputed t o , "  or t r ea t ed  a s  
paid by ,  the  shareholder.  

T h i s  form of  i n t eg ra t ion ,  coupled w i t h  t h e  flow o f  c a p i t a l  
across  in t e rna t iona l  borders ,  g ives  r i s e  t o  two important
in t e rna t iona l  taxa t ion  i ssues :  

1. 	 Whether nonresident shareholders  a r e  e n t i t l e d  t o  the 
c r e d i t  f a r  carpara te  taxes .  

2 .  	 Whether a r e s iden t  taxpayer is e n t i t l e d  t o  the c r e d i t  
for  foreign corporate  taxes  paid.  

The f i r s t  issue p e r t a i n s  t o  whether the country adopting the  
in tegra ted  system w i l l  extend t h e  credi t  t o  nonresident share-
holders i n  domestic corporat ions.  The second r e l a t e s  t o  whether 
a fore ign  corporate  tax w i l l  be c r e d i t a b l e  aga ins t  t he  domestic 
income tax i n  the shareholder ' s  country of residence.  

T h i s  paper analyzes these  issues w i t h  respec t  t o  th ree  of the  
bas ic  ob jec t ives  of U.S. i n t e r n a t i o n a l  tax pol icy:  " c a p i t a l  ex-
por t  n e u t r a l i t y , "  nondiscrimination i n  the  taxa t ion  of r e s i d e n t s  
and nonresidents ,  and an equ i t ab le  d i v i s i o n  of tax revenues 
between the  source and residence j u r i s d i c t i o n s .  I t  suggests  a 
mechanism for  simultaneously achieving these ob jec t ives  w i t h i n  
t h e  context  of an in tegra ted  system. 

* 	 I am indebted t o  E m i l  S u n l e y  and James Rauch for  t h e i r  help­
f u l  comments and t o  Carole Garland for  her e f f i c i e n t  typing
of the  manuscript. 



INTERNATIONAL ASPECTS OF CORPORATE-SHAREHOLDER 

TAX INTEGRATION * 
George N .  C a r l s o n  **  

I .  INTRODUCTION 

The i n t e g r a t i o n  o f  c o r p o r a t e  and s h a r e h o l d e r  taxes h a s  
r e c e i v e d  c o n s i d e r a b l e  a t t e n t i o n  i n  r e c e n t  y e a r s .  S e v e r a l  major
t r a d i n g  p a r t n e r s  o f  t h e  Un i t ed  S t a t e s ,  i n c l u d i n g  Canada, F r a n c e ,  
Germany, J a p a n ,  and t h e  Uni ted  Kingdom, have i n t e g r a t e d  t h e i r  t a x  
s t r u c t u r e s  by g i v i n g  i n d i v i d u a l  s h a r e h o l d e r s  a c r e d i t  f o r  t axes  
p a i d  a t  t h e  c o r p o r a t e  l e v e l  on  d i s t r i b u t e d  c o r p o r a t e  e a r n i n g s .
I n  r e s p o n s e  t o  a p e r c e i v e d  inadequacy  of cap i t a l  f o r m a t i o n ,  
i n t e g r a t i o n  a l s o  h a s  a roused  t h e  i n t e r e s t  o f  p o l i c y  makers  i n  t h e  
Un i t ed  S t a t e s .  

The  Ford a d m i n i s t r a t i o n ,  f o r  example ,  p roposed  d i v i d e n d  i n t e ­
g r a t i o n  a s  p a r t  o f  i t s  1975 t a x  r e fo rm recommendat ions.  1/ The  
T a s k  Force on Capi ta l  Format ion  o f  t h e  House Committee Ways
and Means examined i n t e g r a t i o n  as  p a r t  o f  i t s  1976 s t u d y  of 
i n v e s t m e n t  n e e d s  and i n c e n t i v e s .  2/ The T r e a s u r y  Depar tment ,  i n  
r e s p o n s e  t o  one  o f  P r e s i d e n t  Carter I s campaign p l e d g e s ,  l o o k e d  
c l o s e l y  a t  s e v e r a l  methods f o r  i n t e g r a t i n g  t h e  c o r p o r a t e  and 
i n d i v i d u a l  income t a x e s  i n  d e v e l o p i n g  t h e  A d m i n i s t r a t i o n ' s  1978 

L1/ 	 Tax Reform, s t a t e m e n t  of Will iam E .  Simon, S e c r e t a r y  o f  t h e  
T r e a s u r y ,  P u b l i c  H e a r i n g s  b e f o r e  t h e  Committee on Ways and 
Means, House of R e p r e s e n t a t i v e s ,  9 4 t h  Congres s ,  1st S e s s i o n ,  
P a r t  5 ,  pp. 3843-3863. 

2/ 	 Tax P o l i c y  and C a p i t a l  F o r m a t i o n ,  committee p r i n t ,  p r e p a r e d
f o r  T a s k  Fo rce  on C a p i t a l  Format ion  o f  t h e  Committee on Ways
and Means by t h e  J o i n t  Committee on T a x a t i o n ,  A p r i l  4 ,  1977,  
pp. 9-17. 

* 	 T h i s  a r t i c l e  appea red  i n  s u b s t a n t i a l l y  t h e  same form i n  t h e  
Case Western  Rese rve  J o u r n a l  o f  I n t e r n a t i o n a l  Law, Vol.  11, 
no.  3 ,  Summer 1979.  

* *  	 I n t e r n a t i o n a l  Economis t ,  O f f i c e  o f  I n t e r n a t i o n a l  Tax A f f a i r s ,  
U.S. T r e a s u r y  Depar tment .  The o p i n i o n s  e x p r e s s e d  a re  t h o s e  
of t h e  a u t h o r  and n o t  n e c e s s a r i l y  t h e  v iews  a f  t h e  T r e a s u r y  
Department  . 



t a x  re form p r o p o s a l s .  Because o f  t h e  c o m p l e x i t y  o f  t h e  issues  
and t h e  need f o r  an immediate  economic s t i m u l u s ,  t h e  
A d m i n i s t r a t i o n  d e c i d e d  n o t  t o  propose  an i n t e g r a t i o n  p l a n ,  b u t  t o  
r e l y  on o t h e r  forms o f  t a x  r e l i e f  f o r  b u s i n e s s .  3/ Chairman 
Ullman o f  t h e  Committee on Ways and Means proposed a p a r t i a l
i n t e g r a t i o n  p l a n  a s  an " i m p o r t a n t  s t a r t  toward making c o r p o r a t e  
f i n a n c e  more e f f i c i e n t  and more r e s p o n s i v e  t o  t h e  c o u n t r y ' s  need 
f o r  i n c r e a s e d  c a p i t a l  f o r m a t i o n . "  4/ The Congres s ,  however ,  i n  
p a s s i n g  t h e  Revenue Act o f  1 9 7 8 ,  o p t e d  f o r  lower c o r p o r a t e  r a t e s  
and z more g e n e r o u s  i n v e s t m e n t  t a x  c r e d i t  a s  t h e  v e h i c l e  f o r  J 

reduced  t a x a t i o n  of  c a p i t a l .  

Whi le  t h e r e  a r e  a v a r i e t y  o f  methods ( s e e ,  f o r  example ,  A u l t ,  
1 9 7 6 ;  Chown, 1 9 7 1 ;  McLure, 1 9 7 9 )  most o f  t h e  c o u n t r i e s  t h a t  have 
i n t e g r a t e d  t h e i r  t a x  s y s t e m s  a l l o w  i n d i v i d u a l  s h a r e h o l d e r s  a 
c r e d i t  f o r  t a x e s  p a i d  a t  t h e  c o r p o r a t e  l e v e l  on d i s t r i b u t e d  
e a r n i n g s .  I n  e f f e c t ,  some o f  t h e  t a x e s  p a i d  by t h e  c o r p o r a t i o n  
a r e  " imputed t o " ,  o r  t r e a t e d  a s  p a i d  b y ,  t h e  s h a r e h o l d e r .  

T h i s  form of i n t e g r a t i o n ,  coupled  w i t h  t h e  f low o f  c a p i t a l  
a c r o s s  i n t e r n a t i o n a l  b o r d e r s ,  g i v e s  r i s e  t o  two i m p o r t a n t  
i n t e r  n a t i o n a l  t a x a t i o n  i s s u e s :  

1. 	 Whether n o n r e s i d e n t  s h a r e h o l d e r s  a r e  e n t i t l e d  t o  t h e  
c r e d i t  f o r  c o r p o r a t e  t a x e s .  

2 .  	 Whether a r e s i d e n t  t a x p a y e r  i s  e n t i t l e d  t o  t h e  c r e d i t  
f o r  f o r e i g n  c o r p o r a t e  t a x e s  p a i d .  

T h e  f i r s t  i ssue p e r t a i n s  t o  whether  t h e  c o u n t r y  a d o p t i n g  t h e  
i n t e g r a t e d  sys t em w i l l  ex t end  t h e  c r e d i t  t o  n o n r e s i d e n t  s h a r e -
h o l d e r s  i n  domes t i c  c o r p o r a t i o n s .  The second r e l a t e s  t o  whether  
a f o r e i g n  c o r p o r a t e  t a x  w i l l  b e  c r e d i t a b l e  a g a i n s t  t h e  d o m e s t i c  
income t a x  i n  t h e  s h a r e h o l d e r ' s  c o u n t r y  o f  r e s i d e n c e .  

I n  S e c t i o n  I V  o f  t h i s  paper  t h e s e  i s s u e s  a r e  ana lyzed  w i t h  
r e s p e c t  t o  t h r e e  of  t h e  b a s i c  p r i n c i p l e s  o f  U.S. i n t e r n a t i o n a l  
t a x  p o l i c y :  " c a p i t a l  e x p o r t  n e u t r a l i t y , "  n o n d i s c r i m i n a t i o n  i n  t h e  

-3 /  See s t a t e m e n t  of  Donald C .  Lubick ,  Act ing  A s s i s t a n t  S e c r e t a r y
o f  t h e  T r e a s u r y  f o r  Tax P o l i c y ,  " I n t e g r a t i o n  o f  t h e  C o r p o r a t e
and I n d i v i d u a l  Income Tax,"  b e f o r e  t h e  Committee on Ways and 
Means o f  t h e  House of R e p r e s e n t a t i v e s ,  A p r i l  7 ,  1 9 7 8 ,  
'Treasury Department  News R e l e a s e ,  B-818. 

-4/ C o n g r e s s i o n a l  Record ,  February  2, 1 9 7 8 ,  pp.  H640-H642. 
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t a x a t i o n  o f  r e s i d e n t s  and n o n r e s i d e n t s ,  and a n  e q u i t a b l e  d i v i s i o n  
of t a x  r e v e n u e s  between t h e  s o u r c e  and r e s i d e n c e  j u r i s d i c t i o n s .
S e c t i o n  I11 d e s c r i b e s  t h e s e  p r i n c i p l e s .  S e c t i o n  I1 r e v i e w s  t h e  
t a x a t i o n  o f  c o r p o r a t i o n s  and s h a r e h o l d e r s  under s e p a r a t e  e n t i t y
and i n t e g r a t e d  tax sys t ems .  C o n c l u s i o n s  a r e  p r e s e n t e d  i n  
S e c t i o n  V. 

11. PRESENT LAW 

S e p a r a t e  E n t i t y  System. With l i m i t e d  e x c e p t i o n s ,  t h e  Un i t ed  
S t a t e s  has a " c l a s s i c a l "  o r  s e p a r a t e  e n t i t y  sys t em o f  t a x a t i o n .  -5/ A c o r p o r a t i o n  i s  t a x e d  a n  i t s  e a r n i n g s  ( a s  a s e p a r a t e  e n t i t y )
and i t s  s h a r e h o l d e r s  a r e  t a x e d  a g a i n  on  d i s t r i b u t e d  e a r n i n g s .
Double t a x a t i o n  is reduced  a t  t h e  c o r p o r a t e  l e v e l  by a l l o w i n g  a 
U.S. c o r p o r a t i o n  t o  d e d u c t  8 5  p e r c e n t  or 1 0 0  p e r c e n t ,  depend ing  
on t h e  d e g r e e  o f  a f f i l i a t i o n ,  a f  d i v i d e n d s  r e c e i v e d  from o t h e r  
U.S.  c o r p o r a t i o n s .  6/ G e n e r a l l y ,  e a r n i n g s  d i s t r i b u t e d  t o  
i n d i v i d u a l  s h a r e h o l a e r s  a r e  f u l l y  t a x a b l e .  c7/ 


The p r e s e n t  U.S. c o r p o r a t e  t a x  r a t e s  a r e  1 7  p e r c e n t  on t h e  
f i r s t  $25,000 o f  t a x a b l e  income, 20  p e r c e n t  on  a l l  income i n  
e x c e s s  o f  $25,000 up t o  $50 ,000 ,  3 0  p e r c e n t  on a l l  income i n  
e x c e s s  o f  $ 5 0 , 0 0 0  up t o  $75 ,000 ,  4 0  p e r c e n t  on a l l  income i n  
e x c e s s  of $75,000 up t o  $100,000,  and 4 6  p e r c e n t  on a l l  income i n  
e x c e s s  o f  SlU0,OOO. 8/ R e s i d e n t  i n d i v i d u a l s  a r e  s u b j e c t  t o  t a x  
o n  d i v i d e n d s  a t  r a t e s  r a n g i n g  from 1 4  p e r c e n t  t o  7 0  p e r c e n t .  -9 /  

-S /  Subchap te r  S o f  t h e  I n t e r n a l  Revenue Code is a n o t a b l e  excep­
t i o n .  I t  p e r m i t s  a c o r p o r a t i o n  w i t h  1 5  o r  fewer s h a r e h o l d e r s  
t o  e l e c t  n o t  t o  pay  c o r p o r a t e  t a x  on i t s  income and i n s t e a d  
have t h e  s h a r e h o l d e r s  pay  taxes  on t h e  income, whether  
d i s t r i b u t e d  o r  n o t .  

6/ I n t e r n a l  Revenue Code, S e c t i o n  243.-
-7 /  Under t h e  I n t e r n a l  Revenue Code S e c t i o n  116 ,  a s h a r e h o l d e r  i s  

a l lowed  t o  e x c l u d e  $ 1 0 0  of  d i v i d e n d s  from t a x a b l e  d o m e s t i c  
c o r p o r a t i o n s  from h i s  t a x a b l e  income. P r i o r  t o  1 9 6 4 ,  t h e  law 
p r o v i d e d  f o r  a n  e x c l u s i o n  from income o f  t h e  f i r s t  $50 of  
d i v i d e n d s  r e c e i v e d  from d o m e s t i c  c o r p o r a t i o n s  a s  w e l l  a s  a 4 
p e r c e n t  c r e d i t  a g a i n s t  t a x  o f  d i v i d e n d s  i n  e x c e s s  o f  $50. 

-8/ I n t e r n a l  Revenue Code, S e c t i o n  11. 

-!4/ I n t e r n a l  Revenue Code, S e c t i o n  1. 
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N o n r e s i d e n t  a l i e n  i n d i v i d u a l s  and f o r e i g n  c o r p o r a t i o n s  a r e  sub­
j e c t  t o  a s t a t u t o r y  w i t h h o l d i n g  t a x  o f  3 0  p e r c e n t  on  d i v i d e n d  i n -
come n o t  e f f e c t i v e l y  c o n n e c t e d  w i t h  a U.S. t r a d e  o r  b u s i n e s s .  10/-

The s e p a r a t e  e n t i t y  p r i n c i p l e  e x t e n d s  t o  U . S .  s h a r e h o l d e r s  i n  
a f o r e i g n  c o r p o r a t i o n .  U . S .  c i t i z e n s ,  r e s i d e n t s ,  and c o r p o r a ­
t i o n s  a r e  s u b j e c t  t o  U . S .  t a x a t i o n  on t h e i r  worldwide income. -
U.S. s h a r e h o l d e r s  i n  a ' f o r e i g n  c o r p o r a t i o n ,  however ,  g e n e r a l l y  
a r e  t a x a b l e  o n l y  on income r e c e i v e d  a s  d i v i d e n d s ,  n o t  on income
r e t a i n e d  by t h e  f o r e i g n  C o r p o r a t i o n .  Because t h e  U . S .  t a x  i s  
d e f e r r e d  u n t i l  t h e  e a r n i n g s  o f  a f o r e i g n  c o r p o r a t i o n  a r e  d i s t r i ­
b u t e d  t o  t h e  U.S. s h a r e h o l d e r s ,  t h i s  consequence  o f  a s e p a r a t e  
e n t i t y  sys t em i s  known a s  " d e f e r r a l " .  

I n t e g r L t i o n  Sys tems.  T h e r e  a r e  a v a r i e t y  o f  methods f o r  
i n t e g r a t i n g  c o r p o r a t e  and i n d i v i d u a l  income t a x e s .  Under f u l l  
i n t e g r a t i o n ,  w h i c h  no c o u n t r y  h a s  a d o p t e d ,  a l l  o f  a c o r p o r a t i o n ' s
income, whether  d i s t r i b u t e d  o r  n o t ,  would be t a x a b l e  o n l y  t o  t h e  
s h a r e h o l d e r s .  The c o r p o r a t i o n  would be t axab le  a s  a p a r t n e r s h i p .
P'o gua rd  a g a i n s t  t h e  s h a r e h o l d e r  b e i n g  u n a b l e  t o  pay t h e  t a x ,  t h e  
c o r p o r z t i o n  t a x  would p r o b a b l y  b e  k e p t  a s  a w i t h h o l d i n g  d e v i c e  t o  
be c r e d i t a b l e  a g a i n s t  t h e  s h a r e h o l d e r s '  i n d i v i d u a l  t a x  
l i & b i i i t y .  -11/ 


The c o u n t r i e s  t h a t  have  i n t e g r a t e d  t h e i r  t a x  s t r u c t u r e s  have  
done  s o  o n l y  w i t h  respect  t o  d i s t r i b u t e d  e a r n i n g s .  T h i s  i s  known 
a s  p a r t i a l  i n t e g r a t i o n  and can  be accompl ished  by e i t h e r  (1) t h e  
s p l i t - r a t e  o r  d i v i d e n d  d e d u c t i o n  method o r  ( 2 )  a n  i m p u t a t i o n  o r  
s h a r e h o l d e r  c r e d i t  sys t em.  The former p r o v i d e s  r e l i e f  a t  t h e  
c o r p o r a t e  l e v e l  by t a x i n g  d i v i d e n d s  a t  e i t h e r  a r educed  o r  z e r o  
r a t e .  P r i o r  t o  1976 ,  f o r  example,  t h e  German s p l i t - r a t e  sys tem
p r o v i d e d  f o r  a 51 p e r c e n t  t a x  on r e t a i n e d  e a r n i n g s  and a 1 5  
p e r c e n t  t a x  on d i s t r i b u t e d  e a r n i n g s .  

The i m p u t a t i o n  or s h a r e h o l d e r  c r e d i t  method of  i n t e g r a t i o n
h a s  been adop ted  by Canada,  F r a n c e ,  and t h e  Un i t ed  Kingdom. I n  
c o n t r a s t  t o  t h e  s p l i t - r a t e  s y s t e m ,  t ax  r e l i e f  is  p r o v i d e d  a t  t h e  

-iu/ 	I n t e r n a l  Revenue Code, S e c t i o n s  871  and 881.  An income t a x  
t r e a t y  between t h e  Un i t ed  S t a t e s  and a n o t h e r  c o u n t r y  u s u a l l y
p r o v i d e s  a w i t h h o l d i n g  r a t e  on d i v i d e n d s  r educed  t o  1 5  
p e r c e n t  o r  less .  

-11/ T h i s  was one  o f  t h e  recommendat ions o f  t h e  Canadian  Royal
Commission on T a x a t i o n ,  a l s o  known a s  t h e  C a r t e r  Commission. 
See Canadian Royal Commission ( 1 9 6 5 )  and Bucovetsky  and B i r d  
( 1 9 7 2 ) .  

3 
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s h a r e h o l d e r  l e v e l  by a l l o w i n g  t h e  s h a r e h o l d e r  a c r e d i t  f o r  p a r t
( p a r t i a l  i m p u t a t i o n )  or  a l l  ( f u l l  i m p u t a t i o n )  of t h e  corporate  
t a x e s  p a i d  on  d i s t r i b u t e d  e a r n i n g s .  Some c o u n t r i e s ,  s u c h  a s  
Germany and  J a p a n ,  have  adop ted  a " h y b r i d "  sys t em w i t h  b o t h  a 
s p l i t - r a t e  and s h a r e h o l d e r  c r e d i t .  -12/  

The d i v i d e n d  d e d u c t i o n  and i m p u t a t i o n  s y s t e m s  a re  i l l u s t r a t e d  
i n  examples  1 and 2.  

Example 1 

Dividend Deduct ion  System 

C o r p o r a t i o n  I n d i v i d u a l  s h a r e h o l d e r  

Tax r a t e  
Income $100 '20% 60 % 
Dividend 40 

Dividend d e d u c t i o n  ( 5 0 % )  20 Cash d i v i d e n d  $40 $ 4 0  

T a x a b l e  income $ 80 Tax 8 2 4  

Tax (50%)  40 A f t e r - t a x  c a s h  flow 32 1 6  

A f t e r - t a x  income 60 T o t a l  ( c o r p o r a t e  p l u s 

R e t a i n e d  e a r n i n g s  $20 s h a r e h o l d e r )  t a x  4 8  64 

Dividend 40 

I n  example 1, t h e  c o r p o r a t i o n  is a l l o w e d  t o  d e d u c t  50 p e r c e n t  
o f  d i v i d e n d s  p a i d .  Assuming a t a x  r a t e  of 50  p e r c e n t ,  i t  h a s  a 
t a x  l i a b i l i t y .  o f  $ 4 0  and r e t a i n e d  e a r n i n g s  o f  $20 a f t e r  pay ing  a 
d i v i d e n d  of  $ 4 0 .  The s h a r e h o l d e r ' s  a f t e r - t a x  c a s h  f l o w  i s  $32 
and $16 ,  assuming i n d i v i d u a l  income t a x  r a t e s  o f  20 p e r c e n t  and 
60 p e r c e n t ,  r e s p e c t i v e l y .  

-1 2 /  	For a d e t a i l e d  d e s c r i p t i o n  o f  f o r e i g n  i n t e g r a t i o n  s y s t e m s  see 
A u l t  and Rad le r  (1976) , Chown (1971)  , G o u r e v i t c h  (1977)  , 
NTA-TIA Symposium ( 1 9 7 5 ) ,  and Sa to  and B i r d  ( 1 9 7 4 ) .  
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Example 2 

S h a r e h o l d e r  I m p u t a t i o n  Sys tem 

C o r p o r a t i o n  I n d i v i d u a l  

Income $100 Cash d i v i d e n d  
C o r p o r a t e  t a x  50 Gross u p  ( 1 / 3 )  
Af t e r - t ax  income $ 5 0  G r o s s  d i v i d e n d  

R e t a i n e d  e a r n i n g s  $20 
Dividend 30 

T h i s  sys tem a l l o w s  t h e  
t h i r d  o f  t h e  d i v i d e n d ,  f o r  

Tax 
Tax c r e d i t  

s h a r e h o l d e r  

T a x  r a t e  
2 0 %  6 0 %  

$30 $30 
1 0  1 0  

$40 $40 
8 2 4  

1 0  1 0  

p a i d  c o r p o r a t e  l e v e l .  
The  s h a r e h o l d e r  ' ' g r o s s e s  up" o r  i n c r e a s e s  t h e  $30 c a s h  d i v i d e n d  
by t h e  $10 i n  c o r p o r a t e  t a x  c l a imed  a s  a c r e d i t  a t  t h e  s h a r e -
h o l d e r  l e v e l .  13 /  The s h a r e h o l d e r  is t a x e d  on t h e  " g r o s s e d  up"
d i v i d e n d ,  b u t  is e n t i t l e d  t o  a c r e d i t  o f  $10 f o r  c o r p o r a t e  t a x e s  
p a i d .  The c o r p o r a t i o n ' s  r e t a i n e d  e a r n i n g s  and t h e  i n d i v i d u a l  
s h a r e h o l d e r ' s  c a s h  f l o w  are  t h e  same a s  i n  Example 1. 

Thus,  w h i l e  t h e  s p l i t - r a t e  sys tem n o m i n a l l y  p r o v i d e s  r e l i e f  
a t  t h e  c o r p o r a t e  l e v e l  and t h e  i m p u t a t i o n  s y s t e m  a t  t h e  share-
h o l d e r  l e v e l ,  t h e  two sys t ems  c a n  b e  made e q u i v a l e n t ,  p r o v i d e d
t h e  c a s h  d i v i d e n d  i s  reduced  under t h e  i m p u t a t i o n  sys t em.  The 
lower cash d i v i d e n d  l e a v e s  t h e  s h a r e h o l d e r  i n  t h e  same a f t e r - t a x  
p o s i t i o n  because  he  r e c e i v e s  a t a x  c r e d i t  w i t h  t h e  d i v i d e n d .  
A f t e r - t a x  c o r p o r a t e  p r o f i t s  ( d i v i d e n d s  p l u s  r e t a i n e d  e a r n i n g s )  
a r e  h i g h e r  under  t h e  d i v i d e n d  d e d u c t i o n  s y s t e m .  

1 3 /  I t  may seem odd t o  requi re  t h e  s h a r e h o l d e r  t o  i n c l u d e  c o r p o r -
I 

a t e  t a x e s  i n  h i s  t a x a b l e  income. T h i s  i s  n e c e s s a r y  b e c a u s e  
t h e  i m p u t a t i o n  sys t em t r e a t s  t a x e s  p a i d  a t  t h e  c o r p o r a t e
l e v e l  as p a i d  by t h e  s h a r e h o l d e r ,  i . e . ,  imputes them t o  t h e  
s h a r e h o l d e r .  T h i s  p a r t  o f  t h e  c o r p o r a t e  t a x  can b e  t h o u g h t  

-of a s  a w i t h h o l d i n g  t a x ,  s i m i l a r  t o  wage w i t h h o l d i n g ,  a g a i n s t  
t h e  s h a r e h o l d e r ' s  i n d i v i d u a l  t a x  l i a b i l i t y .  I t  is  i n c l u d e d  
i n  t h e  S h a r e h o l d e r ' s  income, j u s t  a s  i s  t h e  w i t h h o l d i n g  t a x  
on  wages. # 

A f t e r - t a x  cash f l o w  32 1 6  
T o t a l  ( c o r p o r a t e  p l u s

s h a r e h o l d e r )  t a x  48 64 

s h a r e h o l d e r  a c r e d i t ,  e q u a l  t o  one-
t a x e s  a t  t h e  

I 
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111. PRINCIPLES OF U.S. INTERNATIONAL TAX P O L I C Y  


. 


I 

Under e i t h e r  a s epa ra t e  e n t i t y  or in tegra ted  tax system, t h e  
movement of c a p i t a l  across  na t iona l  boundaries g i v e s  r i s e  t o  com­
pet ing tax claims. The two bas i c  j u r i s d i c t i o n a l  s tandards f o r  
a s s e r t i n g  tax l i a b i l i t y  a r e  source and residence.  E/Under the 
source s tandard,  a country a s s e r t s  tax j u r i s d i c t i o n  over income 
earned w i t h i n  i t s  geographical a rea .  I t  makes no d i f f e r e n c e  who 
rece ives  the  income; r e s i d e n t s  and nonresidents a r e  both taxed an 
income derived from w i t h i n  the source j u r i s d i c t i o n .  %/ 

The residence of the  taxpayer,  r a the r  than the source of  
income, is the r e l evan t  c r i t e r i o n  under the residence p r i n c i p l e .
Residence i s  usual ly  defined i n  terms of domicile for  ind iv idua ls  
and place of incorporat ion or  management for  corporat ions.
Worldwide taxa t ion  i s  c l o s e l y  r e l a t ed  t o  t he  residence p r i n c i p l e
s i n c e  a r e s i d e n t  may be sub jec t  t o  taxa t ion  on income from a l l  
sources ,  foreign a s  well a s  domestic. 

Most coun t r i e s  have a combination of source and residence 
r u l e s .  U . S .  c i t i z e n s  and r e s i d e n t s ,  for  example, a r e  sub jec t  t o  
U . S .  t axa t ion  on t h e i r  worldwide income, while nonresident 
foreign taxpayers a r e  gene ra l ly  sub jec t  t o  U.S. t axa t ion  only on 
t h e i r  U.S.-source income. 1 6 /  The same income may be taxed twice 
i f  it is  sub jec t  t o  t a x a t i o n  i n  both the  source and residence 
j u r i s d i c t i o n s .  A fo re ign  subs id ia ry  of  a U.S. corporat ion,  f o r  

-1 4 /  The United S t a t e s  a l s o  taxes  on t h e  b a s i s  o f  c i t i z e n s h i p .  

-15/ 	Residents and nonresidents  a re  not necessa r i ly  taxed the  
same. Sect ions 8 7 1  and 881 of the In t e rna l  Revenue Code, fo r  
example, impose a f l a t - r a t e  tax of 3 0  percent on U.S.-source 
dividends,  no t  e f f e c t i v e l y  connected w i t h  a U.S. t r a d e  or  
b u s i n e s s ,  received by nonresident a l i e n  ind iv idua ls  and 
foreign corporat ions.  Although known a s  a "withholding" tax ,  
t h e  3 0  percent  tax does not represent  a prepayment of  domes-
t i c  income tax ,  b u t  a f i n a l  tax payment t h a t  is  a s u b s t i t u t e  
f o r  b e i n g  taxed a t  t he  regular  r a t e s  applied t o  r e s iden t  
ind iv idua ls  and corporat ions.  

-1 6 /  	Nonresident foreign taxpayers a re  sub jec t  t o  U . S .  t axa t ion  
a t  the normal r a t e s  on income " e f f e c t i v e l y  connected" w i t h  
a U.S .  t r ade  or  business  and t o  the  bas i c  3 0  percent w i t h -
holding tax on U.S.-source investment income, such a s  d i v i ­
dends, i n t e r e s t ,  and r o y a l t i e s .  The 30  percent  r a t e  
f requent ly  is reduced by a tax t r e a t y .  
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example ,  n o r m a l l y  w i l l  b e  s u b j e c t  t o  f o r e i g n  t a x  on  i ts  e a r n i n g s
i n  t h e  source j u r i s d i c t i o n ,  and t h e  s u b s i d i a r y ' s  d i v i d e n d s  w i l l  
be  s u b j e c t  t o  U . S .  t a x a t i o n  when r e c e i v e d  by t h e  U . S .  p a r e n t .  

The  need t o  r e s o l v e  t h i s  " i n t e r n a t i o n a l  d o u b l e  t a x a t i o n "  has  
g i v e n  r i s e  t o  t h e  f o l l o w i n g  b a s i c  p r i n c i p l e s  o f  U.S. i n t e r n a ­
t i o n a l  t a x  p o l i c y :  c a p i t a l  e x p o r t  n e u t r a l i t y ,  n o n d i s c r i m i n a t i o n  
be tween r e s i d e n t s  and n o n r e s i d e n t s ,  and a r e a s o n a b l e  d i v i s i o n  o f  
r e v e n u e  between t h e  s o u r c e  and r e s i d e n c e  c o u n t r i e s .  

C a p i t a l  E x p o r t  N e u t r a l i t y .  T h i s  p r i n c i p l e  r e q u i r e s  t h a t  an  
e n t e r p r i s e  pay  t h e  same t o t a l  t a x a t i o n  on  i t s  f o r e i g n  a s  on i t s  
d o m e s t i c  p r o f i t s .  I f ,  f o r  example ,  a f o r e i g n  s u b s i d i a r y  o f  a 
U.S. c o r p o r a t i o n  i s  t a x e d  i n  t h e  f o r e i g n  c o u n t r y  a t  4 0  p e r c e n t ,
c a p i t a l  e x p o r t  n e u t r a l i t y  would r e q u i r e  a c u r r e n t  U.S. t a x  o f  6 
p e r c e n t  on  t h o s e  p r o f i t s .  1 7 /  C a p i t a l  e x p o r t  n e u t r a l i t y  t e n d s  t o  
maximize wor ld  o u t p u t  o r  e f f i c i e n c y  by p e r m i t t i n g  i n v e s t m e n t  
d e c i s i o n s  t o  b e  made i n d e p e n d e n t  o f  t a x  c o n s i d e r a t i o n s  on t h e  
b a s i s  o f  t h e  most f a v o r a b l e  b e f o r e - t a x  r a t e s  o f  r e t u r n .  1 8 /  
Capi ta l  i s  a l l o c a t e d  o p t i m a l l y  i n  t h a t  i t  i s  i n v e s t e d  where ,  
a d j u s t e d  f o r  r i s k ,  i t s  r e t u r n  is g r e a t e s t .  

The f o r e i g n  t a x  c r e d i t  i s  t h e  c o r n e r s t o n e  o f  t h e  U.S. p o l i c y
o f  c a p i t a l  e x p o r t  n e u t r a l i t y .  19 /  F o r e i g n  and d o m e s t i c  p r o f i t s
o f  a U.S. c o r p o r a t i o n  t e n d  t o  t a x e d  t h e  same b e c a u s e  t a x e s  
p a i d  t o  a f o r e i g n  c o u n t r y  c a n  b e  s u b t r a c t e d  from t h e  t a x p a y e r ' s  
U.S. t a x  l i a b i l i t y .  The c r e d i t  i s  a v a i l a b l e  f o r  income t a x e s  p a i d  
on  f o r e i g n  b r a n c h  e a r n i n g s ,  w i t h h o l d i n g  t a x e s  o n  d i v i d e n d s  from a 

-1 7 /  	T h i s  assumes a U . S .  c o r p o r a t e  t a x  r a t e  o f  46 p e r c e n t .  The 
e f f e c t i v e  U.S. r a t e  o n  d o m e s t i c  p r o f i t s  i s ,  however ,  less 
t h a n  t h i s  b e c a u s e  o f  t h e  i n v e s t m e n t  t a x  c r e d i t  and a s s e t  de­
p r e c i a t i o n  r a n g e ,  which a r e  n o t  a v a i l a b l e  f o r  f o r e i g n  i n v e s t ­
ment .  E q u a l  i n v e s t m e n t  i n c e n t i v e s  r e l a t e ,  o f  c o u r s e ,  t o  
e f f e c t i v e ,  n o t  nomina l ,  r a t e s .  

An a l t e r n a t i v e  c r i t e r i o n  is t h e  m a x i m i z a t i o n  o f  n a t i o n a l ,  
r a t h e r  t h a n  wor ld ,  income. T h i s  would b e  accompl i shed  by
a l l o w i n g  a d e d u c t i o n ,  r a t h e r  t h a n  a c r e d i t ,  f o r  f o r e i g n  
t a x e s .  S t i l l  a n o t h e r  c o n c e p t  i s  c a p t i a l  import n e u t r a l i t y ,
a c h i e v e d  when b o t h  f o r e i g n  and d o m e s t i c  f i r m s  pay  t h e  same 
u l t i m a t e  t a x  i n  t h e  c o u n t r y  i n  which t h e y  a r e  o p e r a t i n g .  For 
a d i s c u s s i o n  and e v a l u a t i o n  o f  t h e s e  c o n c e p t s ,  see Hufbauer  
(1975,  pp. 1-6), and Musgrave (1972,  pp. 176-219) .  

-1 9 /  	The p o l i c y  i s  more p r o p e r l y  c h a r a c t e r i z e d  a s  " m o d i f i e d "  capi­
t a l  e x p o r t  n e u t r a l i t y ,  i n  t h a t  f o r e i g n  t a x e s  a r e  c r e d i t a b l e  
o n l y  up t o  t h e  U . S .  l e v e l  and e a r n i n g s  o f  a f o r e i g n  
s u b s i d i a r y  a r e  n o t  t a x e d  u n t i l  r e p a t r i a t e d  a s  d i v i d e n d s .  
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fore ign  corpora t ion ,  20/ and the corporate  tax on the underlying
earnings o u t  of w h i c h t h e  dividends a re  pa id ,  provided the  U.S. 
taxpayer is a corporat ion t h a t  owns a t  l e a s t  1 0  percent  o f  t he  
fore ign  corporat ion.  -21/  

The c r e d i t  is  l imi ted  to  the U . S .  tax l i a b i l i t y  on the tax-
paye r ' s  foreign source income. 22/ A taxpayer therefore  pays t h e  
higher o f  the  U . S .  o r  foreign r a t e .  I f ,  f o r  example, the  U . S .  
r a t e  is  4 6  percent  and the  foreign r a t e  is  4 4  percent ,  the  U . S .  
Treasury w i l l  c o l l e c t  2 percent  from the U.S. taxpayer. I f ,  how-
ever ,  the foreign r a t e  i s  52 percent ,  the U.S. Treasury w i l l  
ne i ther  c o l l e c t  revenue nor refund t h e  6 percent  excess t o  the 
U . S .  taxpayer. 23/ The purpose of t he  l i m i t  i s  t o  prevent
fo re ign  taxes  from reducing U.S. t axa t ion  o f  domestic source 
income. 

Nondiscrimination. T h i s  p r i n c i p l e ,  which r equ i r e s  equal
t r e a h e n t  for  r e s i d e n t s  and nonresidents ,  i s  another t ene t  of 
U.S. i n t e r n a t i o n a l  tax pol icy.  A fore ign  branch or subs id ia ry  of 
a U.S. corpora t ion ,  for  example, should not be sub jec t  t o  heavier 
taxa t ion  i n  the foreign country than a branch or  subs id ia ry  of a 
domestic corporat ion i s  taxed i n  t h a t  country. U . S .  t r e a t y
pol icy i s  aimed a t  assur ing t h a t  U . S .  i nves to r s  a r e  not sub jec t  
t o  d iscr imina tory  tax treatment by a fore ign  country. U.S. 
s t a t u t o r y  pol icy  aims a t  nondiscriminatory U . S .  t axa t ion  of 

-20/ Unlike a withholding tax on the wages o f  a r e s i d e n t ,  a d i v i ­
dend withholding tax i s  levied a t  a f l a t  r a t e  and i s  a f i n a l  
ra ther  than provis ional  tax payment. Withholding taxes  on 
dividends paid t o  nonresidents f requent ly  a r e  reduced t o  1 0  
t o  1 5  percent  by t r e a t y .  

-21/ In t e rna l  Revenue Code, Sections 9 0 1  and 902. 

-22/ I n t e r n a l  Revenue Code, Section 9 0 4 .  

-23/ 	Prior t o  the Tax Reform Act of 1 9 7 6 ,  the  foreign tax c r e d i t  
l i m i t a t i o n  could be determined on e i t h e r  a per-country or 
o v e r a l l  bas i s .  The Act repealed the per-country l i m i t a t i o n  
and requi res  a l l  taxpayers t o  use the o v e r a l l  method. T h i s  
method combines income from various sources ,  e f f e c t i v e l y
enabling an "averaging" of h i g h  and low fore ign  tax r a t e s .  
I f  a taxpayer has foreign income t h a t  has been sub jec t  t o  a 
r e l a t i v e l y  low t a x ,  i t  is  poss ib le  the e n t i r e  the 52 percent
foreign tax i n  t he  example would be c r e d i t a b l e  aga ins t  the 
U . S .  tax l i a b i l i t y .  
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f o r e i g n e r s .  Whi le  d i v i d e n d s  from a f o r e i g n  s u b s i d i a r y  a r e  
u s u a l l y  s u b j e c t  t o  a w i t h h o l d i n g  t a x  i n  t h e  f o r e i g n  c o u n t r y ,  t h i s  
is  acknowledged t o  b e  an  a c c e p t a b l e  a l t e r n a t i v e  t o  t h e  i n a b i l i t y
o f  t h e  s o u r c e  c o u n t r y  t o  s u b j e c t  a n o n r e s i d e n t ' s  e n t i r e  income t o  
i ts i n d i v i d u a l  income t a x  sys tem.  

T a x  Revenue D i v i s i o n .  The Un i t ed  S t a t e s  i s  a l s o  i n t e r e s t e d  i n  
an " e q u i t a b l e "  o r  r e a s o n a b l e  d i v i s i o n  o f  t a x  r evenue  between t h e  
s o u r c e  and r e s i d e n c e  c o u n t r i e s .  The f o r e i g n  t a x  c r e d i t  c e d e s  t h e  
f i r s t  s l i c e  o f  t a x  r evenue  t o  t h e  s o u r c e  j u r i s d i c t i o n ,  l e a v i n g  
t h e  r e s i d e n c e  j u r i s d i c t i o n  w i t h  o n l y  r e s i d u a l  t a x i n g  r i g h t s .  The 
U n i t e d  S t a t e s  f e e l s  t h i s  i s  r e a s o n a b l e  i n  t h a t  i t  i s  a p p r o p r i a t e  
f o r  t h e  s o u r c e  j u r i s d i c t i o n  t o  r e c e i v e  t h e  major  share  o f  t h e  
r evenue .  

IV. A N A L Y S I S  

Most o f  t h e  c o u n t r i e s  t h a t  have  i n t e g r a t e d  t h e i r  t ax  s y s t e m s
have  chosen  t h e  s h a r e h o l d e r  i m p u t a t i o n  r a t h e r  t h a n  t h e  d i v i d e n d  
d e d u c t i o n  sys t em.  T h i s  r e f l e c t s  a d e s i r e  t o  e x p l i c i t l y  e x c l u d e  
n o n r e s i d e n t  s h a r e h o l d e r s  from t h e  b e n e f i t s  o f  i n t e g r a t i o n  by n o t  
e x t e n d i n g  t h e  i m p u t a t i o n  c r e d i t  t o  them. T h e s e  c o u n t r i e s  a r e  
aware t h a t  t h e  s p l i t - r a t e  o r  d i v i d e n d  d e d u c t i o n  sys t em a u t o m a t i ­
c a l l y  e x t e n d s  t h e  b e n e f i t s  o f  i n t e g r a t i o n  t o  n o n r e s i d e n t  s h a r e -
h o l d e r s  t h r o u g h  t h e  reduced  o r  z e r o  r a t e  a p p l i e d  t o  a l l  d i v i d e n d  
d i s t r i b u t i o n s .  I t  would be  p o s s i b l e  t o  e f f e c t i v e l y  deny  t h e  
b e n e f i t s  of i n t e g r a t i o n  by l e v y i n g  an  i n c r e a s e d  w i t h h o l d i n g  t a x  
on d i s t r i b u t i o n s  t o  n o n r e s i d e n t s ,  b u t  e x i s t i n g  t r e a t i e s  w i t h  
p r o v i s i o n s  f o r  r e c i p r o c a l  w i t h h o l d i n g  r a t e s  g e n e r a l l y  would 
p r o h i b i t  t h i s .  

I m p u t a t i o n  C r e d i t  t o  N o n r e s i d e n t s :  P o r t f o l i o  I n v e s t m e n t .  
Larse lv  b e c a u s e  o f  r e v e n u e  c o n s i d e r a t i o n s ,  i m p u t a t i o n  c o u n t r i e s  
a r e - r e i u c t a n t  t o  e x t e n d  t h e  i n t e g r a t i o n  t a x  c r e d i t  t o  n o n r e s i d e n t  
s h a r e h o l d e r s  i n  d o m e s t i c  c o r p o r a t i o n s .  24 /  S e p a r a t e  e n t i t y  coun­
t r i e s ,  l i k e  t h e  Un i t ed  S t a t e s ,  a r g u e  t h a t  t h e  p r i n c i p l e  o f  non-
d i s c r i m i n a t i o n  demands i t s  e x t e n s i o n .  Table 1, which assumes a 
s e p a r a t e  e n t i t y  sys t em i n  t h e  Un i t ed  S t a t e s  and a s h a r e h o l d e r  
i m p u t a t i o n  o r  g r o s s  up and c r e d i t  sys t em i n  t h e  f o r e i g n  c o u n t r y ,  

2 4 /II t  h a s  been  ex tended  by t r e a t y .  Under t h e  J a n u a r y  1, 1970,  
p r o t o c o l  t o  t h e  Uni ted  S t a t e s  - France income t a x  t r e a t y ,
F r a n c e  e x t e n d s  t h e  same s h a r e h o l d e r  c r e d i t  t o  U . S .  i n d i v i ­
d u a l s  and c o r p o r a t e  p o r t f o l i o  i n v e s t o r s  i n  a French  c o r p o r a ­
t i o n  t h a t  i t  p r o v i d e s  French  i n v e s t o r s .  A U.S. c o r p o r a t i o n  
t h a t  owns 10 p e r c e n t  o r  more of t h e  s h a r e s  o f  a French  c o r ­
p o r a t i o n ,  and is  t h u s  a d i r e c t ,  r a t h e r  t h a n  p o r t f o l i o ,  
i n v e s t o r ,  i s  exc luded  from t h e  s c o p e  of t h e  p r o t o c o l .  
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p r o v i d e s  a b a s i s  f o r  e v a l u a t i n g  t h e s e  c la ims w i t h  r e s p e c t  t o  a n  
i n d i v i d u a l  s h a r e h o l d e r ' s  p o r t f o l i o ,  o r  less t h a n  1 0  p e r c e n t
o w n e r s h i p ,  i n v e s t m e n t .  

Column 1 shows t h a t  a r e s i d e n t  i n d i v i d u a l  s h a r e h o l d e r  
r e c e i v i n g  a $100 d i v i d e n d  from a U.S. c o r p o r a t i o n  and s u b j e c t  t o  
an i n d i v i d u a l  t a x  r a t e  o f  o n e - t h i r d  would have  an a f t e r - t a x  c a s h  
f l o w  of $66.67. A s i m i l a r l y  s i t u a t e d  r e s i d e n t  i n d i v i d u a l  i n  t h e  
i m p u t a t i o n  c o u n t r y  would r e c e i v e  $100 a c c o r d i n g  t o  column 2 .  The 
i n t e g r a t i o n  o f  t h e  c o r p o r a t e  and s h a r e h o l d e r  t a x e s  i n  t h e  f o r e i g n  
c o u n t r y  a c c o u n t s  f o r  t h e  d i f f e r e n c e .  

Column 3 shows t h a t  a n o n r e s i d e n t  s h a r e h o l d e r  who d o e s  not 
r e c e i v e  t h e  i m p u t a t i o n  c r e d i t  a l s o  would r e c e i v e  an a f t e r - t a x  
payment o f  $66.67. T h i s  would a p p e a r  t o  f u l f i l l  t h e  c r i t e r i o n  o f  
c a p i t a l  e x p o r t  n e u t r a l i t y  and t h e  r evenue  s p l i t  ( r o u g h l y  $18 U.S. 
and $15 f o r e i g n )  would seem t o  b e  r e a s o n a b l e .  Denying t h e  c r e d i t  
t o  a n o n r e s i d e n t  s h a r e h o l d e r ,  however ,  v i o l a t e s  t h e  p r i n c i p l e  o f  
n o n d i s c r i m i n a t i o n .  The n o n r e s i d e n t  s h a r e h o l d e r  i s  s u b j e c t  t o  
h e a v i e r  t a x a t i o n  i n  t h e  f o r e i g n  c o u n t r y  t h a n  is t h e  r e s i d e n t  
s h a r e h o l d e r  b e c a u s e  he  r e c e i v e s  a n e t  d i v i d e n d  o f  o n l y  $85  ( $ 1 0 0
c a s h  l e s s  $15 w i t h h o l d i n g  t a x )  whereas  t h e  r e s i d e n t  s h a r e h o l d e r  
r e c e i v e s  a n e t  d i v i d e n d  o f  $100. An i m p o r t a n t  p r a c t i c a l  conse ­
quence  is t h a t  t h e  s w i t c h  from a c l a s s i c a l  t o  an i n t e g r a t e d  
sys t em w i l l  p r o b a b l y  mean a reduced  a f t e r - t a x  c a s h  f l o w  f o r  t h e  
f o r e i g n  i n v e s t o r .  I n  o r d e r  t o  share  i n  t h e  b e n e f i t s  o f  i n t e g r a ­
t i o n ,  most c o r p o r a t i o n s  would p r o b a b l y  r e d u c e  t h e i r  cash 
d i v i d e n d s  i n  r e s p o n s e  t o  t h e  i m p u t a t i o n  sys tem.  R e s i d e n t  s h a r e -
h o l d e r s  would s t i l l  b e  l i k e l y  t o  have  an i n c r e a s e d  a f t e r - t a x  cash 
f l o w  because  o f  t h e i r  e n t i t l e m e n t  t o  a t a x  c r e d i t .  The n o n r e s i ­
d e n t  s h a r e h o l d e r s ,  however ,  w i l l  b e  l e f t  w i t h  o n l y  t h e  smaller 
c a s h  d i v  idend .  

Extending  t h e  c r e d i t  t o  t h e  n o n r e s i d e n t  s h a r e h o l d e r ,  a s  shown 
i n  column 4 ,  e l i m i n a t e s  t h i s  d i s c r i m i n a t i o n .  Both r e s i d e n t s  and 
n o n r e s i d e n t s  a r e  t a x a b l e  on a cash d i v i d e n d  o f  $ 1 0 0  p l u s  a $50  
s h a r e h o l d e r  c r e d i t .  25 /  T h i s  may, however,  be  i n c o n s i s t e n t  w i t h-

-2 5 /  I t  is t r u e  t h a t  t h e  n o n r e s i d e n t  s h a r e h o l d e r  is t a x e d  a t  o n l y  .a 1 5  p e r c e n t  w i t h h o l d i n g  r a t e  on a g rossed -up  d i v i d e n d  o f  
SlSU w h i l e  t h e  r e s i d e n t  s h a r e h o l d e r  is  taxed a t  an i n d i v i d u a l  
t a x  r a t e  of 3 3 - 1 / 3  p e r c e n t .  A w i t h h o l d i n g  t a x  on n o n r e s i ­
d e n t s ,  however,  i s  t h e  i n t e r n a t i o n a l l y  a c c e p t e d  a l t e r n a t i v e  
t o  t h e  t a x a t i o n  o f  r e s i d e n t  i n d i v i d u a l s  a t  t h e  r e g u l a r  r a t e s .  
I t  i s  n o t  i n t e n d e d  a s  a f u l l  o r  f i n a l  t a x ,  s i n c e  o n l y  t h e  
c o u n t r y  o f  r e s i d e n c e  c a n  d e t e r m i n e  t h e  " a p p r o p r i a t e "  t a x  b u r -
den  by g i v i n g  c o n s i d e r a t i o n  t o  t h e  t a x p a y e r ' s  t o t a l  income, 
d e d u c t i o n s ,  and exempt ions .  The w i t h h o l d i n g  t a x  c o n c e p t  i s  
n o t  c o n s i d e r e d  a d e p a r t u r e  from t h e  n o n d i s c r i m i n a t i o n-
p r i n c i p l e .  
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c a p i t a l  export  n e u t r a l i t y ,  s i n c e  the nonresident shareholder i n  a 
fore ign  corporat ion now rece ives  an a f t e r - t ax  payment o f  $ 1 0 0 ,  
w h i l e  the r e s i d e n t  shareholder i n  a U.S. corporat ion rece ives  
only $66.67. One might respond t h a t  foreign and domestic p r o f i t s
bear the same t o t a l  individual  tax r a t e  (one-third)  , b u t  the  
t o t a l  fore ign  dividend (cash p lus  tax c r e d i t )  i s  l a r g e r  because 
of  t h e  reduct ion i n  corporate  tax inherent  i n  the imputation 
system. S t i l l ,  fo r  a g i v e n  cash dividend ( $ 1 0 0 )  , the  investor  i n  
the  fore ign  corporat ion rece ives  a l a r g e r  a f t e r - t ax  cash flow 
than the  investor  i n  a U . S .  corporat ion.  

The revenue d i v i s i o n  is  a l t e r e d  g r e a t l y  i f  the  source country
extends the  imputation c r e d i t  t o  nonresidents ,  s ince it  w i l l  be 
g i v i n g  up a l l  of the in tegra ted  por t ion  of i t s  corporate  income 
tax w i t h  r e spec t  t o  d i v i d e n d s  paid t o  non-residents. The source 
country i s  l e f t  w i t h  o n l y  the  revenue from the unintegrated
por t ion  of i t s  corporate  income tax.  A country,  such a s  Germany,
t h a t  has in tegra ted  i ts  e n t i r e  corporate  tax on d i s t r i b u t e d  
earnings ( f u l l  imputation, b u t  not f u l l  i n t eg ra t ion )  would, 
except for  a withholding t ax ,  c o l l e c t  no tax on dividends paid t o  
nonresidents.  T h i s  r e s u l t  m i g h t  be reasonable i f  one views t h e  
German system, which g ives  a r e s iden t  shareholder f u l l  c r e d i t  
aga ins t  h i s  individual  tax l i a b i l i t y  for  corporate  taxes  paid on 
d i v i d e n d  income, a s  t o t a l l y  e l iminat ing the corporate  tax on 
d i s t r i b u t e d  earnings.  

Imputation Credi t  t o  Nonresidents: Di rec t  Investment. The 
imputation coun t r i e s  a r e  even more r e l u c t a n t  t o  extend the  
shareholder c r e d i t  t o  nonresident d i r e c t  inves tors .  26/  I n  
addi t ion  t o  the  obvious revenue cons idera t ions ,  t h e y p o i n t  o u t  
t h a t  the theory o f  an imputation system is t o  provide r e l i e f  f o r  
corporate  taxes  w i t h  respec t  t o  d i s t r i b u t i o n s  taxed a t  the  
individual  l e v e l .  Since a d i r e c t  investor  ( a t  l e a s t  1 0  percent
ownership) normally w i l l  be a corpora t ion ,  these  count r ies  f e e l  
there  is  l i t t l e  reason for  providing corporate tax r e l i e f  for  
d i s t r i b u t i o n s  s t i l l  i n  corporate  so lu t ion .  Moreover, a s  
explained below, because of the operat ion of the  i n d i r e c t  o r  
deemed paid foreign tax c r e d i t ,  27/  t h e  b e n e f i t s  of extending t h e  
c r e d i t  t o  d i r e c t  inves tors  f requent ly  w i l l  go to  the t reasury  of 
the  residence country r a the r  than to  the shareholder .  

26/ The r ecen t  U . S . 4 . K .  income tax t r e a t y  is  a notable  excep­-
t i on .  That t r e a t y  would extend one-half of the U.K. imputa­
t i o n  c r e d i t  t o  U.S. d i r e c t  inves tors  i n  U.K. corporat ions.  

27/ The c r e d i t  for  foreign taxes  paid on the  corporate  earnings- o u t  of which the d i s t r i b u t i o n s  a r e  paid.  
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From t h e  v i e w p o i n t  o f  s e p a r a t e  e n t i t y  c o u n t r i e s ,  s u c h  a s  t h e  
Un i t ed  S t a t e s ,  i t  i s  d i s c r i m i n a t o r y  t o  deny  t h e  c r e d i t  t o  n o n r e s ­
i d e n t s .  They o b s e r v e  t h a t  t h e  i m p u t a t i o n  c o u n t r y  h a s  d e c i d e d  t o  
reduce i t s  l e v e l  o f  c o r p o r a t e  t a x a t i o n  on  d i s t r i b u t e d  e a r n i n g s .  
Whether t h i s  is done t h r o u g h  an i m p u t a t i o n  c r e d i t  o r  a r educed  
r a t e  o n  d i s t r i b u t e d  e a r n i n g s  i s  immater ia l ;  t o  t a x  r e s i d e n t s  and 
n o n r e s i d e n t s  d i f f e r e n t l y  v i o l a t e s  t h e  p r i n c i p l e  o f  n o n d i s c r i m i n a ­
t i o n .  Suppose ,  t o  i l l u s t r a t e  t h e  p o i n t ,  t h a t  a c o r p o r a t i o n
who l ly  owned by r e s i d e n t s  p a i d  no c o r p o r a t e  t a x ,  b u t  a c o r p o r a ­
t i o n  who l ly  owned by n o n r e s i d e n t s  p a i d  a 5 0  p e r c e n t  c o r p o r a t e  
t a x .  T h e  s e p a r a t e  e n t i t y  c o u n t r i e s  a r g u e  t h a t  t h i s  c l e a r l y  would 
be d i s c r i m i n a t o r y  and  t h a t  deny ing  t h e  i m p u t a t i o n  c r e d i t  t o  
n o n r e s i d e n t s  is a l s o  d i s c r i m i n a t o r y .  

Table 2 p r o v i d e s  a b a s i s  f o r  e v a l u a t i n g  t h e s e  v i ews .  I t  
assumes t h a t  t h e  U n i t e d  S t a t e s  h a s  a s e p a r a t e  e n t i t y  sys t em o f  
t a x a t i o n  and t h a t  t h e  f o r e i g n  c o u n t r y  has  p a r t i a l l y  i n t e g r a t e d
i t s  t a x e s  v i a  t h e  i m p u t a t i o n  method. 

Column 1 shows t h a t  a U . S .  r e s i d e n t  i n d i v i d u a l  r e c e i v i n g  a 
$ 1 ~ 0d i v i d e n d  from a U . S .  c o r p o r a t i o n  and s u b j e c t  t o  an  i n d i v i ­
d u a l  t a x  r a t e  o f  o n e - t h i r d  would  have  a n  a f t e r - t a x  cash f l o w  o f  
$ 6 6 . 6 7 .  The Un i t ed  S t a t e s ,  o f  c o u r s e ,  would c o l l e c t  t h e  e n t i r e  
$ 1 3 3 . 3 3  i n  t a x  on t h e  $200 i n  income e a r n e d  a t  t h e  corporate
l e v e l .  According t o  column 2 ,  a f o r e i g n  r e s i d e n t  i n d i v i d u a l  
i n v e s t i n g  i n  a f o r e i g n  c o r p o r a t i o n  would r e c e i v e  a f t e r - t a x  income 
o f  $ 8 0 .  Although t h e  c o r p o r a t e  t a x  r a t e  is assumed t o  b e  h i g h e r
i n  t h e  f o r e i g n  c o u n t r y ,  t h e  i n d i v i d u a l  s h a r e h o l d e r  r e c e i v e s  a 
h i g h e r  a f t e r - t a x  payment because o f  i n t e g r a t i o n .  

Columns 3 t h rough  5 i l l u s t r a t e  t h e  p o s i t i o n  o f  a n o n r e s i d e n t  
s h a r e h o l d e r  i n  a f o r e i g n  c o r p o r a t i o n  under  d i f f e r i n g  t r e a t m e n t  o f  
t h e  i m p u t a t i o n  c r e d i t .  S i n c e  t h e  f o r e i g n  d i r e c t  i n v e s t o r  i s  
assumed t o  be a c o r p o r a t i o n ,  a U.S. c o r p o r a t i o n  is  i n t e r p o s e d  
between t h e  f o r e i g n  c o r p o r a t i o n  and t h e  U.S. r e s i d e n t  i n d i v i d u a l  
S h a r e h o l d e r .  

I f  t h e  i m p u t a t i o n  c o u n t r y  d o e s  n o t  e x t e n d  t h e  c r e d i t ,  t h e  
U . S .  c o r p o r a t e  s h a r e h o l d e r  r e c e i v e s  a d i v i d e n d  o f  $ 8 0 .  S i n c e  t h e  
c o r p o r a t i o n ' s  U . S .  t a x  l i a b i l i t y  is  o f f s e t  by i t s  f o r e i g n  t a x  
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.1 

c r e d i t ,  28/ t h e  i n d i v i d u a l  s h a r e h o l d e r  r e c e i v e s  a d i v i d e n d  of $80  
o n  w h i c h h e  p a y s  tax of  $26.67,  l e a v i n g  an  a f t e r  tax  income of 
$ 5 3 . 3 3 .  T h i s  may appear i n c o n s i s t e n t  w i t h  c a p i t a l  e x p o r t  neu­
t r a l i t y ,  s i n c e  t h e  U.S. r e s i d e n t  i n d i v i d u a l  i n v e s t i n g  i n  a U.S. 
c o r p o r a t i o n  r e c e i v e s  $66.67. The $13.34 d i f f e r e n c e ,  however ,
i s  a t t r i b u t a b l e  t o  t h e  f a c t  t h a t  t h e  f o r e i g n  corporate  t a x  i n  
e x c e s s  of  t h e  U.S. c o r p o r a t e  t a x  is n o t  c r e d i t a b l e  f o r  U.S. t a x  
p u r p o s e s .  N e v e r t h e l e s s ,  i f  t h e  c r e d i t  were e x t e n d e d  t o  n o n r e s i ­
d e n t s ,  t h i s  would f a c i l i t a t e  c a p i t a l  e x p o r t  n e u t r a l i t y  by
e f f e c t i v e l y  l o w e r i n g  t h e  f o r e i g n  corporate  tax r a t e .  

Al though  t h e  r e s i d e n t  and n o n r e s i d e n t  i n d i v i d u a l s  r e c e i v e  t h e  
same b e f o r e - t a x  c a s h  d i v i d e n d  of $ 8 0 ,  t h e  a f t e r - t a x  c a s h  f l o w  o f  
$ 5 3 . 3 3  r e c e i v e d  by t h e  n o n r e s i d e n t  i n d i v i d u a l  appears t o  b e  

-28/ 	 The U . S .  t a x  l i a b i l i t y  i s  more t h a n  o f f s e t .  The i n d i r e c t  o r  
deemed p a i d  f o r e i g n  t a x  c r e d i t  i s  e q u a l  t o :  

d i v i d e n d  r e c e i v e d  foreign tax paid 
n e t  e a r n i n g s  

or  

8oc x 120  = $120
80 

Assuming a U.S. corpora te  tax r a t e  
t i v e  U . S .  t ax  l i a b i l i t y  on t h e  $200 
e a r n i n g s  is $100. The f o r e i g n  tax 
however ,  t o :  

f o r e i g n  t a x a b l e  income 
worldwide t a x a b l e  income X 

o r  

X 

of  50 p e r c e n t ,  t h e  t e n t a ­
i n  g r o s s e d - u p  f o r e i g n

c r e d i t  is l i m i t e d ,  

t e n t a t i v e  U.S. t a x  on 
worldwide income 

1 0 0  = $100 

The purpose o f  t h i s  l i m i t  is t o  p r e v e n t  f o r e i g n  t a x e s  from 
r e d u c i n g  t h e  U.S. t a x  o therwise  d u e  o n  d o m e s t i c  source 
income. The $20 e x c e s s  c r e d i t  is a v a i l a b l e ,  however ,  t o  
o f f s e t  U.S. t a x e s  on f o r e i g n  income t h a t  h a s  been  s u b j e c t  t o  
r e l a t i v e l y  low t a x a t i o n  i n  a f o r e i g n  c o u n t r y .  
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d i s c r i m i n a t o r y .  The d i f f e r e n c e  is  t h a t  o n e  c o u n t r y  h a s  i n t e ­
g r a t e d  i t s  t a x  s y s t e m  and t h e  o t h e r  c o u n t r y  h a s  n o t .  Those 
a r g u i n g  d i s c r i m i n a t o r y  t a x  t r e a t m e n t  c o n t e n d  t h a t  t h i s  misses t h e  
p o i n t .  The r e s i d e n t  s h a r e h o l d e r ,  t h e y  s a y ,  r e c e i v e s  a n  imputa­
t i o n  c r e d i t  o f  $ 4 0  i n  a d d i t i o n  t o  an $80 cash d i v i d e n d ,  w h i l e  t h e  
n o n r e s i d e n t  r e c e i v e s  o n l y  a n  $80 c a s h  d i v i d e n d .  -

F i n a l l y ,  t h e r e  is  t h e  i s s u e  o f  r evenue  d i v i s i o n .  Through t h e  
f o r e i g n  t a x  c r e d i t ,  t h e  Un i t ed  S t a t e s  c e d e s  t h e  f i r s t  s l i c e  o f  
t a x  r evenue  t o  t h e  s o u r c e  j u r i s d i c t i o n .  T h i s  s l i c e  becomes t h e  
e n t i r e  p i e  when f o r e i g n  r a t e s  equal  o r  exceed  U . S .  r a t e s .  The 
Un i t ed  S t a t e s  is  l e f t  w i t h  o n l y  t h e  t a x  c o l l e c t e d  from i n d i v i d u a l  
s h a r e h o l d e r s .  Denying t h e  c r e d i t  t o  n o n r e s i d e n t s  p r e s e r v e s  t h i s  
a r r a n g e m e n t ,  b u t  i t  does so a r g u a b l y  by t a x i n g  n o n r e s i d e n t s  more 
h e a v i l y  t h a n  r e s i d e n t s .  I n  e f f e c t ,  n o n r e s i d e n t s  are  a s k e d  t o  
f i n a n c e  p a r t  o f  t h e  r evenue  cos t  o f  i n t e g r a t i o n  by b e a r i n g  a 
h e a v i e r  corporate t a x  i n  t h e  i m p u t a t i o n  c o u n t r y .  

Columns 4 and 5 i l l u s t r a t e  cases i n  which t h e  i m p u t a t i o n  
c o u n t r y  e x t e n d s  5 0  p e r c e n t  and 60  p e r c e n t ,  r e s p e c t i v e l y ,  o f  t h e  
c r e d i t  t o  n o n r e s i d e n t  d i r e c t  i n v e s t o r s .  A r a t i o n a l e  f o r  t h i s  
l i m i t e d  e x t e n s i o n ,  i n  a d d i t i o n  t o  source c o u n t r y  r e v e n u e  con­
s i d e r a t i o n s ,  m i g h t  b e  t h a t  r o u g h l y  o n e - h a l f  o f  c o r p o r a t e  e a r n i n g s  
a r e  d i s t r i b u t e d  t o  i n d i v i d u a l  s h a r e h o l d e r s .  S i n c e  t h e  " t h e o r y "
o f  i n t e g r a t i o n  is t o  p r o v i d e  r e l i e f  f o r  o n l y  t h o s e  e a r n i n g s  t h a t  
pass o u t  o f  corporate  s o l u t i o n ,  o n e  c a n  a r g u e  i t  i s  appropr ia te  
t o  e x t e n d  a b o u t  o n e - h a l f  t h e  c r e d i t  t o  n o n r e s i d e n t  d i r e c t  
i n v e s t o r s .  

If o n e - h a l f  t h e  c r e d i t  is  e x t e n d e d ,  t h e  U . S .  c o r p o r a t i o n  
r e c e i v e s  a n  $80 c a s h  d i v i d e n d  from t h e  f o r e i g n  c o r p o r a t i o n  and a 
$ 2 U  i m p u t a t i o n  c r e d i t  from t h e  f o r e i g n  t r e a s u r y .  The c r e d i t  is  
e q u i v a l e n t  t o  a r e d u c t i o n  i n  f o r e i g n  corporate  t a x .  A c c o r d i n g l y ,  
t h e  U . S .  c o r p o r a t i o n ' s  t e n t a t i v e  U . S .  t a x  l i a b i l i t y  o f  $100 i s  
e x a c t l y  o f f s e t  by t h e  f o r e i g n  t a x  c r e d i t ,  and i t  d i s t r i b u t e s  $100 
t o  its i n d i v i d u a l  s h a r e h o l d e r s .  A shareholder  t a x e d  a t  an  i n ­
d i v i d u a l  r a t e  of o n e - t h i r d  would have  $66.67  i n  a f t e r - t a x  income. 

Cap i t a l  e x p o r t  n e u t r a l i t y  i s  a c h i e v e d  b e c a u s e  a l l  f o r e i g n  
t a x e s  a r e  now c r e d i t a b l e .  The re  i s  s t i l l  room f o r  deba te  a s  t o  
whether  t h e  n o n r e s i d e n t  s h a r e h o l d e r  is t a x e d  more h e a v i l y  t h a n  .t h e  r e s i d e n t  s h a r e h o l d e r  i n  t h e  i m p u t a t i o n  c o u n t r y .  The a rgu ­
men t s  a r e  t h e  same a s  r e c i t e d  above and need n o t  be  r e i t e r a t e d  
e x c e p t  t o  n o t e  t h a t  s i n c e  t h e  p o s i t i o n  of t h e  s h a r e h o l d e r  has  
improved,  any  d i s c r i m i n a t i o n  has  been  r educed .  Because o f  t h e  
e f f e c t i v e  r e d u c t i o n  i n  f o r e i g n  t a x e s ,  t h e  r e v e n u e  d i v i s i o n  is 
s l i g h t l y  more f a v o r a b l e  t o  t h e  Un i t ed  S t a t e s .  S t i l l ,  t h e  Un i t ed  
S ta tes  c o l l e c t s  no c o r p o r a t e  t a x  on f o r e i g n  e a r n i n g s .  
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The case i n  which the nonres ident ' s  share  of t h e  c r e d i t  is 
increased t o  60  percent  of t h e  r e s i d e n t  c r e d i t  deserves s p e c i a l
mention. The e f f e c t i v e  fore ign  corporate  r a t e ,  allowing for  the 
imputation c r e d i t ,  now f a l l s  below the U.S. corporate  r a t e .  The 
d i v i d e n d  t o  the individual  shareholder ,  however, cannot be more 
than $100 because the United S t a t e s  w i l l  always c o l l e c t  t h e  
r e s idua l  corporate  tax.  29/  The imputation coun t r i e s  tend t o  
focus on t h i s  po in t .  Thecombined impact i n  the  residence

i 	 country,  they note ,  of r e s idua l  corporate taxa t ion  and no r e l i e f  
a t  the shareholder l e v e l ,  means t h a t  a nonresident can never be 
made "whole" w i t h  a r e s iden t .  

Separate e n t i t y  coun t r i e s  respond t h a t  how they tax  t h e i r  
r e s i d e n t s  i s  not the proper concern of the source country.
Nondiscrimination means equal tax treatment of r e s iden t s  and 
nonresidents  i n  the  source country. Accordingly, nonresidents  
should receive the same imputation c r e d i t  a s  r e s iden t s .  The f a c t  
t h a t  i t  may end up i n  t he  c o f f e r s  of  t he  other  count ry ' s  
t r ea su ry ,  r a the r  than i n  the shareholder ' s  pocket,  is  a choice 
properly l e f t  t o  t he  residence country. 

The 6 0  percent  c r e d i t  a l s o  allows a l l  foreign taxes  t o  be 
c red i t ed  and t h u s  comports w i t h  c a p i t a l  export  n e u t r a l i t y .  The 
f u l l  bene f i t  o f  the l a rge r  c r e d i t ,  however, goes t o  the U . S .  
Treasury. The shareholder receives  the same a f t e r - t ax  income. 
Under these condi t ions ,  i t  is understandable why imputation
coun t r i e s  a r e  r e l u c t a n t  t o  extend the  c r e d i t  t o  nonresidents.  
While a capital-importing country may be w i l l i n g  t o  extend the 
c r e d i t  t o  nonresidents i n  a n t i c i p a t i o n  of  a t t r a c t i n g  more 
investment, t h a t  a n t i c i p a t i o n  w i l l  be f r u s t r a t e d  i f  the  b e n e f i t s  
of e x t e n d i n g  t he  c r e d i t  go t o  the  foreign t r easu ry ,  r a the r  than 
t h e  foreign shareholder.  

In tegra t ion  o f  Foreign Corporate and Domestic Individual  
Taxes. I n  addi t ion  t o  deciding whether nonresidents w i l l-receive the shareholder c r e d i t ,  imputation coun t r i e s  m u s t  decide 
whether foreign corporate  taxes  w i i l  be integrated w i t h  the  
domestic individual  income tax i n  the shareholder ' s  country of 
res idence.  W i l l  a r e s iden t  p o r t f o l i o  shareholder i n  a foreign
corporat ion,  f o r  example, be e n t i t l e d  t o  a c r e d i t  for  foreign 
corporate  taxes  i n  the  same way the  individual  i n v e s t i n g  i n  a 
domestic corporat ion rece ives  a c r e d i t  for  domestic corporate
taxes? Or, w i l l  an individual  receive a c r e d i t  for  domestic 

I 

-29/  The excess,  if any, o f  t he  U . S .  over the foreign r a t e .  




