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I. Introduction
The U.S. auto industry is on the ropes. It has come to Washington, DC,
hat in hand, asking for a $35 billion bailout from the U.S. Congress.1 Without that
support, industry spokesmen say that one or more of the Big 3 – General Motors
(GM), Ford and Chrysler – might not make it through 2009.2 Many reasons are
given for the U.S. auto industry’s lack of competitiveness, including the U.S. tax
system, especially the corporate income tax.3

In comparison with our trading partners, the U.S. statutory corporate tax
rate is relatively high. Among the 30 members of the Organization for
Cooperation and Development (OECD), the United States, with a corporate

1

Dee DePass, Manufacturers Step On the Brakes, STAR TRIBUNE, Dec. 9, 2008, at 2D; Thomas
H. Trimarco, The Big Three: When Will They Ever Learn?, THE BOSTON GLOBE, Dec. 10, 2008, at
A23.
2
Kim Bensinger & Jim Puzzanghera, GM Raises the Stakes, LOS ANGELES TIMES, Dec. 3, 2008,
at A1; Sharon Silke Carty, Automakers Ask For Billions in Loans, Credit; Two Say They’re Nearly
Out Of Money, USA TODAY, Dec. 3, 2008, at 1B.
3
William McGurn, What’s Good for GM Could be Good for America, WALL ST. J., Dec. 1 , 2008,
at A22.
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income tax rate of 35 percent,4 has the second highest statutory corporate tax
rate.5 Only Japan imposes a higher corporate tax rate than does the United
States.6

Not surprisingly, business interests have long sought lower corporate tax
rates – claiming that lower rates will improve U.S. competitiveness.7 They
recently found a powerful and unexpected ally. Rep. Charles Rangel (D-NY), the
chairman of the House Ways and Means Committee, has called for cutting the
top corporate income tax rate from 35 percent to 28 percent.8 The reason he
offers is to improve the competitiveness of U.S. companies.9 And the incoming
Obama Administration has signaled its openness to such a reduction.10

Although the argument that the high U.S. corporate income tax rate hurts
competitiveness resonates around the country and across party lines, there
seems to have been little serious attention devoted to understanding the
mechanism through which the corporate income tax reduces the competitiveness
4

I.R.C. §11.
TAX FOUNDATION, TAX DATA: OECD NATIONS CONTINUE CUTTING CORPORATE TAX RATES WHILE
U.S. STANDS STILL: Federal Plus Provincial/State Corporate Tax Rates for OECD Countries,
2007-2008 (2008), http://www.taxfoundation.org/files/corptaxrates_oecd_change2007-200820080813.pdf .
6
Id. (including state and provincial taxes, the combined tax rate in Japan is 39.54 percent in
2008, whereas the combined tax rate in the United States is 39.25 percent). Although U.S.
corporate tax rates are high relative to the rest of the world, the corporate income tax accounts for
an ever decreasing portion of federal revenues. For decades, corporate tax revenues as a share
of total tax revenues have been declining. See BUDGET OF THE UNITED STATES, HISTORICAL TABLES
(2008),http://www.whitehouse.gov/omb/budget/fy2009/pdf/hist.pdf (Table 2.2 -- percentage
composition of receipts by source). Although the top statutory rate for the U.S. corporate tax rate
is 35 percent, the average tax rate (the total paid as a share of total income) is much lower,
around 22 percent. See Ryan J. Donmoyer & Peter Cook, Rangel Plans Push to cut Top
Corporate Tax Rate to 28 Percent, BLOOMBERG.COM, Nov. 16, 2008,
http://www.bloomberg.com/apps/news?pid=20601087&sid=ag7lSuB.yyII&refer=home. However,
low effective rates combined with high marginal tax rates cannot be ideal. Such a system means
that the tax raises little revenue, but creates large distortions.
7
See PEGGY BREWER RICHMAN, THE TAXATION OF FOREIGN INVESTMENT INCOME: AN ECONOMIC
ANALYSIS 8 (1963); PEGGY B. MUSGRAVE, UNITED STATES TAXATION OF FOREIGN INVESTMENT
INCOME 119 (1969).
8
Donmoyer & Cook, supra note [6].
9
Donmoyer & Cook, supra note [6] (referring to a study by Ernst & Young that found U.S.
corporations paid tax at an average rate of 23.7 percent.
10
DELOITTE, TAX POLICY DECISIONS AHEAD: PRESIDENT-ELECT OBAMA’S CALL FOR CHANGE 1 (2008),
http://public.deloitte.com/media/0163/us_tax_decisionsaheadobama110508.pdf.
5
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of U.S. corporations. The most likely explanation is that economists (who are the
most likely group to write on the economic impact of the corporate income tax)
generally avoid talking about competitiveness because it is not a precisely
defined term in economics as are efficiency and comparative advantage.11 Yet,
the public dialogue about taxes in general and the corporate income tax in
particular is filled with talk about competitiveness. It is my purpose in this essay
to bridge that gap by explaining how the corporate income tax affects U.S.
competitiveness and to evaluate the impact on competitiveness of alternative tax
systems that have been proposed as modifications of and replacements for the
current corporate income tax. Although I use the U.S. auto industry as an
example, the analysis and conclusions are general. They apply to other
industries and even to other countries that have a classic corporate income tax.12

This essay proceeds as follows. In the next Part, I define competitiveness
by first defining the domestic industry and then describing what it means for such
an industry to be competitive. I find that there are in general use two different
and reasonable definitions for the domestic industry and that each definition
implies a somewhat different definition of competitiveness. I, then, narrow the
definitions of competitiveness further to focus on those aspects that are directly
impacted by taxation. In Parts III and IV, I examine how the corporate income
tax impacts competitiveness under the two different definitions of the domestic
industry. In Part V, I provide a diagrammatic representation of the effects
described in Parts III and IV. In Part VI, I considers alternatives to the corporate
income tax and examine the impact of each alternative on competitiveness. Part
VII concludes.

11

See Samuel Brittan, ‘Competitiveness’ Rears Its Ugly Head, FINANCIAL TIMES, Aug. 31, 2007, at
11.
12
A classic corporate income tax is one where the corporate income tax is separate and apart
from the individual income tax. In addition, although this is not always part of the definition of a
classic corporate income tax, but it is important to generate the results described below, foreign
corporate taxes do not generate foreign tax credits for the individual investors, who are the
ultimate owners.
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II. Defining Both Competitiveness and a Domestic Industry
Competitiveness is an often used, but rarely defined term.13 It is often
used to mean different things to different people and at different times. It also
can apply at different levels of the economy. Competitiveness is sometimes said
to be a characteristic of firms, of industries, or even of entire countries.14 It has
the most familiar ring when it applies to industries or sectors, such as in the
phrase “the competitiveness of the U.S. auto industry.”

However, before we talk further about “competitiveness” we should
discuss what it means to have an industry that is identified with a specific nation.
Politicians, the press, and commentators often speak of the “U.S. auto industry”
without being clear what they mean by that phrase. There are at least two
different definitions or meanings for the phrase the “U.S. auto industry.”

Under the most colloquial and frequently used sense of the term, the U.S.
auto industry is the U.S.-based and U.S.-incorporated automobile companies –
the Big 3. The operations of the Big 3 are not confined to the United States.
They are multinational corporations (MNCs) with operations in more than one
country. Under this definition, the global operations of the Big 3 automakers
constitute the U.S. auto industry.15

There is a second definition of the U.S. auto industry. Under that
definition, the U.S. auto industry is the total production of automobiles in the
United States without regard to the nationality of the producing company. There
are two major differences between the two definitions of the U.S. auto industry.

13

See Paul Krugman, Competitiveness: A Dangerous Obsession, FOREIGN AFFAIRS, Mar.-Apr.
1994, at 28.
14
For a thoughtful review of the literature on competitiveness with an emphasis on the wide range
of different definitions employed in the literature, see Eckhard Siggel, International
Competitiveness and Comparative Advantage: A Survey and a Proposal for Measurement, 6
JOURNAL OF INDUSTRY, COMPETITION, ANDTRADE 137, 140-48 (2006).
15
Many cars sold in the United States, whether they bear a U.S. or foreign nameplate, are made
partly in the United States and partly abroad. Ashley Fantz, What Makes a Car American?,
CNN.COM, Dec. 12, 2008, http://www.cnn.com/2008/US/12/12/american.cars/. .
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First, the second definition excludes the foreign production of the Big 3 from the
U.S. auto industry, which the first definition includes. Second, the second
definition includes the U.S. production of other automakers, including Toyota,
BMW and Kia, within the scope of the U.S. auto industry, which the first definition
excludes.16

Neither definition of the U.S. auto industry is right or wrong. Both are
plausible definitions of the U.S. auto industry and both definitions are regularly
used.17 For the purpose of this essay, what is significant about the existence of
two different definitions is that the corporate income tax impacts the
competitiveness of each definition of the U.S. auto industry in a different way.18

That brings us to a search for a definition of competitiveness. A plausible
broad working definition of competitiveness is as follows: an industry is
competitive if it can attract large amounts of capital and labor at attractive rates
and can combine that capital and labor efficiently into a product that it can
(profitably) sell at the market price. Using such a broad definition, it is obvious
that there are many factors that go into making an industry competitive.
Moreover, many of those factors are unrelated or are only tangentially related to
taxation. One factor, however, that is directly affected by taxation is an industry’s
ability to attract capital at favorable rates. Thus, in order to understand how the
corporate income tax affects the competitiveness of the U.S. auto industry we
need to answer the following narrower question: what effect does the corporate
income tax have on the ability of the U.S. auto industry to raise capital? The
16

Foreign-based auto companies now produce more than half of the cars that Americans buy,
with many of those cars produced in whole or part within the United States. Op-Ed, America’s
Other Auto Industry, WALL ST. J., Dec. 2, 2008, at A17. Under the location-based definition of the
U.S. auto industry, such a car is the product of more than one auto industry. In effect, the value
added in each country is the output of each national industry. For expositional purposes, I largely
ignore complications that arise when automakers purchase parts from independent suppliers.
17
See id.
18
The analysis and discussion that follow assume that the Big 3 would pay U.S. corporate
income tax on any future income. These three companies have reported staggering losses over
the years. Any income earned for many years would not be taxed until those losses were used or
expired. In effect, the Big 3 are tax-exempt. However, they might not have been viewed as
effectively tax exempt when they raised funds and made investments.

5

answer to that question depends in part on which definition of the U.S. auto
industry is used.

Under the first definition, the U.S. auto industry is defined as the global
operations and activities of the Big 3 automakers. Viewed from such a
perspective, the U.S. auto industry competes with other national auto industries
where each nation’s industry is constituted by the automakers based in that
country. Thus, the Japanese auto industry is the global production of Toyota,
Nissan, Honda and any other car companies based in Japan. Similarly, the
German auto industry is the global production of Volkswagen, Mercedes-Benz,
and any other car companies based in Germany. These industries compete with
one another globally and locally. Thus, U.S., Japanese and German auto
companies compete with one another to produce and sell cars around the world
and in specific markets, including in the United States, the European Union, and
other jurisdictions.

Because the first definition of the U.S. auto industry focuses on the
nationality of the company that sells the car, not where the car is produced, the
competition between US, Japanese and German auto companies can be
visualized as competition over productive assets located in different locations.19
The various national auto industries can be viewed, for example, as competing
over the opportunity to build another auto plant in the United States. Viewed
from such a perspective, a national industry is more competitive than its rivals if it
values productive assets more highly than do its rivals. Taxation, then, affects
competitiveness through its impact on the relative valuation of productive
assets.20 Thus, the question becomes does the U.S. corporate income tax
reduce the value of productive assets to the Big 3 relative to their value to foreign

19

To the extent that the competition is over where cars are produced that falls under the second
definition.
20
See Michael Knoll, Taxes and Competitiveness (University of Pennsylvania, Institute for Law &
Economics, Research Paper No. 06-28, 2006) available at
http://www.ssrn.com/abstract_id=953074.
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corporations?21 If the answer is in the affirmative, then the corporate income tax
reduces the competitiveness of the U.S. auto industry; otherwise, it does not.

Under the second definition, the U.S. auto industry is defined as the
production of automobiles within the United States without regard to the
nationality of the firms that produce them. The U.S. auto industry, then, includes
the domestic production of the Big 3 as well as the U.S. production of foreign
automobile makes and models. Viewed from such a perspective, the U.S. auto
industry competes with foreign auto industries where each national industry is
defined by auto production occurring within that country regardless of the nation
in which the firms that conduct those activities are based. For example, the
German auto industry is the production of cars in Germany, including the
domestic production of German car companies and the production in Germany of
non-German nameplates, including that of the Big 3 and the Japanese
carmakers.

Viewed from this perspective, the competition that takes place between
the U.S., German and Japanese auto industries takes the form of competition to
produce more cars. Because auto production is a highly capital-intensive
activity, that competition takes the form of competing to attract large amounts of
capital.22 The corporate income tax, then, affects competition through its impact
on investment in auto production in different countries.23 Thus, the question
21

Viewed from such a perspective, competitiveness bears a familiarity to the notion of capital
ownership neutrality (CON), which is closely associated with the work of Mihir Desai and James
Hines. See Mihir A. Desai & James R. Hines, Jr., Evaluating International Tax Reform, 56 NAT’L
TAX J. 487 (2003); Mihir A. Desai & James R. Hines, Jr., Old Rules and New Realities: Corporate
Tax Policy in a Global Setting, 57 NAT’L TAX J. 937 (2004); Mihir A. Desai, New Foundations for
Taxing Multinational Corporations, TAXES, Mar. 2004. It is also similar to the notion of capital
import neutrality (CIN) as originally described by Peggy Musgrave. See Richman, supra note [7],
at 8; Musgrave, supra note [7], at 119. For the argument that CIN has been and still regularly is
used in two inconsistent ways, see Michael Knoll, Reconsidering International Tax Neutrality
(unpublished working paper).
22
The competition for capital is usually visualized as being for private capital, not government
financing. Government financing at nonmarket terms is appropriately excluded from the analysis
because it is at most tangentially connected to the corporate income tax.
23
Viewed from such a perspective, competitiveness is similar to the notion of capital export
neutrality (CEN). See Knoll, supra note [21].
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becomes, does the U.S. corporate income tax discourage investment in
automobile production in the United States relative to investing in such
production abroad? If the answer is in the affirmative, then the corporate income
tax reduces the competitiveness of the U.S. auto industry; otherwise, it does not.

In the next two parts, I examine the impact that the corporate income tax
has on the U.S. auto industry under each of the two different notions of the
competitiveness of the industry described above. For each definition of the U.S.
auto industry, I describe how the corporate income tax directly affects
competitiveness. In each case, I describe where that effect occurs and under
what circumstances. I also discuss how any disadvantage in competitiveness
can be remedied.

III. Taxes and Competitiveness of Domestically-Based MNCs24
In the last Part, I described the two different ways of defining a domestic
industry – global production of domestically-based producers and domestic
production of all producers regardless of where they are based. In this Part, I
also describe the link between the corporate income tax and the competitiveness
of the domestic industry under each definition. Under the first definition, the
corporate income tax hurts competitiveness if it reduces the value of productive
assets to domestically-based firms relative to their value to foreign-based firms.
Under the second definition, the corporate income tax hurts competitiveness if it
discourages investment in the home country. In this Part and the next Part, I
assess what impact the corporate income tax has on the relative valuation of
assets by domestically-based and foreign-based corporations and on the location
of investment.
24

In which jurisdiction a firm is based is not always an easy question to answer unambiguously.
Under U.S. tax rules, a corporation’s home country is the nation where it is incorporated. Many
other countries use a facts-and-circumstances approach to determine where a corporation’s
home is. Such an approach makes tax planning more difficult, but it does not always yield clear
answers. See generally Mitchell Kane & Edward Rock, Corporate Taxation and International
Charter Competition, 106 MICH. L. REV. 1229 (2008).
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Under the first definition, the U.S. auto industry comprises the global
production of U.S.-based automakers – the Big 3. Taxation affects the
competitiveness of that industry by influencing whether the U.S. auto industry or
its foreign rivals own specific assets.

From a finance perspective, taxation affects the ownership of assets in a
different manner when the purchasing entity is taxed separately from the ultimate
investors who are the beneficial owners of the assets than when the entity is an
untaxed pass through.25 When the competition takes place among investors,
each investor compares the after-tax return on alternative investments to the
after-tax rate of return on the investment under consideration. The investor will
choose the investment under consideration only when the (risk-adjusted) aftertax rate of return on that investment exceeds that on alternative investments. In
such circumstances, an investor is not at a tax-induced disadvantage in the
competition to acquire a specific candidate asset simply because it is taxed more
highly than its competitor on the income from that asset. Instead, the first
investor is only at a tax disadvantage if it is taxed more highly on the candidate
investment relative to alternative investments (commonly called the benchmark
asset) than is its rival.26

When, however, the competition takes place not among investors, but is
instead among entities that raise funds and invest those funds in projects, the
relevant decision is deciding through which entity to invest. Tax considerations
favor investing through the lowest taxed entity. When an investment is made

25

When the entity is taxed, but the income earned and the taxes paid by the entity are attributable
to the investor or are creditable as with the indirect foreign tax credit (I.R.C. §§ 902, 960(2006)),
then the entity is effectively an untaxed pass-through entity for tax purposes.
26
I make this argument in Knoll, supra note [20], and apply it in Michael S. Knoll, The UBIT:
Leveling an Uneven Playing Field or Tilting a Level One?, 76 FORDHAM L. REV. 857 (2007) and
Michael S. Knoll, Taxation and the Competitiveness of Sovereign Wealth Funds: Do Taxes
Encourage Sovereign Wealth Funds to Invest in the United States?(University of Pennsylvania,
Institute for Law and Economics, Research Paper No. 08-28, 2008), available at
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1291878.
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through a more highly taxed entity, an additional tax burden is imposed on that
investment. Thus, when the competition is among entities, tax considerations
favor the lowest taxed entity. That is to say, absolute levels of taxation determine
who has a tax-induced advantage in competitiveness. In contrast, when the
competition is across investors, it is the relative level of taxation that determines
who has a tax-induced advantage.

From a tax perspective, what distinguishes corporations from other
investment entities that pool funds from investors is that the corporations are
taxed separately from their investors.27 Because corporations are separately
taxed entities, the corporate income tax operates as a toll charge on investments
made through corporations.28 When the toll charge differs across companies, the
corporate income tax affects the competitiveness of one company relative to
another. Companies that pay the corporate income tax at a higher effective tax
rate than their competitors are at a tax-induced disadvantage in competitiveness,
and conversely. In effect, the higher tax rate raises the company’s hurdle rate on
new investments because the return must pay both the tax and the investor who
presumably requires the same return regardless of the entity through which the
investment is made.

Given the operation of the U.S. corporate income tax, the effect of the
corporate income tax on competitiveness depends upon where income arises.29
For investments that produce income in the United States, the U.S. corporate
income tax is assessed on that income whether the parent corporation is a U.S.
or a foreign corporation.30 Thus, when it comes to acquiring productive assets in

27

In the tax literature, this is referred to as a classic corporate income tax. Corporate income is
taxed twice: once at the level of the individual and then again at the level of the investor.
28
This argument is made in Knoll, supra note [20] and Michael Knoll, Business Taxes and
International Competitiveness, (University of Pennsylvania, Institute for Law and Economics,
Research Paper No. 08-12, 2008) available at http://www.ssrn.com/abstract=1138374.
29
There are elaborate and complex source rules that determine what jurisdiction has the primary
right to tax a given income stream.
30
I.R.C. §11(2006).

10

the United States, the U.S. corporate income tax does not disadvantage U.S.based firms relative to their foreign-based rivals.31

However, for investments that produce income outside of the United
States, the U.S. corporate income tax disadvantages U.S.-based corporations
relative to their foreign-based counterparts. Because the United States imposes
tax on a worldwide basis, U.S. corporations pay U.S. tax on their foreign source
income.32 To avoid double taxation, U.S. taxpayers receive a foreign tax credit
(FTC) for taxes paid to foreign governments on their U.S. source income.33 That
credit, however, is limited by the U.S. tax that would have been paid on that
income.34 Thus, when it comes to making investments in overseas assets, the
U.S. corporate income tax imposes an additional or incremental tax.35 That tax
disadvantages U.S. corporations relative to foreign corporations that do not pay
an additional tax.36

In general, the disadvantage that a U.S.-based corporation faces abroad
is greater the lower is the tax rate in the host jurisdiction relative to that in the
United States. Thus, the disadvantage is likely to be large when the host
jurisdiction uses tax incentives to attract foreign investment. When offered to

31

The discussion in the text ignores any difference in the ability of U.S.-based and foreign-based
companies to set internal transfer prices in a manner that reduces taxes.
32
I.R.C. § 11 (2006). (does not limit taxable corporate income to U.S. source income). Although
the United States is often said to come closer to a pure worldwide tax system than almost any
other country, the U.S. tax system falls short of that ideal by not having an unlimited foreign tax
credit and by deferring taxation on some classes of foreign income.
33
I.R.C. § 901 (2006).
34
I.R.C. § 904 (2006).
35
Under some circumstances, U.S.-based corporations will have an advantage in the competition
to acquire foreign assets. Specifically, when the U.S. corporate tax rate is below the foreign
corporate tax rate and the foreign taxes are fully creditable in the United States, then U.S.-based
firms will value the assets more highly than domestic firms. In effect, the toll charge has become
a subsidy.
36
That disadvantage is reduced, but not eliminated by deferral. Moreover, because of the
possibility of using FTCs from one country to offset income earned in another country, for any
specific investment the U.S. corporation might have either an advantage or disadvantage relative
to foreign competitors. It is, however, likely because the United States collects revenue on
foreign source income that on average U.S. corporations are disadvantaged by the corporate
income tax. Moreover, the enactment of any proposals that would reduce deferral would reduce
the competitiveness of U.S.-based MNCs abroad.
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U.S.-based corporations, such incentives will ultimately end up in the U.S.
treasury. In contrast, when offered to foreign-based corporations that are not
taxed on a worldwide basis, those tax incentives will likely redound to the benefit
of the recipient firms.37

As suggested immediately above, that disadvantage is not inherent in the
corporate income tax. Instead, the disadvantage is a result of the United States
taxing U.S. corporations on their worldwide income. Many countries do not tax
their domestic corporations’ worldwide income. Some countries tax only the
income earned within the jurisdiction. Jurisdictions that do not tax the foreign
source income of residents and domestically-based corporations are said to
employ a source-based or a territorial tax system. It follows that if the United
States were to stop taxing the foreign source income of U.S. corporations, it
could eliminate the disadvantage described above. In such circumstances, the
U.S. corporate income tax would no longer operate as a toll charge on U.S.
corporations investing abroad.

To eliminate the disadvantage faced by U.S. corporations, the United
States does not have to go as far as adopting a pure territorial tax system. No
country uses either a pure worldwide or a pure territorial tax system; most
countries use hybrids that combine both systems. Under the most frequently
used hybrid, active income is taxed only where it arises, whereas passive income
is taxed on a worldwide basis. In practice, such an approach results in taxing
corporate income where it arises and individual income at the investor’s
residence. Accordingly, if the United States were to adopt such a hybrid, the
U.S. corporate income tax would not operate as a toll charge on foreign source
income and U.S.-based corporations would not be disadvantaged when investing
overseas.
37

See Michael Knoll, International Competitiveness, Tax Incentives and a New Argument for Tax
Sparing: Preventing Double Taxation by Crediting Implicit Taxes (University of Pennsylvania,
Institute for Law and Economics, Research Paper No. 08-21), available at
http://www.ssrn.com/abstract=1138374.
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IV. Taxes and the Competitiveness of Domestic Production
The corporate income tax also affects competitiveness when the domestic
industry is defined by productive activity located within a nation. As described
above, a domestic industry is competitive if it attracts large amounts of capital.
Taxation, then, can hinder the competitiveness of such an industry by
discouraging local investment.

In order to understand how the corporate income tax discourages
investment in U.S. automobile production, consider an investment that will occur
in either the United States or Asia. The investment might be in the production of
a new fuel efficient automobile to be sold in Europe. If the cars are produced in
the United States, whether by U.S.- or foreign-based corporations, U.S.
corporate tax is imposed on the income that arises in the United States. If,
however, those cars are produced in Asia by non-U.S. corporations, no U.S.
corporate taxes are imposed on that income. The only taxes collected on the
income from the production of those vehicles will be the taxes imposed by the
country of origin. Thus, if the U.S. corporate tax rate exceeds the corporate tax
rate in the alternative Asian jurisdiction, then the U.S. corporate income tax will
reduce the return from investing in the United States relative to the return from
making the same investment in Asia. That, in turn, will increase the hurdle rate
for such investments in the United States relative to the rate for investments in
Asia. Therefore, if the corporate income tax rate in the United States is higher
than the rate in Asia, then the U.S. corporate income tax will discourage
investments in the United States in favor of investment in Asia.

Although the investment dampening effect of the corporate income tax is
easiest to see when the output is sold in a third jurisdiction, the same logic
applies when the output is sold in the United States or in the country of origin. In
such cases, long-standing income tax principles call for the division of total

13

income into the income from production and the income from sale.38 Because
the income from sale arises in the importing jurisdiction, it is only the income from
production that arises where production occurs. Thus, the U.S. corporate income
tax by raising the hurdle rate for investment in the United States drives capital
investment toward other jurisdictions. Hence, the second way that the U.S.
corporate income tax harms the competitiveness of U.S. industries is by
discouraging investment in productive activities in the United States in favor of
investment elsewhere.39

I have several observations to offer about how the U.S. corporate income
tax discourages investment in the United States. First, it is possible to have a
corporate income tax without such an effect. If all countries in which auto
producers are based were to tax their domestically-based corporations on their
worldwide income (with an unlimited foreign tax credit), then the corporate
income tax (and even high corporate tax rates) would not disadvantage domestic
production. In such a case, all automobile producers will face the same tax rate
wherever they produce. Thus, no nation will have an advantage over another in
attracting investment into the auto industry.40

It follows that the form of the corporate income tax that does not
disadvantage U.S. production is largely the form that does disadvantage U.S.based corporation’s overseas activities. When the domestic industry is defined
38

As discussed further below in connection with formulary apportionment, income is not
apportioned among countries, but instead the income arising in each country is taxed first by that
country. Other countries through which that income might pass have only a secondary right to
tax that income.
39
The corporate income tax is not the only tax that discourages domestic production. The
individual income tax has the same effect so long as individuals and noncorporate entities (such
as partnerships, LLCs, S corporations) are engaged in capital-intensive productive activities that
can move offshore. In such circumstances, the U.S. income tax will raise the hurdle rate on
investments in the United States. That, in turn, will discourage investment in the United States,
thereby driving such investment abroad. Thus, the detrimental effect of income taxation on
production in the United States is broader than the corporate income tax. As with the corporate
income tax, the effect can be cured by global adoption of a worldwide tax system with an
unlimited foreign tax credit. Absent such coordination, countries with high tax rates will be
disadvantaged in the competition to attract investment.
40
Of course, auto producers based in low-tax jurisdictions will have a tax-induced advantage in
attracting capital and producing automobiles. That is just the result in Part III above.
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by the production of U.S.-based corporations, the corporate income tax harms
U.S. competitiveness when it is imposed on a worldwide basis. In that case,
switching from a worldwide to a territorial corporate income tax will cure the
injury. In contrast, when the domestic industry is defined by the production of
corporations in the United States, the corporate income tax harms U.S.
competitiveness when it is imposed on a territorial basis.

There is, however, an important difference between the two examples. As
described in the last Part, the United States can improve the competitiveness of
U.S.-based MNCs without dropping its corporate income tax rate by unilaterally
moving to a territorial tax system. In this Part, I show that although the United
States can unilaterally reduce the disadvantage to production in the United
States by reducing the U.S. corporate tax rate, it cannot reduce that
disadvantage by unilaterally moving closer to a worldwide tax system. The
source of the disadvantage is not that the United States does not have a pure
worldwide system tax, but it is instead that other countries from which investment
in the United States comes do not have worldwide corporate income tax
systems. In order to eliminate the disadvantage to U.S. production without
lowering U.S. tax rates (or raising foreign tax rates) requires global coordination –
other countries must adopt worldwide taxation – and that is not likely to happen.
Indeed, the trend is away from worldwide taxation to the hybrid system described
earlier.

It follows that it is possible for the corporate income tax to produce both
types of harmful effects at the same time. If the United States has a worldwide
corporate income tax at a high rate, then that tax will operate as a toll charge on
overseas corporate investments by U.S. MNCs, thereby disadvantaging U.S.based MNCs relative to their foreign competitors. In addition, if foreign
governments tax foreign-based MNCs on a territorial basis, then the high U.S.
corporate income tax will also discourage corporate investments in the United
States. Because the above is a reasonably accurate description of current
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corporate income tax practices in the United States and the rest of the world,
there is good reason to believe that both effects are now occurring.

V. A Diagrammatic Representation of How the Corporate Income Tax Affects
Competitiveness

The impact of the corporate income tax on competitiveness can be
expressed diagrammatically. Some notation will help. Denote the before-tax
rate of return by R. I use the subscripts EU and US to denote whether an asset
is located in the European Union or the United States and the same superscripts
to denote whether the asset is owned by an EU or US corporation. Also, I
denote the US corporate income tax rate by t.41

Let the vertical axis in figure 1 represent where productive assets are most
efficiently located. At the bottom of figure 1 are assets where the efficiency
advantage from locating those assets in the United States is the greatest. At the
top are assets where the efficiency advantage from locating those assets in the
European Union is the greatest. The horizontal solid line represents the point
where there is no efficiency gain from locating the asset in either the United
States or the European Union.42 Accordingly, if there are no distortions affecting
the location of assets, then all assets above the horizontal solid line are located
in the European Union and all assets below that line are located in the United
States.

Let the horizontal axis represent who owns those productive assets. On
the far left are the assets where the productivity advantage from US ownership is
greatest. On the far right are the assets where the productivity advantage from
41

In practice, one would want to use the effective marginal tax rate (EMTR) – the present value of
additional taxes paid on an incremental dollar of income – and not the statutory tax rate. For a
discussion of EMTRs, see SCHOLES et al., TAXES AND BUSINESS STRATEGY 186 (3d ed. 2005).
42
That is to say, RUS = REU. Below that line, RUS > REU, and above that line, RUS < REU.
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EU ownership is greatest. The solid vertical line represents the point where U.S.
and EU ownership are equally productive.43 Accordingly, if there are no
distortions affecting the ownership of assets, then all assets to the right of the
solid vertical line are EU owned and all assets to the left of that line are US
owned.

Figure 1, thus, contains four quadrants, where each quadrant represents a
different combination of efficient location and ownership. The bottom left
quadrant contains assets that are efficiently located in the United States and US
owned.44 The bottom right quadrant contains assets that are efficiently located in
the United States and EU owned.45 The top left quadrant contains assets that
are efficiently located in the European Union and US owned.46 Finally, the top
right quadrant contains assets that are efficiently located in the European Union
and EU owned.47 If taxation does not distort the location and ownership of
assets, then all productive assets will be located where they are most efficiently
located and owned by their most efficient owner.48

As described in the text above, the introduction of a corporate income tax
into the United States will reduce US competitiveness. One effect of such a tax
is to raise the before-tax rate of return in the United States relative to that in the
European Union. That effect is represented by the horizontal dashed line below
the horizontal solid line. Accordingly, the assets between the two horizontal lines
are the assets that are most efficiently located in the United States, but which as
a result of the United States imposing a corporate income tax are located in the

Thus, at the line, RUS = REU. To the left of that line, RUS > REU, and to the right of that line, RUS
< REU.
44
In the bottom left quadrant, RUSUS > REUUS, RUSEU, REUEU.
45
In the bottom right quadrant, REUUS > RUSUS, RUSEU, REUEU.
46
In the top left quadrant, RUSEU > REUUS, RUSUS, REUEU.
47
In the top right quadrant, REUEU > REUUS, RUSEU, RUSUS.
48
The analysis and discussion in the text do not distinguish among different owners from the
same country. In other words, it is implicitly assumed that all potential owners from any country
are taxed the same. If different owners are taxed at different rates, then the analysis is more
complicated and the distortions are likely to be even greater.
43
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European Union instead of the United States. Those assets are indicated by the
area marked by the letters A, B and C.

Because investors keep only their after-tax return, equilibrium in the
market for the location of assets requires that the after-tax rate of return on
assets in the United States and the European Union is equal. Assuming that the
United States does not tax the EU income of U.S.-based MNCs, the after taxreturn of corporate capital in the United States equals the before-tax return in the
European Union.49 Thus, assets that are more productive in the United States
than in the European Union, but are not sufficiently more productive in the United
States to cover the U.S. tax,50 will migrate from the United States to the
European Union. That migration is greater the higher is the U.S. tax rate.

The second effect of the United States enacting a corporate income tax,
assuming that the tax is assessed on a worldwide basis, is to impose a toll
charge on U.S. companies that invest abroad. In the example, the toll charge will
raise the hurdle rate for investments by US corporations in the European Union.
Those investments where the productivity advantage from US ownership is
insufficient to compensate for the higher hurdle rate brought about by the
corporate income tax will shift from US to EU ownership.

In figure 1, the vertical dashed line only goes down as far as the horizontal
dashed line. That is because the toll charge only impacts investments by U.S.
corporations’ abroad. It does not affect domestic investments. Thus, those
assets above the horizontal dashed line and to the right of the vertical dashed
line are assets located in the European Union and EU owned. Assets above the
horizontal dashed line and to the left of the vertical dashed line are assets
located in the European Union and US owned. Accordingly, the assets where

49
50

That is to say, in equilibrium, RUS (1-t) = REU.
That is to say, REU/(1-t) > RUS > REU.
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ownership is shifted are those between the vertical lines. Those assets are
indicated by the area marked by the letters B and D.

Analogously to the situation with location, equilibrium requires that the
after-tax return on US and EU owned assets is equal at the margin. For assets
located in the European Union that implies that at the margin the after-tax rate of
return on capital owned by a US-based MNC equals the before-tax rate of return
on capital owned by an EU-based corporation.51 Thus, the adoption by the
United States of a corporate income tax will cause assets located in the
European Union that are more productive in US hands than in EU hands, but not
sufficiently more productive to cover the tax, 52 to migrate from US to EU
ownership. Once again, that migration is greater, the higher the U.S. tax rate.

Figure 1
Graphical Depiction of How Corporate Income Tax
Hurts Competitiveness
RUS(1-t)=REU

D

EU located

RUS=REU

A

B

C

US located

US owned
51
52

RUS=REU

That is to say, RUSEU (1-t) = REUEU.
That is to say, REUEU (1-t) > RUSEU > REUEU.
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EU owned

RUS(1-t)=REU

The current environment can be characterized as follows: The United
States has a relatively high corporate tax rate; the United States has worldwide
tax system for its MNCs; most other countries have territorial tax systems for
their MNCs. Thus, the harm to U.S. competitiveness from the corporate income
tax is represented by the areas labeled A, B, C, and D. The assets in these
areas have shifted their location (A and C), ownership (D) or both (D) from the
United States to the European Union.

VI. Replacing the Corporate Income Tax with Other Taxes
In Parts III and IV, and diagrammatically in Part V, I described two
separate mechanisms whereby the corporate income tax can harm the
competitiveness of domestic industries. First, a worldwide corporate income tax
disadvantages home country MNCs in the competition to acquire productive
assets abroad. Second, an income tax, corporate or otherwise, discourages
production in the country that imposes such a tax by raising the hurdle rate on
investments taking place in that country. In this Part, I consider the possibility of
replacing the corporate income tax with other taxes and examine the impact on
both conceptions of competitiveness of such provisions. The tax systems
examined below are a value added tax (VAT), formulary apportionment, a cost of
capital allowance (COCA), and fixed in lieu of tax payments.

Value Added Tax (VAT). A VAT is a percentage tax on the value added at
each stage of production.53 In essence, a VAT is an alternative method of
collecting a retail sales tax. The advantage of a VAT is that it is harder to evade
than a retail sales tax because with the VAT each firm in the chain of production
is liable for the taxes on the total value of its sales, but it receives a credit for
taxes paid by suppliers below it in the chain of production that are supported by
invoices. As a result, cheating at one level increases the tax burden at the next

53

The value added is the difference between the sale price of the firm’s output and the purchase
price of its material inputs used in production.
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level. That feature gives purchasers an incentive to police their suppliers, which
helps curb evasion.

There is a substantial literature on the questions should the United States
adopt a VAT and if so what taxes should it replace. That debate although civil
and mostly scholarly is not conclusive. The issue remains contentious.
Nonetheless, a VAT can improve the competitiveness of the United States by
eliminating the two competitiveness disadvantages brought about by the
corporate income tax. First, a VAT can eliminate the distortion where capital is
located. Most countries that employ a VAT rebate the tax on exports and impose
the tax on imports. As a result, there is no incremental tax based on where the
product is produced. That is easy to see when the good is exported. When it is
imported, the VAT is the same whether the item was produced domestically or
imported. Thus, a VAT does not discourage production at home relative to
production abroad.54

Second, a VAT can also eliminate the toll charge that disadvantages
domestically-based MNCs with foreign productive activities. That is also easy to
see. With a VAT, there is no differential tax liability and hence no toll charge
imposed on the foreign activities of domestically-based MNCs.55

Although replacing the corporate income tax with a VAT has the potential
to eliminate the deleterious effects on competitiveness, building political support
for such a reform is likely to be difficult. One argument that is likely to be leveled
against replacing the corporate income tax with a VAT is that the former is
assessed only on corporations whereas the latter applies equally to both
corporate and noncorporate producers. There is no consensus as to who bears
54

See, e.g., The Presidential Advisory Panel on Tax Reform, Final Report 167-72 (Nov. 2005),
available at http://www.taxreformpanel.gov/final-report/. However, economists disagree over the
extent to which replacing the corporate income tax with a VAT will reduce the U.S. trade deficit.
See, e.g., Michael J. Graetz, 100 MILLION UNNECESSARY RETURNS: A SIMPLE, FAIR AND
COMPETITIVE TAX PLAN FOR THE UNITED STATES 68 n.4 (2008).
55
I am not aware of other negative competitiveness effects from a VAT. Thus, it appears that a
VAT can remedy the negative effects of the corporate income tax without introducing new ones.

21

the economic burden of the corporate income tax.56 It is, thus, unlikely that a
consensus will emerge to eliminate the tax and provide a windfall to an
unspecified group of taxpayers.57 Thus, I next look at alternatives to the current
corporate income tax that are directed explicitly towards corporations.

Formulary Apportionment. One proposal that has received much attention
lately is to replace the existing corporate income tax with a system of formulary
apportionment. With formulary apportionment, each corporation’s global income
is allocated among jurisdictions with each jurisdiction taxing only the income
allocated to it. The formula that is used to allocate income is a weighted average
of three variables: capital, wages, and sales. The advantage of formulary
apportionment (which is similar to the method used to apportion income across
states within the United States) is that it avoids the need to calculate transfer
prices in order to assess the income that arises in each jurisdiction.

Immediately below, I assess the impact of formulary apportionment on
both conceptions of competitiveness. Not surprisingly, the impact will depend
upon which factors are included in the formula (that is to say, have a nonzero
weight) and the weight assigned to each factor. I first examine the impact on
domestic production and then the impact on domestically-based MNCs.

Obviously, a corporate income tax system using formulary apportionment
will discourage capital investment in the country that imposes the tax if capital is
included in the formula. Also, since wages and capital are often complements,
56

See generally William L. Randolph, International Burdens of the Corporate Income Tax
(Congressional Budget Office, Working Paper No. 2006-09, 2006), available at
http://www.cbo.gov/ftpdocs/75xx/doc7503/2006-09.pdf (discussing some of the large and largely
contradictory literature on the burden of the corporate income tax).
57
The reduced tax on corporations from replacing the corporate income tax could be offset by a
VAT only on corporations. If a general VAT is enacted, then this would function as a higher level
VAT on the consumption of items produced by corporations. Administering such a tax would
require information on corporate and noncorporate value added for imports. That information
might be difficult to obtain. And, of course, such a system would encourage noncorporate over
corporate production, as does the current corporate tax system. However, if it could be
administered, it would maintain the higher tax on corporate activity without harming
competitiveness under either definition.

22

having wages in the formula is also likely to discourage domestic production.58 In
contrast, allocating income based solely on sales, as has been advocated by
Reuven Avi-Yonah and Kimberly Clausing,59 has the potential to be neutral with
respect to the location where production occurs. That is because if the only
variable in the allocation formula is sales, then the tax liability is independent of
where production takes place as long as the producer is vertically integrated into
the jurisdiction where the final sale occurs. The problem, however, with an
allocation formula that places a heavy emphasis on sales, especially when tax
rates are high, is that the location where a sale occurs can be manipulated. In
addition, differential tax rates across jurisdictions will affect the incentive to
integrate vertically.60 That is an inefficient and undesirable feature of a system of
formulary apportionment that relies heavily on sales.

Not surprisingly, the impact of formulary apportionment on the
competitiveness of domestically-based firms also depends on the factors chosen
and their weights. Nonetheless, formulary apportionment likely does a good, but
imperfect job, of eliminating any toll charge. The job is imperfect because unless
the return on capital is the same on all investments regardless of where they are
located or when they were made, then there will be some toll charge (either
positive or negative) on all investments.

Cost of Capital Allowance (COCA). The second possibility is a cost of
capital allowance (COCA). Such a system imposes tax at a rate that is a function

58

Presumably, it would also be politically implausible to have wages in the formula, but not
capital.
59
Reuven Avi-Yonah & Kimberly A. Clausing, A Proposal to Adopt Formulary Apportionment for
corporate Income Taxation: The Hamilton Project (Univ. of Michigan Law & Econ., Olin Working
Paper No. 07-009, available at http://ssrn.com/abstract=995202.
60
For example, when the product is used in a low-tax jurisdiction, there is an incentive for the
producer to vertically integrate into that country to obtain the benefit of a low tax rate.
Conversely, when the product is used in a high-tax country, the producer has an incentive not to
integrate into that country and perhaps to sell that product to a third party in a low-tax country
who will in turn import it into the country where it will e used.
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of the corporation’s total amount of outstanding capital – debt plus equity.61 The
principal justification for such a system is that it eliminates the incentive to shift
corporate capital away from equity and towards debt.62 If under COCA, a
corporation is taxed as if all of its capital is located in its home jurisdiction, then
the tax system will not distort the location of real investment, but it will discourage
investment through corporations based in high-tax jurisdictions. That is to say,
the tax system will reduce the competitiveness of domestically-based industries,
but it will have no effect on the competitiveness of industries defined by where
real investment takes place. Alternatively, if the corporation’s capital is
considered to be located where the real investments are made, then the tax
system does not operate as a differential toll charge based on where
corporations are located, but it does distort where real investment takes place.
That is to say, the tax system will reduce the competitiveness of those industries
that produce in the country imposing the tax, but it will have no effect on the
competitiveness of industries based in that country. Thus, COCA can eliminate
either one or the other competitiveness dampening effects of the corporate
income tax (depending upon where the capital is deemed to be located), but it
cannot simultaneously eliminate both effects.

Payments in Lieu of Taxes. The final possibility is not a tax per se, but a
system of preset payments “in lieu of taxes.” Under such a proposal,
corporations in exchange for being relieved of the obligation to pay the corporate
income tax would pay a fixed amount per year for a set number of years. A
formula would have to be worked out that is a function of past taxes, current
assets, market valuation, etc. That amount will vary across corporations, but
such amounts will not vary with the future activities or economic performance of

61

For a well-known example, see Edward D. Kleinbard, The Business Enterprise Income Tax: A
Prospectus, 106 TAX NOTES 97 (2005).
62
That shift increases bankruptcies with their attendant private and social costs and encourages
investment in assets that can support debt relative to assets that can support equity.
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the covered corporations.63 Because for each corporation, these payments are
fixed, they will not affect competitiveness under either definition.

I do not want to minimize the political and other challenges in designing
and implementing such a system. However, the advantage of replacing the
corporate income tax with a system of “in lieu of tax” payments is that it has the
potential to cure the competitiveness problems brought about by the corporate
income tax without providing a substantial windfall to an unidentified class of
taxpayers.

VII. Conclusion
Throughout the campaign and since the election, the Obama camp has
repeatedly stated that improving U.S. competitiveness is one of its primary
economic goals.64 Politicians, the press and policy analysts regularly assert that
the corporate income tax hurts U.S. competitiveness, and the incoming Obama
Administration has signaled its openness to reducing that tax.65 Yet, in spite of
frequent assertions across the political spectrum that the corporate income tax
hurts U.S. competitiveness, the connection between the corporate income tax
and competitiveness has not been carefully spelled out. In this essay, I use the
U.S. automobile industry as an example in order to explore that connection.
Although much of the discussion and analysis above focuses on the U.S.
automobile industry, the methodology and the results are not confined to a single
industry or country.

As described above, the U.S. corporate income tax directly harms the
competitiveness of U.S. industries in one of two ways depending upon how the

63

Such a system would be the corporate equivalent of a head tax with different assessments on
different taxpayers.
64
Deloitte, supra note [10], at 3.
65
Deloitte, supra note [10], at 1.
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U.S. industry is defined.66 First, when the national industry is defined in terms of
where production occurs without regard to where the corporations producing that
output are based, the corporate income tax hurts competitiveness by raising
domestic tax rates, thereby raising the hurdle rate on domestic investment, which
in turn discourages investment at home in favor of investment abroad. Second,
when the national industry is defined in terms of the nation where producers are
based, the corporate income tax hurts competitiveness by operating as a toll
charge on activities undertaken abroad. Such a toll charge raises the hurdle rate
on foreign direct investment, which in turn discourages investment through the
affected firm relative to investments made through untaxed or lower-taxed
corporations from other countries.

Moreover, because there are two different mechanisms through which the
corporate income tax harms competitiveness, there is no version of the corporate
income tax – short of universal harmonization of corporate tax rates – that does
not impact the competitiveness of at least one or the other type of domestic
industry. However, in the circumstances in which the United States finds itself
currently – a high corporate tax rate; U.S. corporations are taxed on a worldwide
basis; and most foreign corporations are taxed on a territorial basis – both effects
are likely to occur.

Accordingly, if the government is serious about reforming the tax system
so as to improve U.S. competitiveness, it should scrap the corporate income tax
and replace it with other taxes.67 A good candidate to replace the revenue that
would be lost from eliminating the corporate income tax is a VAT. A VAT with

66

The corporate income tax can also have indirect effects on U.S. competitiveness. The analysis
of such effects will usually entail a detailed analysis of the affected industry including its use of
specific tax provisions.
67
I assume that in light of the large projected deficits that eliminating the corporate income tax
without raising other taxes is unacceptable.
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border adjustments will avoid both of the current corporate income tax’s effects
on competitiveness.68

However, it raises an interesting question of political economy. No one
knows who bears the burden of the corporate income tax. Accordingly, in these
difficult economic times and with budget deficits ballooning can there be a
political consensus to provide such a large windfall to a group that cannot be
identified?

When the debate over tax reform and tax rates heats up – and it soon will
– central issues in that debate will be what should happen to the corporate
income tax and if corporate tax rates are reduced what should replace the
foregone revenue. A better understanding of the connections between the
corporate income tax and competitiveness should raise the level of that debate
and that might even lead to a better tax system.

68

A VAT does not harm corporate competitiveness because it is the economic equivalent of a
sales tax, which is a tax on consumption, not production. In a closed economy, a tax on
consumption is a tax on income because income is ultimately consumed. However, in an open
economy, there is no reason to presume that the income in any one country will be consumed in
that country. Thus, in an open economy, such as the real economy, a consumption tax does not
fall on income.
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