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In this article, Furchtgott-
Roth suggests that inver-
sions are patriotic and that
they benefit the U.S.
economy because the earn-
ings can be repatriated tax free. Thus, all those
earnings can be used for investment or job creation.
Despite threats from President Obama, inversions
will not vanish until corporate tax rates are lower
and the United States moves to a territorial tax
system.
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President Obama is threatening to use his powers
of executive order to stem the flood of inversions
that is gripping the U.S. multinational corporate
scene. Since 2012 about 15 inversions have oc-
curred, with another half-dozen deals in progress.
Treasury Secretary Jacob Lew on September 8 called
for tax legislation banning inversions retroactive to
May 2014.! Some have suggested that Obama will
issue a retroactive executive order on the grounds
that he threatened to end inversions in May, so
companies would know not to do them.

A retroactive executive order that would stop
inversions is even less credible than Obama’s Sept-
ember 10 threats against Syria, Russia, and the
Islamic State of Iraq and Syria. At least with foreign
policy, the president has the power to act unilater-
ally if he wants to. Tax bills must originate in the
House, be voted out of Congress, and then sent to
the president’s desk for signature.

As previously reported in these pages, Burger
King Worldwide Inc. announced its intention to
merge with Canadian doughnut chain Tim Hortons
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Inc.2 Inversions are not limited to pharmaceuticals
and medical device companies. Any U.S. company
with operations abroad has an incentive to invert,
especially if it wants to bring capital back to the
United States. Now that Burger King announced its
intention to invert, other fast-food chains might be
tempted to follow suit.

The best option, proposed by people as different
as Boston University professor Laurence J. Kot-
likoff> and former Washington Post columnist Ezra
Klein,* would be to get rid of the corporate tax
altogether and raise taxes on corporate distributions
such as dividends and capital gains, which now
receive preferential treatment because they are al-
ready taxed once at the corporate level.

The United States raised $274 billion from the
corporate tax in 2013, according to the Congressio-
nal Budget Office. That is just 10 percent of all U.S.
revenue, and the tax costs millions of dollars to
administer.> Most importantly, the tax effectively
discourages investment in the United States.

Obama has the power to ban foreign companies
from being federal contractors, but that might vio-
late WTO regulations.

Inversions are happening because the U.S. tax
code is out of line with foreign tax codes. Until that
changes, inversions will continue.

Although Republicans, Democrats, and Obama
call for a lower corporate tax rate, it has yet to be
voted out of Congress and signed by the president.
One reason for that may be that tax bills have to be
revenue neutral to pass under what are generally
static “pay as you go” rules. That means if the
corporate tax rate decreases, another tax should go
up to pay for the missing revenue.

But Congress often ignores the pay-go rules in
the context of spending. It increases spending in
some programs without lowering spending else-
where. That is in part why federal spending has
increased by more than $500 billion over the past 10
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years, after adjusting for inflation.® It is not that
Congress is fastidious about spending.

A company can finance capital expenditures in a
variety of ways. Those include using net income or
retained earnings from prior years, borrowing, and
raising new equity. For U.S. corporations with in-
ternational subsidiaries with substantial earnings
accumulated abroad, there is a temptation to repa-
triate that capital and use it to expand. But that
would trigger the 35 percent tax.

One common technique to finance capital expen-
ditures is to borrow from a financial institution or
even from an affiliate. If borrowing costs are high
and likely to increase as interest rates rise over the
next few years as expected, repatriating funds be-
comes more appealing. Inverting can save compa-
nies millions of dollars.

Inversions have been gaining traction for three
reasons. First, countries have lowered their tax rates
while the United States has kept its rates constant.
Second, U.S. corporations have had more interna-
tional activity over the past few decades, and now
about $2 trillion in retained earnings is held
abroad.” Third, imitation is the sincerest form of
flattery: Once one company has inverted, boards of
directors of that company’s competitors discuss it.

Obama has called inversions “unpatriotic,” and
last month said, “You shouldn’t get to call yourself
an American company only when you want a
handout from American taxpayers.”

But inversions have benefits for the U.S.
economy. They make it easier for companies to
invest in the United States. They raise profits and
reduce tax liability for them and for their U.S.
shareholders. Then the companies can channel
more funds back to the United States. Companies
that relocate overseas should be praised for making
the right decision, not scolded for being un-
American. What is more American than doing what
is best for your company?

Consider a U.S.-based multinational that wants
to bring back foreign earnings for the purpose of
expanding. Under the current system, that multina-
tional would pay a tax of 35 percent on the amount
it brings back. If it brought back $200 million, it
would pay a tax of about $70 million, depending on
other foreign taxes paid. Using simple math, only
$130 million would be available for investment.

Inversions are lucrative because U.S.-based mul-
tinationals face a federal corporate tax rate of 35
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percent, one of the highest in the world, on world-
wide income, not just territorial income. That does
not include state taxes. The United States is one of
only seven OECD countries that taxes companies
on their worldwide income, and the others have
significantly lower corporate tax rates.

If Burger King were headquartered in Canada
and it wanted to bring back $200 million to invest
throughout the United States, all of that $200 mil-
lion could be invested. None would go to Treasury.
U.S. residents would be better off, and the share-
holders of the company would be better off. The
United States would grow because companies gen-
erally spend money more effectively than does the
government.

Since inverting to Panama in 1982, McDermott
International Inc. has created U.S. jobs by construct-
ing pipelines and oil platforms in the Gulf of
Mexico and across the country. Panama’s lower
corporate income tax rate, 25 percent, leaves Mc-
Dermott with more funds to hire the workers to
complete those projects.®

Inversions can result in a greater flow of income
into the United States. A company such as
Medtronic Inc. that has recently inverted can ex-
pand its U.S. operations at a lower cost than can its
competitors.

That means that once one company inverts, oth-
ers in the same industry will have to do the same, or
risk losing their competitive advantage. Just as we
saw many pharmaceutical device companies invert-
ing, Burger King could be followed by other fast-
food chains.

As Tax Notes columnist Martin A. Sullivan has
astutely observed, none of the corporate tax reform
plans under discussion would end the advantage
that foreign companies have in investing in the
United States.’® All of the current tax reform plans
would impose some kind of minimum tax on
repatriated U.S. earnings. So a foreign company
investing in the United States would still have an
advantage, and inversions would continue.

Punishing inverted companies will not solve the
fundamental problem that our tax system is out of
line with the tax systems of other countries.

Last month Sen. Robert P. Casey Jr., a Democrat
from Pennsylvania, wrote to Lew complaining
about inversions. Casey said, “As a member of the
Senate Finance Committee, I am committed to
enacting long-term reforms to our tax code that will
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encourage domestic investment. However, given
the rapidly increasing number of inversion deals, I
am considering the merits of short-term solu-
tions.”1t

But there is little that Casey or Lew can do. It is
impossible to levy higher taxes than other countries
and prevent companies from inverting. Moves to
punish U.S. companies from inverting will only
cause them to break down the doors and invert
more rapidly.

Some say that the United States can sustain
higher tax rates because having a U.S. headquarters
benefits corporations. Taxing U.S. corporations’
global profits simply asks them to pay for that
benefit. But the advantage of having a U.S. head-
quarters is disappearing. Markets are expanding
and headquarters can be located closer to a firm’s
client base. Other countries now have stable legal
and financial systems, making them ideal head-
quarters for multinationals. The Chicago insurance
company Aon PLC, which relocated to London in
2012 for tax reasons, found Britain’s legal system
adequate.

Obama can threaten corporations ad infinitum,
but he can only stop inversions by encouraging
Congress to reform the code so that U.S. multina-
tionals have the same tax and investment advan-
tages as foreign ones. By inverting, corporations are
only acting in their best interests and in the interests
of their shareholders, and they should be praised
for doing that.

"Casey, “Casey Presses for Action on Inversions, Loophole
That Allows Companies to Reincorporate Abroad to Avoid
Paying Fair Share of Taxes” (Aug. 1, 2014).
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Tax Analysts Is Hiring!

Tax Analysts is seeking an editor who
will assume the overall responsibility
for our flagship publication, Tax Notes.
The individual will provide general
guidance and editorial direction to the
staff; maintain contact with government
officials; read and evaluate material
submitted for publication; and help
develop content.

Qualified candidates should have solid
writing experience and expertise in
tax law. A JD and six years of editing
experience are required.

To learn more about this exciting oppor-
tunity, please visit the careers page on
our website at www.taxanalysts.com.
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