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Abstract

In a recent unanimous decision in the PPL case, the US Supreme Court ruled that a one-time
retroactive British “Windfall Tax” levied on 32 public utilities that were privatized between 1984
and 1996 was eligible for the US foreign tax credit (FTC). The Court rejected the contention of
the US Internal Revenue Service that eligibility for the FTC should be governed by the
legislative form of the tax rather than its economic substance. This decision could have far-
reaching implications for the creditability of taxes that are not ordinarily thought to be income
taxes, including various cash-flow business taxes that are key elements of several proposals
recommending replacement of the income tax with a consumption-based tax. This article
examines these issues, arguing that one and arguably both of the most common forms of cash
flow consumption-based taxes should be creditable; it also discusses questions that remain about
the interpretation of key regulatory requirements that govern creditability.
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US Supreme Court Unanimously Chooses Substance over Form in Foreign Tax Credit
Case: Implications of the PPL Decision for the Creditability of Cash-flow Taxes

1. Introduction

On May 20, 2013, in the PPL case,' the US Supreme Court ruled, in a unanimous
decision, that a one-time retroactive British tax levied on 32 public utilities that were privatized
between 1984 and 1996 — known as the Windfall Tax — was eligible for the US foreign tax credit
(FTC). The Court rejected the contention of the US Internal Revenue Service that eligibility for
the FTC should be governed by the legislative form of the tax rather than its economic substance.
Questions remain, however, about the interpretation of key regulatory requirements that govern
creditability.

The PPL decision could have far-reaching implications for the creditability of taxes that
are not ordinarily thought to be income taxes, including various cash-flow business taxes that are
key elements of several proposals recommending replacement of the income tax with a
consumption-based tax. Indeed, in an amicus brief in support of the respondent (Alstott et al.
(2013, p. 3)), a group of eight distinguished law school professors and one economist warned
that a decision for the taxpayer could “extend the foreign tax credit well beyond its statutory
scope of income and excess profits taxes to a whole host of taxes on value and perhaps even to
consumption taxes, none of which have ever been creditable.”

This article examines these issues, drawing in part on arguments made in Altshuler et al.
(2012), an amicus brief filed in support of the petitioners in the PPL case in which all three of the
authors of this paper participated. Section 2 provides background information; it summarizes the
US statute and regulations governing creditability, the provisions of the UK’s Windfall Tax, the
arguments of the taxpayer and the government in the PPL case, and why the US Supreme Court
agreed to consider the creditability of such a seemingly unimportant tax. Section 3 summarizes
the most relevant arguments presented by Alstott et al., the Supreme Court’s opinion written by
Justice Thomas, the concurring opinion written by Justice Sotomayor, and some questions left
unanswered by the PPL decision, including the interpretation of the regulatory provisions
mentioned above. Section 4 summarizes the experience of the present authors when they
considered recommending that various foreign countries enact cash-flow taxes and considers the
implications of PPL for the creditability of cash-flow taxes. Section 5 considers some sector-
specific cash flow taxes and other taxes broadly similar to cash flow taxes that have been deemed
creditable by the US and also examines the warning that taxes on value could be deemed
creditable. Section 6 concludes.

2. Background

2.1 The US statute and regulations

The United States allows credit against US tax liability for certain taxes paid to foreign
governments, including taxes paid by foreign subsidiaries of US companies. The US Internal
Revenue Code (IRC), Section 901, states that income, war profits, and excess profits taxes are
creditable. The regulations that interpret the statute (IRC Section 1.901), which lump these three
types of taxes together as “income taxes,” state that whether a tax is creditable depends on its
“predominant character,” which must be “that of an income tax in the U.S. sense.” Generally, a

' PPL Corp. et al, v. Commissioner of Internal Revenue, 569 US (2013).



tax “either is or is not an income tax, in its entirety, for all persons subject to the tax.”

The “predominant character” criterion is met if the tax “is likely to reach net gain in the
normal circumstances in which it applies.” To fulfill the latter requirement, (1) gain must be
realized (the realization requirement), (2) gross receipts cannot exceed actual values (the gross
receipts requirement), and (3) recovery of all significant expenses must generally be allowed (the
net income requirement). These requirements are intended to prevent FTCs being claimed for
taxes that are not levied on net income (e.g., taxes on gross income) and for taxes whose base
exceeds income in the US sense (for example, by taxing gain that has not been realized,
overstating gross receipts, or understating deductions). An exception to the generally applicable
net income rule would seem to be crucial for the creditability of some forms of cash-flow taxes:
the net income rule is deemed to be satisfied even if recovery is not allowed for all expenses, as
long as other allowances compensate for their absence.

2.2 The UK Windfall Tax

As part of the Thatcher government’s efforts to reduce direct government participation in
the British economy, the UK privatized 32 public utilities between 1984 and 1996. During an
“initial period” following privatization, commonly about four years, the privatized companies
were not subject to rate regulation. During this period the companies were not allowed to raise
rates, but also were not required to reduce them. By becoming more efficient, the companies
increased profits substantially, giving rise to complaints that the values at which the companies
were privatized were too low. When it came into power in 1997, the Labour government
imposed the Windfall Tax, to deliver on a campaign promise to claw back the excess profits
earned during the initial period following privatization.

Formally, the tax was levied on the difference between two values: a calculated figure
defined as the “value in profit-making terms” and the lower “flotation value” or privatization
value. The Windfall Tax can be described by the following formula:

j— — —P p—
Tax = 0.23 [(365 x 9 x P/D) — FV] 0.23{9[(1)/365)} FV} , (1)

where

D is the number of days in the taxpayer’s initial period,

P is the total amount of profits earned during that period, and

FV is flotation value.
The term 9[P/(D/365)] defines value in profit-making terms. It reflects an estimate of the value
of the firm, calculated as the product of an implicit price-earnings ratio (9) and the average
annual earnings of the firm [P/(D/365)] during the initial period. The tax was thus 23% of the

difference between the value in profit-making terms and the flotation value. The assumed price-
earnings ratio used (nine) was the minimum value realized by the 32 privatized companies.



2.3 The taxpayer’s position

Of the 32 privatized companies, 27 had initial periods of four years, and three more had
initial periods that differed only slightly from four years. Only one, Railtrack, had a significantly
shorter initial period, 316 days. (One company had no tax liability.) The taxpayer PPL, the
American part-owner of one of the privatized companies, argued that an initial period of four
years was the normal circumstances in which the tax applied. Based on this reasoning it argued
that, with insignificant rounding, equation (1) could be rewritten as:

Tax = 0.23/9/4 x P — FV] (2)
or as.
Tax = 0.5175 [P — 0.444 x FV]. (2a)

This equation refers to tax paid during the entire four-year initial period. To convert it to an
annual tax on excess profits in each of the four years, it can be rewritten as follows:

Tax; = 0.5175 [Pi—0.111 x FV], (2b)

where Tax; is the annual tax and P; represents profits in each of the four years, considered
individually. This expression implies that the tax was 51.75% of the excess of profits over 11.1%
of flotation value. PPL thus contended that the Windfall Tax was in fact a tax on excess profits,
emphasizing that (2b) is precisely the form excess profits taxes commonly take.’

2.4 The government’s position

Although the government stipulated to the accuracy of the taxpayer’s mathematical
manipulations of equation (1), it objected that the rewritten formulas were neither “the statutory
equivalent of the equation set forth in the [Windfall Tax] Act” nor “an appropriate application of
the equation in the Act” and argued that the stipulations are “irrelevant and immaterial.” It
argued that the form of the tax, and not its economic substance, should determine credibility,
going so far as to argue before the Tax Court that “[t]he words of the UK statute are the

% As stressed by Goldin (2010), assuming that D is fixed in moving from (1) to (2) such that
D/365=4 implies that the tax specified in (2a) and (2b) is based on average profit per day rather
than actual profit. This creates some anomalies for companies whose initial period is not four
years, as the tax due will not change even if actual profits change as long as profits per day are
unchanged. Goldin provides some numerical examples illustrating this point; for example, he
shows that total profits can increase (for a firm with an initial period greater than four years) but
tax can fall if profits per day decline. Because all but one of the 32 privatized firms that paid tax
under the Windfall Tax had initial periods that either equaled or closely approximated four years,
the tax calculated using (2a) of (2b) are a very close approximation to the tax that would be due
under a windfall profits tax imposed on actual profits, analogous to that specified in (2b). For
such firms, it is reasonable to argue that the Windfall Tax had the “predominant character” of an
income tax. However, as will be discussed below, this is not the case for Railtrack, which had an
initial period of only 316 days, but was treated as an “outlier” that could be ignored for the
purpose of determining creditability.



‘substance’ of this tax.” (emphasis in original) In other words, the Windfall Tax was levied on
the difference in two values, not excess profits, and therefore was not creditable.’ Crucially, the
government did not question PPL’s position that an initial period of four years was the normal
circumstances in which the tax was imposed, agreeing that “outliers” — taxpayers with unusual
circumstances -- could be ignored. In other words, it conceded that equation (1) could be
rewritten as equation (2).

2.5 The circuit court split

In two cases involving identical issues, the Tax Court found for the taxpayers. When the
government appealed the Tax Court decisions, one circuit court of appeals found for the
government (in PPL) and one for the taxpayer (in Entergy) — both in unanimous decisions. PPL
appealed the former decision to the Supreme Court and the government appealed the latter. The
Supreme Court agreed to hear the cases to resolve this circuit court split and thereby prevent the
untenable situation in which creditability would depend on which circuit court’s ruling applied to
a particular taxpayer. The Supreme Court’s decision in favor of PPL meant that the government
lost its appeal in the Entergy case.

3. The Supreme Court Decision
Before turning to the Supreme Court’s decision, it will be useful to summarize the
position taken in the amicus brief prepared by Alstott et al. (2013).

3.1 The Alstott et al. amicus brief

Adding emphasis that does not appear in the regulations, Alstott et al. stated in their
amicus brief, “Treasury regulations under § 901 are clear: With exceptions not relevant here, ‘a
tax either is or is not an income tax in its entirety for a// persons subject to the tax.’” (Brief of
Alstott et al. in support of respondent, at 17.) In other words, to be creditable, a tax must be an
income tax, as defined by the regulations, for all taxpayers. (It is unclear how the professors who
prepared the brief would square this unequivocal view with the regulation’s clear reference to
only “the normal circumstances in which it [the tax] applies.”) This view implies that “outliers”
cannot be ignored in determining whether a tax is creditable. For Railtrack, with its initial period
of only 316 days, the effective tax rate on “excess profits” would be 239.1 percent, rather than
51.75 percent, as in equations (2a) and (2b). The brief concluded that, because income tax rates
do not exceed 100 percent, the Windfall Tax was not an income tax and thus was not creditable.

3.2 The Court’s opinion
The Court had no difficulty rejecting the government’s position that form, not substance,
should determine the creditability of a tax. Its opinion states:

The Commissioner argues that any algebraic rearrangement is improper, asserting
that U. S. courts must take the foreign tax rate as written and accept whatever tax
base the foreign tax purports to adopt. As a result, the Commissioner claims that

? The government also argued that the realization, gross receipts, and net income standards for
determining creditability were not met. These arguments, which the Court rejected, are not
considered further. In the form presented in PPL, they have no relevance for the questions
considered in the remainder of this article.



the analysis begins and ends with the Labour government’s choice to characterize
its tax base as the difference between “profit making value” and flotation value.
Such a rigid construction is unwarranted. It cannot be squared with the black-
letter principle that “tax law deals in economic realities, not legal abstractions.”
Given the artificiality of the U. K.’s method of calculating purported “value,” we
follow substance over form and recognize that the windfall tax is nothing more
than a tax on actual profits above a threshold.* (internal citations omitted)

In reaching its decision, the Court rejected the emphasis on “all” added by Alstott et al. in
quoting the regulations. It stated (p. 5), “... a foreign tax that operates as an income, war profits,
or excess profits tax in most instances is creditable, even if it may affect a handful of taxpayers
differently. Creditability is an all or nothing proposition.” (emphasis added) Although the Court
mentioned (p. 14, note 6) the Alstott et al. argument that the two outliers changed the
predominant character of the Windfall Tax, the Court did not take it into account, noting that the
government had not preserved this argument in its briefing before either the appeals court or the
Supreme Court.

3.3 Justice Sotomayor’s concurring opinion

Justice Sotomayor found the Alstott et al. argument “persuasive,” but did not base her
analysis on it because the government had agreed that outliers should be disregarded in
determining the “predominant character” of a tax. She observed (p. 2), in remarks that seem
relevant for the analysis in the remainder of this article, “The challenge in applying predominant
character analysis will sometimes lie in determining whether and how such outlier taxpayers
affect the characterization of a given tax.”

3.4 Unanswered questions

The Supreme Court answered unequivocally the most important question raised by PPL:
whether the IRS can base the creditability of a tax on its form. But it left important questions
unanswered, because the government did not raise them. In particular, how does one determine
the “predominant character” of a tax? Do the words “normal circumstances in which it applies”
mean what they seem to mean, or can outliers make a tax non-creditable, as argued by Alstott et
al.? What distinguishes normal from abnormal circumstances?

Another question that did not arise in PPL is important for present purposes. The
regulations state:

A foreign tax law that does not permit recovery of one or more significant costs or
expenses, but that provides allowances that effectively compensate for
nonrecovery of such significant costs or expenses, is considered to permit
recovery of such costs or expenses.

The regulations do not explain how to determine whether allowances “effectively compensate for

* PPL Corp. et al, v. Commissioner of Internal Revenue, supra n. 1, at 10-11. The Court noted
(id., at 8) that “the Labour government’s conception of ‘profit-making value’ as a backward-
looking analysis of historic profits is not a recognized valuation method; instead, it is a fictitious
value calculated using an imputed price-to-earnings ratio.”



nonrecovery” of significant costs or expenses. (The UK Petroleum Revenue Tax discussed below
provides an example of such compensation.) But if the timing of allowed and disallowed
deductions differs, the only method of evaluation that is consistent with the principle cited by the
Court that “tax law deals in economic realities ...” is to examine the present values of such
deductions. That is the approach taken in the next section

4. The creditability of cash-flow taxes

Whether cash-flow taxes would be eligible for the FTC offered by the United States has
long been subject to uncertainty. McLure and Zodrow have encountered this issue in several
countries, including Bolivia, Colombia, Jamaica, Kazakhstan, and Russia.’ Most significantly for
present purposes, in 1994, presaging the government’s position in PPL, a representative of the
US Internal Revenue Service (IRS) told McLure and Zodrow — and the president of Bolivia at
the time, Gonzalo Sénchez de Lozada — that a cash-flow tax the president was seriously
considering would not be creditable because, at the IRS, “we look at form, not substance”.® The
concern that the proposed cash-flow tax would not be creditable in the US was sufficiently great
that it doomed the proposal — even though many US firms, including potential investors in
Bolivia, already had more FTCs than they could use (they were in an excess “FTC position™), so
that additional credits would have been of relatively little value.

Even though many US firms still have excess credits, in many cases creditability remains
a critical issue — primarily for capital-importing countries in which the predominant source of
foreign direct investment is, at least potentially, US multinationals that are not in an excess
foreign tax credit position. ’ The PPL decision may open the way for such countries to introduce
some forms of cash-flow taxation as a general corporate tax, as they may be much less uncertain
about whether the tax will be creditable and less fearful that it will not be.® (The PPL decision
reinforces the impression gained from the fact that the IRS has not yet ruled that a cash-flow-
based minimum tax enacted in Mexico in 2008 is not creditable.) Given the manifest economic
and simplification benefits of such taxes,’ this could produce an important gain in world welfare.
Moreover, given the paucity of “real world” cash-flow taxes, other than sector-specific resource
rent taxes based on cash flows enacted in the resource sectors of various countries, other
countries considering adopting similar taxes — including the United States, which is the source of
many such reform proposals — could learn from the experience of early adopters. This section

> McLure (2013) provides an overview of this experience; for a more detailed review, see
McLure and Zodrow (2007).

% This episode is discussed in McLure and Zodrow (1996, 1998).

7" A separate issue is whether a cash-flow tax would also be deemed non-creditable by other
capital-exporting countries with FTC systems, compounding the problems associated with non-
creditability in the US. This issue is rapidly becoming moot, however, as many capital-exporting
countries, most prominently Japan and the United Kingdom, have in recent years moved to
“territorial” tax systems under which active foreign-source income is largely exempt from
domestic tax and foreign taxes are no longer credited against home tax liabilities.

% Arguably the US government should not oppose creditability for cash-flow taxes, since the
amount of potentially creditable tax paid under a cash-flow tax will generally be significantly
less than under an income tax levied at the same rate.

? These advantages are discussed in detail by Zodrow and McLure (1991), who focus on the
benefits of consumption-based taxation in a developing country context.



considers whether, under the statute and the regulations interpreting them and in light of the
Court’s ruling in PPL emphasizing substance over form in deciding issues of creditability,
various types of cash-flow taxes should be creditable in the United States.

4.1 Background on the economic substance of various business taxes

4.1.1 Overview

Before discussing the creditability of cash-flow taxes, it may be useful to provide a brief
overview of the basic properties of both income-based and consumption-based business taxes. '’
The key similarities and differences between the two approaches lie in their treatment of the
normal and above-normal returns to both equity-financed and debt-financed investment.'' The
two forms of consumption-based taxation are similar in that they both tax all above-normal
returns or economic rents and exempt from tax the normal return to debt-financed investment;
they are thus also often described as rent-based taxes. (Both types of returns may or may not be
taxed under the personal income tax; we focus only on business-level taxation in this discussion.)
The essential difference between the two forms of taxation lies in their treatment of the normal
return to equity-financed investment, which is taxed under an income tax but is effectively
exempt under a consumption-based business tax. Since the latter is thus a tax on economic rents,
it can be viewed as an “excess profits” tax that taxes all above-normal returns and exempts all
normal returns — identical in substance if not in form to the more conventional excess profits
taxes described above. These propositions can be illustrated with an analysis that calculates the
costs of capital and the marginal effective tax rates (METRs) under the various taxes.'”

An METR analysis is useful for this purpose because it calculates the effective tax rate
applied to a “marginal” investment that just covers the opportunity costs of its investors — that is,
the normal return to investment — and thus determines the equilibrium level of investment in the
economy.'? The calculation takes into account not only the statutory tax rate but also the details

19'See Zodrow (2007) and Auerbach (2008) for further discussion of the differences between
income-based and consumption-based taxes.

"' The normal return refers to the average economy-wide risk-free rate of return to investment.
We abstract from uncertainty in this paper. Note, however, that both income-based and
consumption-based business taxes tax the returns to risk taking and that, depending on the
provisions dealing with losses, taxpayers and governments share in the losses to risky
investments. The primary difference under the two approaches is that the government also
effectively shares in the cost of an investment (i.e., it acts as a silent partner in the investment
with an ownership share equal to the tax rate) under rent-based business taxes that allow
expensing and full offset of losses, for example, by carrying forward losses at a factor equal to
one plus the time value of money (the riskless bond rate); by comparison, such cost sharing does
not occur under an income tax. When the government fully shares in both gains and losses
incurred, the consumption-based tax provides an implicit deduction for the cost of risk (Mintz
1995).

"2 In the calculations below, we adopt the simplest METR approach that illustrates the essential
differences between income-based and rent-based taxes; for more thorough discussions, see
Devereux and Griffith (2003) and Klemm (2008).

13 Note, however, that the location decisions of firms that earn above normal rents are also
affected by the statutory tax rate, since that is the rate that is generally applied to above normal



of the system of business taxation, including deductions for investment in capital assets and
inventory, investment tax credits, and the treatment of various forms of finance, etc. An METR
of zero implies that the deductions allowed under the tax system are sufficiently large that the
normal return to investment is exempt from tax while above-normal returns are subject to tax at
the statutory rate (since they are not offset by any deductions). By comparison, an METR equal
to the statutory rate implies that both above-normal and normal returns are fully taxed at the
statutory rate.

Since the details of METR analysis are well known (Boadway, Bruce, and Mintz, 1984;
King and Fullerton, 1984), we only outline the approach for depreciable capital assets here.
Consider an investment that costs ¢, lasts forever but depreciates exponentially at rate ¢ , and
has a marginal revenue product c. We also assume there is no inflation so that nominal and real
returns on assets are the same. The firm finances a fraction b of the investment using debt at an
interest rate i (the return to bond holders) and finances the remainder (7-b) with equity at a cost
of p (the return paid as dividends or capital gains to shareholders). The firm faces a corporate
income tax with a statutory tax rate 7 ; the tax system allows deductions for economic
depreciation but has no additional investment incentives. (With no inflation, tax and economic
depreciation are identical for depreciation at rate ¢ .) The treatment of debt and equity finance
under the corporate tax system is specified by two parameters: ¢, =1 (¢, =0) if interest

expense is (not) deductible, and ¢, =1 (¢, =0) if the opportunity cost of equity capital is (not)
deductible. The discount rate for the firm, which reflects a weighted average of its costs of debt
and equity finance taking into account whether such costs are deductible, is thus

r=b(l1—@,0)i+(1-b)1—-¢,T)p . 3)

4.1.2 The income tax
Consider first a traditional or “classical” income tax that allows deductions for economic
depreciation and for interest expense (¢@,, = 1) but not for the cost of equity (¢, =0 ), which

implies a discount rate of » =b(1—7)i+ (1—b)p. For a marginal investment made at time =0,

the cost of the investment must equal the present value of after-tax returns over the (infinite)
lifetime of the investment, or

g=(-1)[ ce Ve di+1| Sqe e dr, (4)

that is, the cost of the asset must equal the present value of after-tax gross receipts net of the
value of depreciation deductions. Solving for the cost of capital ¢/g— & (the before-tax return to

the investment net of depreciation) yields

_r _b(-1)i+(1-b)p
q -7 -7

; )

profits (Devereux and Griffith, 1998, 2003). Given the location decision, the METR is then the
key factor in determining the level of investment.



In the absence of taxes (7 =0), this expression reduces to ¢/ q— 8 = bi+(1—b)p , which simply

states that the marginal return on a dollar of investment must just cover its opportunity costs.
With the income tax, consider first the case of all debt finance (b=1). In this case, c/g—0 =1,

which implies that the cost of capital is unchanged for a fully debt-financed investment under the
income tax, since all of the returns on the marginal investment are paid out as deductible interest
expense. This in turn implies that the METR, defined as the difference between the before-tax
return net of depreciation (¢ /g — & =i ) and the amount paid to investors (i), divided by the
former, is zero: an income-based corporate tax does not impose a burden on the marginal debt-
financed investment. By comparison, for a fully equity-financed investment (b=0), (5) becomes
c/q—06=p/(1—1). The cost of capital is thus increased by a factor of 1/(1—17), and the

METR for a fully equity-financed investment under the income is

pra=-1)=p __

METR]" = ;
p/(-1)

(6)

that is, the METR equals the statutory corporate income tax rate. Thus, as noted above, a
traditional income tax subjects to full taxation all above-normal returns and the normal return to
equity-financed investment, while exempting the normal return to debt-financed investment.

4.1.3 The allowance for corporate equity (ACE) tax

The allowance for corporate equity (ACE) tax was developed simultaneously by the
Institute for Fiscal Studies (1991) and by a German group headed by Manfred Rose (Rose, 1994,
1999; Rose and Wiswesser, 1998), which first implemented the tax in Croatia as an “interest-
adjusted profits tax.” It was later adopted in whole or part in several countries, including
Belgium, Brazil, and Italy (Genser and Reutter 2007). The ACE tax is basically a traditional
income tax, complete with deductions for depreciation'* and interest expense, supplemented by
an additional deduction for the opportunity cost of corporate equity capital; the latter is equal to
the product of what is sometimes termed the “protective” rate of interest — which corresponds to
the normal return to capital above — and the value of a firm’s equity capital. The ACE thus treats
equity and debt finance on equal terms by allowing a deduction for the opportunity cost of each
form of finance.

The ACE is easily incorporated into our cost of capital/METR analysis, since it implies
that the return to equity investors on the marginal investment is fully deductible (¢, =1), while

interest expense continues to be deductible (¢, =1). Everything else remains the same as under

the income tax; in particular, equity returns in excess of those earned on a marginal investment
are taxed. In this case, the firm’s discount rate becomes r = (1—17)[bi+ (1—b)p]. An analogous

analysis implies that the ACE has no effect on the cost of capital (¢/g—J =i for debt finance

'* One difference between the two taxes is that under the income tax depreciation deductions are
typically based on historical values regardless of when they are used, while under the ACE tax
losses are carried forward with interest so that any unused deductions are effectively adjusted for
the time value of money.



and ¢/q—6 = p for equity finance), and the METRs on both debt-financed and equity-financed

investments are zero. Despite its superficial resemblance to an income tax, the ACE is thus a
rent-based business tax: it taxes all above-normal returns at the statutory rate and exempts the
normal return on both debt-financed and equity-financed investment, and can thus be viewed as a
tax on economic rents or an excess profits tax.

4.1.4 The R-Base Cash-flow Tax

We now turn to the cash-flow taxes that are the focus of our analysis. Cash-flow taxes are
distinguished by the allowance of immediate expensing for all purchases of capital assets, rather
than deductions for depreciation and inventory accounting (loosely speaking, the tax base is cash
flowing in and out of the business). The simplest form of cash-flow taxation is, using the
terminology of the Meade Report (Institute for Fiscal Studies 1978), an R-base cash-flow tax,
under which the tax base includes only the cash flow of “real” transactions and ignores
borrowing and lending (and thus does not allow deductions for interest expense). The best
known tax reform proposals that include R-Base cash-flow business taxes are the flat tax
advocated by Hall and Rabushka (1995) and its graduated-rate relative, the X-Tax favored by
Bradford (1986, 2005). Since neither interest expense nor the opportunity cost of equity capital
are deductible, the firm’s discount rate is the same as in the no-tax case, r =[bi+(1—b)p]. Thus,

with expensing under an R-Base cash-flow tax, (4) becomes

g=(1-1)] ceedr+7q (7)
and the cost of capital is
S-5=r, ®)
q

indicating that, as in the case of the ACE tax, the R-Base cash-flow tax does not affect the cost of
capital, resulting in METRs of zero for both debt-financed and equity-financed investment. The
intuition underlying these results is that (1) for debt finance, the benefit of allowing expensing
rather than deductions for depreciation offsets the cost of not allowing interest deductions, and
results in the same METR of zero that occurs under both the income tax and the ACE, and (2) for
equity finance, the same logic applies with respect to a comparison with the ACE (expensing
compensates for the lack of a deduction for the opportunity cost of equity) and, in comparison to
the income tax, the relative benefit of expensing is sufficiently large to reduce the METR to zero
under the R-Base cash-flow tax as compared to an METR equal to the statutory rate under the
income tax.

4.1.5 The R+F-Base Cash-flow Tax

The Meade Report also discusses the option of a cash-flow tax on both real and financial
transactions, which it terms the “R+F-Base” cash-flow tax; well known proposals that
incorporate an R+F-Base business tax are the “consumed income tax” discussed by the US
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Treasury (1977) and the “lifetime income tax” proposed by Aaron and Galper (1985)."° This tax
is identical to the R-Base cash-flow tax, except that (1) the proceeds of borrowing and
repayments of interest and principal associated with previous loans issued are included in the tax
base, and (2) interest expense and repayments of loan principal are deductible, as are amounts
lent. These exceptions, however, have no effect on the tax base in present value terms, so that the
cost of capital () and the METRs on both debt-financed and equity-financed investment (zero)
are the same as in the case of the R-Base cash-flow tax.

To see this, consider the case of borrowing to finance an investment. Suppose that the
fraction of the value of an asset financed with debt is constant at b over the life of the asset,
which requires that the loan be repaid at the rate of depreciation, ¢ . In this case, the net effect on
the cash-flow tax base of the specified treatment of loans — in present value terms, assuming that
the firm discounts all cash flows related to the loan at the interest rate i'® — is

bg— J:5 bge e " dt — '[: ibge™e"dr 9)

where the first term reflects the initial inclusion of the proceeds of the loan in the cash-flow tax
base, and the second (third) term reflects the present value of the deductions for the repayment of
principal (interest expense) over the life of the investment. Since this expression reduces to zero

bg———-—-=0 1
K S+i O6+i (10)

the treatment of loans under the R+F-base tax has no impact on cash flow in present value terms,
so that the R-Base and R+F-Base are equivalent in terms of having no effect on the equilibrium
cost of capital (7), which in turn implies that the METRs on debt-financed or equity-financed
investment are zero under both regimes — as they are under the ACE tax.

These results on the fundamental properties of a business income tax and the three forms
of consumption-based business taxes are summarized in Table 1.

4.2 Implications of the analysis for the creditability of the various taxes

4.2.1 The ACE tax

Creditability has never been an issue for the various ACE taxes enacted in several
countries, including Croatia, Italy, Brazil, Belgium (Genser and Reutter, 2007). Because the
ACE tax includes both deductions for depreciation and interest expense, it has always been
deemed to have the predominant character of an income tax, clearly satisfying the realization,
gross receipts, and net income criteria. Although one could easily argue that the additional

1> A third cash-flow tax discussed by the Meade Report (Institute for Fiscal Studies 1991), the
“S-Base” cash-flow tax which is assessed on only on net distributions to shareholders, is
equivalent to the R+F-Base Tax.

' Since the deductibility of interest acts to offset in part the inclusion of the proceeds of the loan
in the tax base, the appropriate discount rate for debt finance is the before-tax interest rate and,
assuming that the firm equalizes the costs of debt and equity finance, i=p,so r=i .
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deduction for the opportunity cost of equity under the ACE results in a measure of net income
that is too small, the statute is written and has been interpreted as requiring only that deductions
be sufficiently large to avoid imposing a tax on gross income. For example, the UK corporate
income tax in the mid-1980s allowed expensing, but the creditability of the UK tax was never at
issue. This and the granting of creditability to various ACE taxes implies that the IRS has already
— on numerous occasions — deemed creditable a consumption-based tax that imposes tax only on
above-normal returns and exempts normal returns.'’

4.2.2 Resource Rent Taxes

Numerous countries, including Australia, Canada, Norway, and the UK, utilize cash
flow-based taxes, often referred to as “resource rent taxes,” to assess tax on the “net profit” or
“economic rents” earned by resource companies, that is, returns in excess of a threshold rate of
return, where investments are measured on a cash flow basis.'® These taxes have been deemed
creditable in several cases but not always. In Inland Steel Co. v. United States,"’ the Ontario
Mining Tax on mining profits, defined gross of interest expense, depletion and royalties, was
found to be not creditable since the tax did not reach “net gain”. However, in Texasgulf Inc. v.
Comm ’r,”’ the same Ontario Mining Tax was found to be creditable since its allowances for
processing costs were in excess of other disallowed expenses. The Tax Court also ruled in
Phillips Petroleum Co. v. Commissioner in 1993 that the Norwegian supplementary cash-flow
tax on offshore petroleum was creditable. Similarly, the UK Petroleum Revenue Tax (PRT),
which is a cash flow based tax that allows deductions for capital costs and also allows an “uplift
allowance” equal to 35 percent of most capital expenditures that was deemed to compensate for
the PRT’s lack of interest deductions, was deemed creditable in Exxon Corporation vs.
Commissioner.”' More generally, in a recent survey of resource rent taxes, Land (2010, p. 257)
concludes that “Creditability issues no longer appear to be a factor that would inhibit the use of a
[sic] conventionally designed resource rent taxes in host countries, although it is a matter to be
examined with regard to different home tax jurisdictions and any double taxation agreement in
place or under negotiation ...” Although these resource taxes are sector-specific rather than
generally applicable cash flow taxes, they provide additional examples of cash-flow based rent-
taxes that the IRS has deemed creditable.

4.2.3 Creditability of the R-Base cash-flow tax

In our view, an R-Base cash-flow tax should clearly be a creditable tax. Three related —
and individually compelling — arguments support this position.

First, even though the R-Base cash-flow tax does not satisfy the net income standard
because it disallows a deduction for interest expense, the analysis above demonstrates clearly
that allowing expensing rather than deductions for economic depreciation more than

17" As noted above, the IRS has also not deemed the cash flow minimum tax utilized in Mexico
to be non-creditable.

'8 Chen and Mintz (2013) discuss aspects of royalty systems in Australia, Canada, Norway and
United Kingdom that resemble features of cash flow taxation.

** Inland Steel Co. v. United States, 677 F.2d 72 (Ct. CL. 1982).

% Texasgulf Inc. v. Comm'r, 172 F.3d 209 (2nd Cir. 1999).

*! For further details on the creditability of the UK PRT and other broadly similar taxes, see
Gesualdi (2013).
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compensates for the lack of recovery of interest expense. (The METRs are zero for debt-financed
investment for both income and R-Base taxes, and the METR of zero for equity-financed
investment under the R-Base tax is lower than the METR under the income tax, which equals the
statutory rate.) Thus, the fact that, for purposes of satisfying the net income requirement, the
regulations allow the absence of the deductibility for an expense (interest expense) to be offset
by another compensating deduction (the excess of expensing over deductions for depreciation),
implies the R-Base cash-flow tax should be creditable.

Second, under the normal circumstance in which an R-Base cash-flow tax is applied it is
economically equivalent to the ACE tax. Since the IRS has deemed numerous version of the
ACE tax to be creditable, the emphasis of the Supreme Court in the PPL decision on economic
substance over legislative form implies that the tax should be creditable: even though the R-Base
tax may differ in form from the ACE tax, the economic equivalence of the two taxes implies that
if one is creditable, both should be creditable. (The same logic arguably applies for the numerous
sector-specific resource rent taxes that have also been deemed to be creditable.)

Third, the analysis above demonstrates that the R-Base cash-flow tax, like the ACE tax,
is a consumption-based tax that taxes above-normal returns while exempting normal returns for
both debt-financed and equity-financed investments. It is thus effectively a tax on above-normal
returns, that is, on excess profits, and as such should be a creditable tax under the clear meaning
of IRC Section 902. Such an interpretation would clearly be consistent with the logic of the PPL
decision.*

4.2.4 Creditability of the R+F-Base cash-flow tax

The arguments for creditability are less transparent in the case of the R+F-Base cash-flow

tax and, in comparison to the R-Base tax, the R+F-Base is considerably less likely to be deemed

> Grubert (2005) argues that the importance of the creditability of cash flow taxes is often
overstated because creditability is not likely to affect decisions regarding investments earning
above normal returns or economic rents. His argument has two components. First, for
investments earning completely immobile location-specific rents (e.g., due to access to local
markets or the use of local resources), the standard theory of the taxation of monopoly profits
implies that investment decisions will not be affected as long as the combined tax rate is less
than 100 percent. Second, for investments earning highly mobile firm-specific rents (e.g., due to
intellectual property or other unique intangible assets), Grubert argues that all of the rents should
be paid to the parent firm as deductible royalties, so that no tax will be collected by the source
country and again investment decisions will not be distorted. These arguments are open to
debate, since few rents are completely immobile and all rents are not likely to be paid out as
royalties — certainly not to the relatively high-tax United States. Further, as shown by Leechor
and Mintz (1993), a cash flow tax in a capital importing country is not neutral if the capital
exporting country uses a deferral approach to tax corporate income. Specifically, the investment
and financing decisions of the subsidiary will affect the tax imposed by the capital exporting
country on repatriated dividends; it will thus distort decisions regarding the allocation of capital
across the capital exporting and capital importing countries, thereby undermining the validity of
the Grubert argument. More importantly, all three of our arguments presented above, which are
constructed within the context of the determination of creditability under current law, are not
affected by the Grubert analysis, which is conducted in the context of a redesign of the
international tax system that emphasizes minimizing behavioral distortions, including those
regarding the international allocation of investment.
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creditable by the IRS. Nevertheless, in our view, this consumption-based tax should also be a
creditable tax.

Note first that the second and third arguments in the previous section apply with full
force to the R+F-Base cash-flow tax. Since the tax is economically equivalent to the R-Base tax
and thus to the creditable ACE tax, the Court’s emphasis on substance over form implies that the
R+F-Base tax should also be creditable. And, since the R+F-Base tax is thus also a tax on
economic rents or above-normal returns, it should be creditable as an excess profits tax.

The critical problem for the creditability of the R+F-Base tax is that the inclusion of both
the proceeds of net loans (loans net of financial asset purchases) and repayments of loan
principal (net of financial asset sales) in the cash-flow tax base implies that it does not satisfy the
realization requirement for creditability since these cash-flow items are not treated as realization
events under a conventional income tax. However, we would argue that this should not
necessarily be dispositive in determining the creditability of the tax. Although the form of the tax
is clearly problematical given existing regulations, the analysis above demonstrates that its
substance is not. In particular, the inclusion of loan proceeds in the tax base is fully offset in
present value terms by subsequent deductions for repayments of principal and interest, and the
inclusion of repayments of principal (and interest) in the tax base is fully offset in present value
terms by an earlier deduction for lending. Thus, at least in present value terms (although not in
annual terms), these inclusions do not violate the realization requirement over the life of a loan.
Indeed, as shown above, if all of the features of the tax are taken into account, the tax base is
smaller than the typical tax on net income, despite these inclusions that are not normally treated
as realization events under the income tax. Moreover, again emphasizing substance over form,
one could apply an analog to the “compensating deduction” regulation noted above in the case of
the absence of interest deductions under the R-Base tax. That is, although relative to a
conventional income tax the tax base under the R+F-Base is too large due to the inclusion of the
proceeds of borrowing, that is compensated for by subsequent additional deductions for the
repayment of principal (not allowed under an income tax) and interest. Similarly, the inclusion of
repayments of principal is offset by earlier deductions for lending (also not allowed under an
income tax). Accordingly — although admittedly inconsistent with the current form of the
regulations — the inclusion of these two items in principle should not be dispositive in
determining the creditability of the tax. Although these positions may strain the Court’s emphasis
on substance over form in the PPL case, the arguments are compelling from the perspective of
the economic substance of the tax.

It could also perhaps be argued that, if a sufficiently small amount of investment is debt-
financed, the inclusion of the proceeds of borrowing and the repayment of debt under the R+F-
Base cash-flow tax would not cause the realization requirement to be violated, making the
predominant character of the R+F-Base tax that of an income tax. This is what McLure and
Zodrow found in Bolivia in 1994, where relatively low levels of debt implied that, for the
nation’s largest taxpayers, the base of an R+F-Base cash-flow tax would have been only three to
six percent larger than that of an income tax.” It would, however, be difficult to know what are
the “normal circumstances” in which a tax applies and to identify outliers, especially since
reliance on debt — and thus presumably creditability — could change over time. Worse, an R+F-
Base tax structured in a given way might seem to satisfy the realization test in one country, but
not in another, because of differences in reliance on debt. This seems to be an untenable state of

# McLure and Zodrow (1998, pp. 10-11).
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affairs. It seems better to base creditability on principles that apply universally, such as the fact
that expensing compensates for the lack of an interest deduction under R-based cash-flow tax —
and on the analogous present-value analysis of the R+F Base tax presented above, than on
empirical relations that are not the same for all taxpayers or in all countries and will change over
time.

5. A brief commentary on two points raised by Alstott et al.

Alstott et al. (2013, p. 3) assert that acceptance of the arguments made by PPL would in
effect “extend the foreign tax credit well beyond its statutory scope of income and excess profits
taxes to a whole host of taxes on value and perhaps even to consumption taxes, none of which
have ever been creditable.” We examine this contention in this section.

5.1 The lack of international experience with generally applicable cash-flow taxes

In our view, the Alstott et al. assertion that direct consumption-based taxes have never
been creditable, seems disingenuous for two reasons. First, as discussed above, the ACE taxes
enacted by numerous countries, while not based on cash flow, are consumption-based taxes that
tax above-normal returns at the statutory rate and exempt normal returns; all of these taxes have
been deemed creditable by the IRS. Also, as noted above, cash flow based taxes on resource
rents in many countries, including Australia, Canada, Norway, and the UK, have been deemed
creditable.

Second, opportunities for determining the creditability of generally applicable cash-flow
consumption-based business taxes have been virtually non-existent, as no country that relies
heavily on investment from the United States and has been well-advised has ever introduced
such a cash-flow consumption-based business tax, given the uncertainty that the tax might not be
creditable (and, as we now know, the likelihood that the IRS would deny creditability). It is, of
course, possible — or even likely in light of the PPL decision — that a taxpayer with expert
counsel making the kind of arguments based on economic substance presented above could
prevail, at least for certain types of cash-flow taxes. But the price that both countries and
taxpayers would be forced to “pay to play” — the risk of double taxation because of ineligibility
for the FTC — has always been deemed to be too high. For example, in one important oil-
producing country, a major oil company headquartered in the United States told one of the
authors (McLure) to “back off” from proposing a cash-flow tax, because they did not wish to
take the risk of paying billions of dollars in tax that might not be creditable. Indeed, forging
ahead to introduce a cash-flow tax that might not be creditable could have a chilling effect on
investment from the United States, so it is not surprising that prior to the PPL decision virtually
all countries had been unwilling to do so.

5.2 Creditability of taxes on value

Although we obviously agree that an implication of the PPL decision is that
consumption-based cash-flow taxes may — and should — become creditable, the Alstott et al. brief
also suggests that, since any tax on value can be approximated as a tax on income, the decision
may have adverse revenue consequences by facilitating the conversion of non-creditable value-
based taxes into creditable income or excess profits taxes. Although this is a possibility, the
converse is true as well — one could approximate an income tax or an excess profits tax as a
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value-based tax and make it non-creditable. Given this inherent ambiguity,** the key factor in
determining whether any tax should be creditable would, at least in the first instance, seem to
have to be simply whether it is in actuality based on income, excess profits, or value. The fact
that the Windfall Tax was based on profits rather than value thus clearly suggests that the Court
was correct it determining that it should be creditable.

Moreover, even if interpreted as an approximation to a tax on value, the Windfall Tax
clearly did not accurately measure the value differential it claimed to capture — the difference in
value attributable to lax regulation over the initial four-year period following privatization.
Instead, because it applied a fixed price-equity ratio to average earnings over the period of lax
regulation, the Windfall Tax formula approximated the change in value that would have occurred
had the lax regulations counterfactually remained in place forever.” It is thus exceedingly
difficult to argue that the base of the Windfall Tax even approximately captured the
undervaluation due to lax regulation. By comparison, as shown above, it is straightforward to
demonstrate that, with the appropriate rate adjustment, the Windfall Tax formula can be
interpreted as a reasonable approximation to an excess profits tax. Thus the Court’s decision to
treat the Windfall Tax as a creditable excess profits tax is eminently reasonable. By comparison,
the fact that even if interpreted as a valuation formula the Windfall Tax did not accurately
measure the value differential it claimed to capture makes it unclear what implications, if any,
the PPL decision might have for the possibility of the conversion of non-creditable taxes on
value to creditable income or excess profits taxes.

6. Concluding remarks

The Supreme Court’s resounding rejection of the doctrine of form over substance in its
PPL decision is consistent with a long legal tradition supporting the importance of the economic
substance of business transactions over their form. The decision is thus inconsistent with claims
that creditability should be denied for cash-flow business taxes simply because their form is not
identical to that of a conventional income tax, and indeed suggests that at least some forms of
cash-flow taxation may be creditable. Indeed, in this paper we argue that the PPL decision
suggests that the two most common forms of cash flow business taxation — the R-Base version,
which ignores loans and thus does not allow deductions for interest expense, and the R+F-base
version, which includes the proceeds of loans in the tax base and allows deductions for
repayment of both interest and principal — should be creditable against the domestic tax liability
of US multinationals. Adoption of this position would in turn imply that the US IRS could no
longer effectively act as a unilateral GATT for taxes; that is, the IRS could no longer make it
unattractive, or at least extremely risky, for foreign governments who rely on investment from

** Indeed, Viard (2013) argues that the ambiguity that inevitably arises by arbitrarily allowing
creditability for income taxes but not for asset taxes is a fatal flaw of the foreign tax credit
system, which he argues should be replaced by an exemption system or a preferential rate for
foreign source income — an issue that we do not address here, but which is discussed
comprehensively by Grubert and Altshuler (2013).

%> In the appendix, we construct a simple example in which the Windfall Tax formula results in a
tax base that is too large, relative to an accurate measure of the difference in value attributable to
lax regulation over the initial four-year period following privatization, by a factor of roughly
three.
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US multinationals to adopt business cash flow taxes simply because they do not fit the mold of
conventional income taxes.
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Table 1. Properties of Income-Based and Consumption-Based Taxes

Transactions and types
of returns

Type of Business-Level Tax

Income tax

ACE tax

R-Base tax

R+F-Base tax

Treatments of transactions

Depreciable assets Depreciation, typically Depreciation, with Expensed Expensed
based on historical adjustment for time

values value of money

Inventory Inventory accounting Inventory accounting, Expensed Expensed
with adjustment for time
value of money
Borrowing/receipt of Ignored Ignored Ignored Taxable
debt repayment
Lending/debt repayment Ignored Ignored Ignored Deductible
Interest received Taxable Taxable Exempt Taxable
Interest paid Deductible Deductible Non-deductible Deductible
Imputed return to equity None Deductible None None
Marginal effective tax rates (METRs)

Normal returns: equity Statutory rate Zero Zero Zero
Normal returns: debt Zero Zero Zero Zero
Supranormal returns Statutory rate Statutory rate Statutory rate Statutory rate
(economic rents): equity
Supranormal returns Zero Zero Zero Zero

(economic rents): debt




APPENDIX

The argument underlying the Windfall Tax is that profits P 7 during an initial four-year

period of lax regulation were too high relative to the normal profits P N that would have been
obtained in those years, and in fact were obtained in subsequent years, under more appropriate
regulation. Thus, assuming constant profits of both types and a constant interest rate , the value
of the firm with lax regulation in the first four years can be approximated by

g | P P P P PN
V= + + + + +. )
(I+r) (1+r)?* A+r)° A+ | | Q+r)

while the value of the firm, had the appropriate regulations been in place initially, can be
approximated by the so-called “flotation value” of the value firm

{ Py pv pV pV } { pN } pV
V= + +o = —.

(1+”)+(1+r)2+(1+r)3+(1+r)4 (I+ry r

Thus, if the base of the Windfall Tax were designed to capture the undervaluation due to lax
regulation, the base would be the difference between these two expressions. Given the
assumption that » = 11.1%, or the inverse of the assumed price-earnings ratio of 9, this difference
can be approximated as

VH—FV:[3PH+6PN}—9PN:3(PH—PN); r=0.111, 1/r=9.

Instead, by multiplying average earnings during the lax regulation period by the price-earnings
ratio, the Windfall Tax formula essentially and counterfactually assumes that lax regulations are

maintained indefinitely and the firm is able to earn P forever. In terms of this example, the
base of the Windfall Tax is approximately

B" =9p" —py =9P" - PV =300 - F1),
that is, the base of the Windfall Tax is roughly three times the appropriate level. It is thus
exceedingly difficult to argue that the base of the Windfall Tax even approximately captures the
undervaluation due to lax regulation.
By comparison, neglecting discounting over the first four years of lax regulation,

a reasonable base for an excess profits tax over the four years of lax regulation in this case would
be

EP=4(E" — EV)= 4[EH —rEY /r)} = 4[EH - r(FV)]
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The formula for the Windfall Tax is consistent with this formulation, once the statutory tax rate
of 23% is multiplied by the factor (9/4) to yield an effective excess profits tax rate of 51.75%, or

Tax =023[(9E" — FV]=[(0.23)(9/ 4)]{(4 J9)(9EH - (FV)]}

=[(0.23)9/ 4)]{4[(EH - r(FV)]}
- 0.5175{4[(EH - r(FV)]}, r=1/9,

that is, the product of the effective excess profits tax rate and the excess profits tax base. Thus,
apart from the lack of discounting over the first four years, the Windfall Tax formula
corresponds to the correct excess profits tax formula, providing strong evidence that it should be
creditable as an excess profits tax. (Taking into account discounting, the multiplicative factor on
the expression for EP above should be 4 instead of 3, and the Windfall Tax would be too high,
relative to the correct excess profits tax, by one-third (4/3-1), far smaller than the error in the
case of the undervaluation interpretation.)
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