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A Projection of the Maximum U.S. Revenue
Loss From Foreign Tax Credit for VAT

by Martin B. Tittle

In July 2006 I suggested that the U.S. could
achieve some of the benefits of territoriality with-

out giving up its current worldwide tax system if it
adopted a capped foreign tax credit for value added
taxes.1 Although I noted that a minimal implemen-
tation of VAT credit could cost less than US $3
million per year in lost revenue,2 I left open the issue
of the cost to the U.S. fisc if the cap were set high
enough to eliminate all tax on active foreign-source
income. This article explores factors that would
likely be involved in a static estimate of the maxi-
mum revenue loss from VAT credit.3

One factor would be a definition, for statistical
purposes, of active foreign-source income (AFSI).
The IRS’s Statistics of Income Division reports
foreign-source income data for corporations,4 includ-

ing a breakdown for the different foreign tax credit
baskets and for subpart F income, but it does not
provide a statistical projection for AFSI.

A conservative proxy for AFSI5 would be all
foreign-source income less subpart F and passive
basket income. Column K in the table below pre-
sents this proxy for 1994-2002,6 and columns D, I,
and J contain the SOI data (total foreign-source
income, passive basket income, and subpart F in-
come) from which the proxy is calculated. Column L
restates column K’s active foreign-source numbers
as a percentage of total foreign-source income.

Another factor in calculating the maximum cost
of VAT credit would be the current tax credit for
foreign income taxes. My July 2006 article sug-
gested that VAT credit be layered on top of the
current foreign tax credit system, as opposed to
being integrated into it. Therefore, any projection of
the maximum cost of VAT credit would first have to
account for the foreign tax credit that would offset
tax on active foreign-source income, even in the
absence of VAT credit.

The easiest way to take the current foreign tax
credit into account is to use SOI data, not for tax
paid, but for tax owed. First, for each sample year,
total tax owed before all credits (see column C in the
table below) is multiplied by the percentage of
worldwide corporate taxable income that is foreign
source (column D, all taxable foreign-source income,
divided by column C, worldwide corporate taxable
income). That calculation reveals the amount of
total tax owed before credits that is properly allo-
cable to all foreign-source corporate income (column
E).

Next, the foreign tax credit allowed for each year
(column F) is subtracted from the tax allocable to

1Martin B. Tittle, ‘‘Achieving a Territorial Result Without
Switching to a Territorial System,’’ Tax Notes Int’l, July 3,
2006, p. 41.

2Id. at 42.
3A static revenue estimate assumes no change in taxpayer

behavior, while an actual revenue estimate incorporates be-
havioral changes that might reasonably be anticipated. See
Joel Slemrod and Shlomo Yitzhaki, ‘‘The Cost of Taxation and
the Marginal Cost of Funds,’’ International Monetary Fund
Working Paper (vol. 43, No. 1, 1995). I would guess that
taxpayer behavior would change if taxation of active offshore
income were effectively negated by VAT credit. However, I
have no current data with which to model how it might
change, and therefore, I leave the formulation of an actual
revenue estimate for a later paper.

4Although 14 percent to 19 percent of the income earned by
individuals who pay individual income tax comes from busi-
ness sources (see GAO-06-1113T (Sept. 20, 2006)) and thus
may include some AFSI, it seems more likely that VAT credit
would be claimed by corporations whose subsidiaries or
branches are VAT taxpayers in other countries. Reuven

Avi-Yonah suggested at the 2007 midyear meeting of the
American Bar Association Section of Taxation that VAT credit
could be limited to corporations, just as the current indirect
foreign tax credit is. See, generally, Internal Revenue Code
section 902.

5By ‘‘conservative proxy,’’ I mean one that would, if any-
thing, overstate the amount of AFSI, and thus produce a high
estimate for the potential maximum cost of VAT credit.

62001 is the latest year for which all SOI data needed to
project a maximum cost of VAT credit is available. For 2002,
one factor had to be estimated.

Martin B. Tittle is a tax attorney in Wash-
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foreign-source income (column E) to produce a net
income tax on foreign-source income (column G). If
no other credits could be taken against foreign-
source income, this would be the amount remitted to
the government and included in total tax paid.

Finally, the net income tax on all foreign-source
income (column G) is multiplied by the percentage of
foreign-source income that is active (column L) to
yield the tax that would be owed on active foreign-
source income alone (column H). This is the maxi-

mum tax revenue that would be eliminated if the
cap on VAT credit were set high enough.

For 1994-2002, column H shows the loss would
have varied from a low of about US $8 billion in 1994
to a high of US $16.5 billion in 2000. If this loss of
revenue were presented as a percentage of total
corporate tax owed before credits, it would vary from
a low of 4.4 percent in 1997 to a high of 6.5 percent
in 1999. ◆
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