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What we’ve learned so far:

• There are equity reasons for taxing capital

• But also potential efficiency concerns

• However so far we assumed a closed economy
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What we’re going to learn in this lecture:

• How capital taxes can be avoided in a globalized world

• The magnitude and revenue costs of profit shifting

• Potential solutions
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1 Residence vs. source taxation

To think about capital taxation in an open economy, key distinction is
residence vs. source base capital taxation

• Residence: capital tax based on residence of owner of capital (or
location of headquarter for firms)

•Most individual income tax systems are residence based (with
credits for taxes paid abroad)
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• Can only escape tax through evasion or changing residence

• Source taxation: capital income tax based on location of capital

•Most corporate income tax systems are source based
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Three main consequences of source-based taxation:

• Profit shifting to low-tax countries

• Relocation of capital to low-tax countries

• Tax competition leading to equilibrium where tax rates are too low
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2 International profit shifting

• Corporate taxes are to be paid to countries where profits have
been made

• Problem: easy to manipulate location of profits

• How?
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2.1 How profit shifting works

Three ways to shift profits to low-tax countries:

•Manipulating intra-group import and export prices (transfer prices)

• Intra-group borrowing

• Locating intangibles in tax havens

- 8 -



Econ 133 - Global Inequality and Growth Gabriel Zucman

0% 

10% 

20% 

30% 

40% 

50% 
19

82
 

19
84

 

19
86

 

19
88

 

19
90

 

19
92

 

19
94

 

19
96

 

19
98

 

20
00

 

20
02

 

20
04

 

20
06

 

20
08

 

20
10

 

20
12

 

%
 o

f U
.S

. c
or

po
ra

te
 p

ro
fit

s 
m

ad
e 

ab
ro

ad
 

The share of tax havens in U.S. corporate profits made abroad 

Singapore 

Ireland 

Netherlands 

Luxembourg 

Switzerland 

Bermuda (and other  
Caribbean) 

Notes: This figure charts the share of income on U.S. direct investment abroad made in the main tax havens. In 2013, total income on U.S.DI abroad was about 
$500bn. 17% came from the Netherlands, 8% from Luxembourg, etc. Source: author's computations using balance of payments data, see Online Appendix. 
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The share of profits made abroad in U.S. corporate profits 

32% of US corporate profits are made abroad in 2013. Foreign profits include dividends on foreign portfolio equities and income on US direct investment abroad 
(distributed & retained). Profits are net of interest payments, gross of US but net of foreign income taxes. Source: author's computations using BEA data. 
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The share of tax havens in U.S. corporate profits  

Notes: This figure charts the ratio of profits made in the main tax havens (Netherlands, Ireland, Switzerland, Singapore, Luxembourg, Bermuda and other 
Caribbean havens) to total US corporate profits (domestic plus foreign). Source: author's computations using NIPA and balance of payments data, see Online 
Appendix. - 11 -
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If the Cayman Islands has a low corporate tax rate and the U.S has a
high corporate tax rate, then U.S. firms have incentives to:

A — Export at artificially high prices to their Cayman subsidiaries

B — Import at artficially high prices from their Cayman subsidiaries

C — Lend money at high interest rates to their Cayman subsidiaries

D — No incentive to shift profits to the Cayman Islands
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3 Tax competition

• Lower corporate tax rate → attracts capital from abroad → gives
incentives to other countries to cut their own rate

• Key driver behind global decline in corporate tax rates (49% on
average globally in 1985 vs. 24% today)

• Similar issues between sub-national govs. (such as US states).
Difference: Federal gov. can help coordinate
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4 International tax reform

4.1 Formula apportionment

• Tax base in country i based on shares of global sales, assets,
and/or payroll made in i

• Used by US states for their own corporate taxes

• Key attraction: eliminates the opportunity for companies to
engage in profit shifting
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• Sales only apportionment removes incentives to move K abroad

• Potential problem of sales through low-tax resellers

4.2 Corporate tax integration

• Shareholders receive credits for previously paid corporate taxes

• Corporate tax becomes like a withholding pre-paid tax that is
refunded when dividends are paid out to individuals
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• Removes incentives to shift profits and move capital abroad

• Existed in Europe; still exists today in Canada, Mexico, Australia

• Can be combined with apportionment to ensure proper
withholding at corporate level
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5 Summary

• In an open-economy, capital taxation faces important challenges:

– Profit-shifting

– Tax competition for real investment

• But these challenges are not insuperable
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