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Q. How does the current system of international taxation work?

A. All countries tax income earned by multinational corporations
within their borders. The United States also imposes a minimum tax on
the income US-based multinationals earn in low-tax foreign countries,
with a credit for 80 percent of foreign income taxes they’ve paid.
Most other countries exempt most foreign-source income of their
multinationals.

TAXATION OF FOREIGN-SOURCE INCOME
Following the 2017 Tax Cuts and Jobs Act (TCJA), the federal government imposes different rules on the
different types of income US resident multinational firms earn in foreign countries (table 1).
•

Income that represents a “normal return” on physical assets—deemed to be 10 percent per year on the
depreciated value of those assets—is exempt from US corporate income tax.

•

Income above a 10 percent return—called Global Intangible Low Tax Income (or GILTI)—is taxed annually
as earned at half the US corporate rate of 21 percent on domestic income, with a credit for 80 percent
of foreign income taxes paid. Because half the US corporate rate is 10.5 percent, the 80 percent credit
eliminates the GILTI tax for US corporations except for any income foreign countries tax at less than
13.125 percent. After 2025, the GILTI tax rate increases to 62.5 percent of the US corporate rate, or
13.125 percent, which makes US corporations subject to GILTI tax only on income foreign countries tax at
less than 16.406 percent.

•

Income from passive assets, such as bonds or certain categories of easily shiftable assets, is taxable under
subpart F of the Internal Revenue Code at the full 21 percent corporate rate, with a credit for 100 percent
of foreign income taxes on those categories of income.

US companies can claim credits for taxes paid to foreign governments on GILTI and subpart F income only
up to their US tax liability on those sources of income. Firms may, however, pool their credits within separate
income categories. Excess foreign credits on GILTI earned in high-tax countries, therefore, can be used to
offset US taxes on GILTI from low-tax countries. US companies may not claim credits for foreign taxes on the
10 percent return exempt from US tax to offset US taxes on GILTI or subpart F income.
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TABLE 1

Taxation of Foreign-Source Income of US Multinationals
Type

2018–25

2026 and after

Normal returns (10% of depreciable
basis of tangible capital)
GILTI (intangible profits, defined as
profits in excess of 10% of tangible
capital)

No US corporate income tax

No US corporate income tax

10.5% US tax rate with credit for 80% of
foreign income taxes paid, up to a foreign
income tax rate of 13.125%

13.125% US tax rate with credit for 80% of
foreign income taxes paid, up to a foreign
income tax rate of 16.406%

Subpart F income (passive and certain
easily shift-able income)

21% US tax rate with credit for 100% of
foreign income taxes, up to the US tax rate

21% US tax rate with credit for 100% of
foreign income taxes, up to the U.S. tax rate

Suppose, for example, a US-based multinational firm invests $1,000 in buildings and machinery for its Irish
subsidiary and earns a profit of $250 in Ireland, which has a 12.5 percent tax rate. It also holds $1,000 in an
Irish bank, on which it earns interest of $50.
•
•

•
•

The company pays the Irish government $31.25 of tax on the $250 of profits earned in Ireland plus
another $6.25 on the $50 of interest from the Irish bank. Overall, it pays $37.50 of Irish tax on income of
$300.
The company owes no tax to the United States on the first $100 of Irish profits (10 percent of invested
capital). It owes a tax before credits of $15.75 on the $150 of GILTI ($250 of profit less the $100 exempt
amount). It owes $10.50 (21 percent of $50) on the interest from the Irish bank. So, overall its US tax
before credits is $26.25.
The company can claim a foreign tax credit of $21.25 from its Irish investments. This consists of $15 from
the Irish tax on GILTI income (80 percent of .125 × $150) and the full $6.25 of Irish tax on interest income.
So, overall, the US company pays $37.50 of tax to Ireland and an additional $5.00 to the United States
($26.25 less the $21.25 foreign tax credit) for a total tax liability of $42.50. This can be broken down into
• $12.50 of Irish tax on the first $100 of profits from the investment;
• $18.75 of Irish tax plus $0.75 of net US tax on the $150 of GILTI; and
• $6.25 of Irish tax plus $4.25 of US tax on the $50 of interest income.

TCJA also introduced a special tax rate for Foreign Derived Intangible Income (FDII)—the profit a firm
receives from US-based intangible assets used to generate export income for US firms. An example is the
income US pharmaceutical companies receive from foreign sales attributable to patents they hold in the
United States. The maximum rate on FDII is 13.125 percent, rising to 16.406 percent after 2025. FDII aims
to encourage US multinationals to report their intangible profits to the United States instead of to low-tax
foreign countries.
Most countries, including all other countries in the G7 (Canada, France, Germany, Italy, Japan, and the
United Kingdom), use a territorial system that exempts most so-called “active” foreign income from taxation.
Still others have hybrid systems that, for example, exempt foreign income only if the foreign country’s tax
system is similar to that in the home country. In general, an exemption system provides a stronger incentive
than the current US tax system to earn income in low-tax countries because foreign-source income from lowtax countries incurs no minimum tax.
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Many countries also have provisions, known as “patent boxes,” that allow special rates to the return on
patents their resident multinationals hold in domestic affiliates.
Most other countries, however, also have rules similar to the US subpart F rules that limit their resident
corporations’ ability to shift profits to low-income countries by taxing foreign “passive” income on an accrual
basis. In that sense, even countries with a formal territorial system do not exempt all foreign-source income
from domestic tax.
INBOUND INVESTMENT
Countries, including the United States, generally tax the income foreign-based multinationals earn within
their borders at the same rate as the income domestic-resident companies earn. Companies, however, have
employed various techniques to shift reported profits from high-tax countries in which they invest to low-tax
countries with very little real economic activity.
The US subpart F rules, and similar rules in other countries, limit many forms of profit shifting by domesticresident companies but do not apply to foreign-resident companies. Countries use other rules to limit
income shifting. For example, many countries have “thin-capitalization” rules, which limit companies’ ability
to deduct interest payments to related parties in low-tax countries in order to reduce reported profits from
domestic investments.
TCJA enacted a new minimum tax, the Base Erosion Alternative Tax (BEAT) to limit firms’ ability to strip
profits from the United States. BEAT imposes a 10.5 percent alternative minimum tax on certain payments,
including interest payments, to related parties that would otherwise be deductible as business costs.
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