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Executive Summary 
 
  The United States subjects to taxation the “worldwide” income of its residents, 
including that of U.S.-based companies. To ensure that income earned outside the United States 
is not taxed twice, however, U.S. tax law permits a credit, or offset, against the taxes otherwise 
due on that income for foreign income taxes already paid. Without the foreign tax credit (“FTC”), 
U.S.-based companies would be unable to compete effectively with rivals from foreign countries 
with territorial tax systems (which exempt companies from tax on their foreign income) or with 
worldwide tax systems with properly-designed FTC mechanisms that prevent double taxation. 
 
  As part of its FY2011 budget, the Obama Administration proposes to deny U.S. 
multinational companies FTCs for certain foreign taxes paid as “dual capacity taxpayers,” 
thereby actually subjecting those companies to double taxation. A dual capacity taxpayer is a U.S. 
company that deals with a foreign country as both the sovereign and as the grantor of an 
economic benefit, such as a concession for developing the country’s natural resources. To ensure 
dual capacity taxpayers cannot claim FTCs for payments that are not taxes, existing rules (the 
“Dual Capacity Regulations”) require taxpayers to prove that a payment qualifies as a tax under 
U.S. principles and further that no portion of that payment is for the separate economic benefit. 
Under the Administration’s proposal (the “Administration Proposal”), a dual capacity taxpayer 
that could prove that the payments made were, in fact, qualifying taxes would nevertheless be 
denied FTCs for the amount of such foreign taxes paid.  
 
  The Administration Proposal would achieve the wrong result under the U.S. tax 
system, harm U.S. companies and jeopardize U.S. strategic interests. In many countries that 
impose higher taxes on certain activities undertaken by dual capacity taxpayers—including the 
U.K.—those taxpayers would be partially or completely denied FTCs for foreign taxes actually 
paid. In the short term, the Administration Proposal would unfairly, and in effect retroactively, 
subject U.S. dual capacity taxpayers to harmful double taxation on their existing long-term 
investments. The effect, over the longer term, will be to cede an important U.S. presence in 
strategic foreign markets to foreign and state-owned competitors, compromising U.S. economic, 
national security, and foreign policy interests.  
 
Existing Rules Explicitly Prevent Claims of Foreign Tax Credits for “Disguised Royalties” 
 
  The Treasury Department and the Internal Revenue Service (the “IRS”) 
developed the current Dual Capacity Regulations to ensure that payments to foreign countries for 
which U.S. oil companies claim FTCs are taxes in substance, not mere royalties. The culmination 
of a six-year regulatory project that included temporary regulations, two sets of proposed 
regulations, and multiple rounds of public comments, the Dual Capacity Regulations draw on 
decades of case law and IRS rulings to provide a carefully-crafted framework for determining the 
extent to which a foreign levy payment represents a tax rather than a payment for a specific 
economic benefit. The Dual Capacity Regulations require dual capacity taxpayers to prove under 
very strict burdens that a payment to a foreign government constitutes an income or excess 
profits tax in order to claim a FTC for that payment. Upon challenge by the IRS, a taxpayer bears 
the entire burden of establishing that the payment is a creditable tax and that no portion of the 
payment is compensation for access to the mineral resource. Two cases involving excess profits 
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taxes imposed by Norway and the United Kingdom on petroleum extraction income, Phillips 
Petroleum v. Commissioner and Exxon v. Commissioner, illustrate the burden imposed on 
taxpayers to establish the creditability of taxes paid. In both cases, the U.S. Tax Court ruled that 
the excess profits tax was a tax, not a royalty as asserted by the IRS. 
 
U.S. Taxpayers Would Face Double Taxation Under the Administration Proposal 
 
  Under the Administration Proposal, dual capacity taxpayers would be denied 
FTCs even if they could prove in court that a particular foreign levy constitutes a tax for U.S. 
purposes. Where a foreign country maintains a tax that non-dual-capacity taxpayers pay, a dual 
capacity taxpayer would be denied FTCs for tax payments exceeding the amount it 
hypothetically would owe if it were not a dual capacity taxpayer. Thus, the taxpayer in the 
Phillips case would be completely denied FTCs for its payments of the Norwegian excess profits 
tax the Tax Court found to be a creditable tax. That is clearly the wrong result under the tax law, 
and by denying a taxpayer even the opportunity to present its factual case before a U.S. court, the 
proposal raises serious due process and fundamental fairness concerns. 
 
Countries’ Tax Regimes Reflect Their Own Sovereign Judgments, Not Benefits for U.S. 
Taxpayers 
 
  Contrary to the assumption underlying the Administration Proposal, countries 
impose taxes for their own economic and political reasons, not to extend benefits to U.S.-based 
dual capacity taxpayers.  Nowhere is this more clearly illustrated than in the case of dual 
capacity taxpayers in the energy sector, whose operations are necessarily tied to a particular 
country where the resources are found.  Recognizing that, once exploration and production begin, 
taxpayers’ investments are essentially fixed, countries can tax dual capacity taxpayers more 
heavily with less concern of their moving operations outside the country. 
 
  There are a number of other reasons that foreign countries impose higher taxes on 
U.S.-based dual capacity taxpayers as well.  Popular support for high tax rates on “excess 
profits”—especially profits of foreign companies that benefit from a country’s natural 
resources—also favors taxing dual capacity taxpayers more heavily. In developing countries with 
minimal administrative resources and a relatively small tax base, there is the additional practical 
consideration that administering a broad-based income tax is difficult and costly. For such 
countries, imposing a heavier tax burden on dual capacity taxpayers may be the answer simply 
because dual capacity taxpayers are easy to tax and have substantial earnings relative to other 
potential taxpayers. 
 
The Administration Proposal Would Harm U.S. Companies’ Long-Term Investments that 
Benefit Energy Security 
 
  The Administration Proposal would harm U.S. companies that have made 
substantial, long-term investments abroad with the expectation that their foreign taxes would be 
creditable against U.S. tax liability. Dual capacity taxpayers commit substantial resources to 
investments requiring an extended period of time to achieve an economic return, on the 
assumption that the fundamental structure of the tax system will not change. By denying 
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expected FTCs for foreign taxes actually paid, the Administration Proposal would, with the 
stroke of a pen, render certain existing foreign investments unprofitable and immediately 
decrease the value of many others—but only for American companies. 
 
The Administration Proposal Would Compromise U.S. Economic, Trade, National Security, 
and Foreign Policy Interests 
 
  The double taxation resulting from the Administration Proposal would 
disadvantage U.S.-based companies relative to foreign companies subject to a single level of tax. 
In many cases, state-owned oil companies, whose interests may be directly opposed to U.S. 
security interests, would supplant U.S.-based oil companies in foreign oil fields. Ceding control 
of foreign oil supplies to such foreign competitors would directly harm U.S. energy security in 
an environment in which the United States imports roughly 60 percent of the oil it consumes. 
Moreover, the disappearance of U.S. companies from oil-producing countries, including many 
developing nations, would diminish positive U.S. influence in critical regions of the world. 
Finally, reduced foreign operations by U.S.-based companies would translate directly into a loss 
of U.S. jobs supporting those operations and a reduction in domestic economic activity at a 
crucial stage of U.S. economic recovery. 
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Introduction 
 
  The purpose of this study is to evaluate the tax and broader economic and foreign 
policy implications of the Obama Administration’s recent proposal to change longstanding tax 
rules regarding “dual capacity” taxpayers.  From a tax policy standpoint, the paper will 
specifically address whether the dual capacity foreign tax credit rules are serving their purpose or 
should be changed. From the broader economic and foreign policy standpoint, the paper will 
evaluate the short and long range effects of changing the dual capacity rules in the manner the 
Administration has proposed. 
 
  The Obama Administration, certain members of Congress, and some 
commentators have stated that the current foreign tax credit rules for U.S. dual capacity 
taxpayers confer a benefit on those taxpayers and that the benefit is unwarranted. The benefit 
asserted is a credit against U.S. income taxes for amounts paid by the dual capacity taxpayer in 
exchange for its access to “specific economic benefits”—a petroleum concession, for example—
that would otherwise be unavailable. If accurate, the benefit would be unwarranted: foreign tax 
credits are intended to mitigate against double taxation, but there is no double taxation if the 
payment is for access to a specific economic benefit rather than a tax on income or profits. Some 
commentators have gone further to suggest that the current foreign tax credit rules confer a 
“subsidy” on dual capacity taxpayers, particularly those involved in oil and gas development, 
and that this amounts to a “subsidy” of fossil fuels that should be eliminated and redirected to 
alternative energy development. The Administration proposes changing the rules to place further 
restrictions on the ability of dual capacity taxpayers to claim tax credits for certain levies paid to 
foreign governments in respect of oil and gas operations. 
 
  This paper examines in detail the criticism of the Obama Administration and 
commentators of the current dual capacity rules. The paper evaluates both the existing dual 
capacity rules and the Obama Administration’s proposed revision, assessing their relative merits 
from an overall international tax policy standpoint.  The paper then turns to the economic, energy 
security, trade, and foreign relations implications of the Administration’s proposal,. 
 
  The paper begins by outlining the general background necessary to understand the 
current dual capacity taxpayer rules and the Obama Administration’s proposals for changing 
these rules. This background includes a review of the U.S. international tax system and the role 
of the foreign tax credit, the history of the dual capacity rules, how those rules fit within the 
foreign tax credit framework, and the status of the rules as interpreted by the Treasury 
Department and the courts.  With that as context, the paper assesses the current rules, i.e., 
whether they adequately address the core issue they seek to cover, and the Administration’s 
Proposal, particularly  whether the proposed changes are warranted from a tax policy standpoint.  
It also examines the assertion that the foreign tax credit confers a subsidy on dual capacity 
taxpayers. 
 
  Turning from the tax policy implications of the Administration Proposal, the 
paper then analyzes whether the changes are in the best economic, national security, and foreign 
policy interests of the United States. The discussion examines the implications of the proposed 
changes to the dual capacity rules for economic recovery and longer-term U.S. economic 
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interests, their effect on long-term U.S. energy security, and their consistency with the Obama 
Administration’s foreign policy goals. 
 
  The paper is divided into six sections.  Section I provides an overview of the U.S. 
international tax system and the role of the foreign tax credit in that system. Sections II and III 
describe the existing regulations governing the extent to which dual capacity taxpayers may 
claim foreign tax credits (the “Dual Capacity Regulations”) and the Administration Proposal, 
respectively. Sections IV and V evaluate the Dual Capacity Regulations and the Administration 
Proposal from a tax policy perspective and consider the economic rationale for oil-producing 
states’ use of both royalties and income taxes. Finally, Section VI explores other policy 
implications of the Administration Proposal, including its consequences for U.S. economic, 
national security, and foreign policy interests. 
 
  In brief, the Administration Proposal represents a substantial departure from long-
standing principles that underlie the U.S. international tax system, subjecting the income of U.S.-
based oil and gas companies to double taxation.  The Administration Proposal would adversely 
affect the interests of those companies to the benefit of foreign and state-owned oil and gas 
companies, including some states whose interests may actually be at odds with those of the 
United States. 

I. The U.S. International Tax System and the Role of the Foreign Tax Credit 

  Under principles of international law, the country in which economic activity 
occurs—the source country—has primary jurisdiction to tax the activity regardless of the 
residence of the taxpayer. It is incumbent upon the residence country to mitigate double taxation 
of the foreign source income. This is achieved by the resident country’s exemption of foreign 
source income from taxation or by its provision of a credit for the taxes its residents pay the 
source country.1 The United States follows the second model. It taxes its citizens and residents 
on their worldwide income and grants foreign tax credits (“FTCs”) for source country taxes 
imposed on that income to mitigate double taxation of their foreign source income. Though 
worldwide systems of taxation were once common among developed countries, today it is far 
more common for countries to avoid the problem of double taxation through “territorial” tax 
systems that exempt their residents’ foreign income from home country taxation. The proper 
functioning of a worldwide tax system depends on the proper functioning of the FTC regime. In 
the competition for worldwide business opportunities, limits on the FTC that have the effect of 
depriving U.S. companies of their ability to claim credits for foreign taxes paid will increase 
their costs, thus disadvantaging them relative to foreign companies subject to a territorial tax 
system or a properly structured worldwide tax regime.2 

A. The U.S. “Worldwide” Tax System 

  Since the original U.S. income tax laws of 1909 and 1913, the United States has 
maintained a “worldwide” tax system under which residents are taxed on income from all 
sources. U.S. corporations must pay U.S. tax even on the income of a foreign corporation in 
which they own a 10 percent-or-greater interest if that foreign corporation (a “CFC”) is majority-
owned by U.S. corporations that have 10 percent-or-greater interests (“U.S. shareholders”). As a 
general rule, however, a U.S. shareholder of a CFC is subject to U.S. tax on the CFC’s income 
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only when it is paid to the shareholder as a dividend. The policy of imposing U.S. tax at the time 
it is repatriated is known as “deferral.” Deferral is subject to certain limitations, most notably 
through a regime called “subpart F,” which treats certain mobile and passive income earned by a 
CFC as paid immediately to the CFC’s U.S. shareholders in the form of a constructive dividend 
subject to U.S. tax.  

B. The Foreign Tax Credit in the U.S. System 

  To relieve the burden of double taxation on U.S. persons’ foreign income, the 
United States since 1918 has permitted U.S. persons a foreign tax credit for foreign “income, war 
profits, and excess profits” taxes (“income taxes”) paid. Congress enacted the foreign tax credit 
in the Revenue Act of 1918 in response to significant double taxation of U.S. companies.3 At the 
time, a U.S. company operating abroad faced not only foreign tax on its foreign income but also 
a U.S. excess profits tax with rates as high as 60 percent.4 In 1921, Congress established a 
limitation on the use of foreign tax credits to ensure that U.S. taxpayers could not use foreign tax 
credits to offset tax on U.S.-source income.5 Since those early days of the foreign tax credit, this 
basic framework of the FTC system has remained essentially intact. 
 
  A U.S. corporation may claim foreign tax credits under section 901 for foreign 
income taxes it pays directly or under section 902 for foreign income taxes paid by foreign 
corporations in which it owns more than 10 percent of the voting stock.6 Foreign tax credits also 
are available under section 903 for non-income taxes imposed in lieu of an otherwise generally 
imposed income tax.7  

1. Creditable Taxes (Sections 901 and 903) 

  U.S. taxpayers may claim FTCs for payments of income taxes or of other taxes 
that are imposed in lieu of an income tax. To qualify as an income tax described in section 901, a 
foreign levy must be considered a tax and must have the “predominant character . . . of an 
income tax in the U.S. sense.”8 To qualify as an “in-lieu-of tax” under section 903, a foreign levy 
must be considered a tax and must be imposed in substitution for an otherwise generally imposed 
income tax.9 Thus, regardless of whether a taxpayer seeks foreign tax credits for a foreign levy 
payment under section 901 or 903, the first issue it must consider is whether the levy is a tax.  

(a) The “Tax” Requirement 

  A foreign levy is considered a tax if it requires a compulsory payment pursuant to 
the authority of a foreign country to levy taxes.10 Whether a payment is a compulsory payment 
pursuant to a country’s tax authority is determined under U.S legal principles, not foreign legal 
principles. A foreign country’s claim that a particular levy is imposed pursuant to its authority to 
levy taxes is not determinative of the question.11 
 
  A foreign levy is not imposed pursuant to a country’s authority to levy taxes, and 
thus is not a tax, to the extent the person paying the levy receives a “specific economic benefit” 
from the country in exchange for the payment. Treas. Reg. § 1.901-2(a)(2)(ii)(B) defines 
“specific economic benefit” broadly as “an economic benefit that is not made available on 
substantially the same terms to substantially all persons who are subject to the income tax that is 
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generally imposed by the foreign country, or, if there is no such generally imposed income tax, 
an economic benefit that is not made available on substantially the same terms to the population 
of the country in general.” The regulations provide that specific economic benefits include 
property, services, and a right to use, acquire, or extract resources.12 Essentially, there is 
considered to be a specific economic benefit where a taxpayer and a government have a business 
relationship that is not available on the same terms to all taxpayers. Thus, for example, if the 
government granted a taxpayer a right to conduct logging in its forests and did not grant all other 
taxpayers that right, the taxpayer’s right to conduct logging would be considered a specific 
economic benefit even if the taxpayer paid the government for that right.  
 
  Taxpayers who are subject to a foreign levy and receive a specific economic 
benefit from the country imposing the levy are referred to as “dual capacity taxpayers” and are 
subject to special rules governing creditability of that levy. Those rules, set forth at Treas. Reg. § 
1.901-2A and referred to herein as the “Dual Capacity Regulations,” determine what portion of a 
dual capacity taxpayer’s payments to foreign governments constitutes creditable taxes. 
Subsequent case law has given further definition to the boundary between royalties and 
creditable taxes.13 

(b) Taxes on Income 

  A tax is considered an income tax if it satisfies the realization, gross receipts, and 
net income requirements of Treas. Reg. § 1.901-2(b). To satisfy the realization requirement, a tax 
should be imposed upon or following an event that would result in realization of income under 
the Code or, in some cases, in anticipation of such a realization event.14 The gross receipts 
requirement is satisfied by a tax that is imposed on the basis of gross receipts (or gross receipts 
computed under a method that is likely to produce an amount that does not exceed fair market 
value).15 A tax satisfies the net income requirement if it permits deductions against gross receipts 
sufficient to allow recovery of significant costs and expenses incurred in the production of gross 
receipts (or recovery of significant costs and expenses computed under a method that 
approximates, or is greater than, recovery of significant costs and expenses).16  
 
  The ability of a taxpayer to recover costs and expenses of generating gross 
receipts ensures that an income tax falls only on a business’s economic profits. In this sense, an 
income tax is a tax on the residual return to which a business’s equity investors are entitled. By 
contrast, an income tax does not fall on the portion of the business’s receipts that it pays in 
satisfaction of the fixed return owed its debt holders. 

(c) Taxes In Lieu of Income Taxes 

  A U.S. taxpayer may claim foreign tax credits under section 903 in respect of a 
tax that is not itself an income tax but is imposed in lieu of an income tax. For such an in-lieu-of 
tax to give rise to FTCs, the country imposing the tax must also levy a generally imposed income 
tax or income taxes. Additionally, the in-lieu-of tax must operate in practice as a tax imposed in 
substitution for, not in addition to, the generally imposed income tax.17 A taxpayer may claim 
FTCs in respect of an in-lieu-of tax whether or not the tax bears any resemblance to an income 
tax. An in-lieu-of tax may be imposed, for example, on gross income, gross receipts or sales, or 
the number of units produced or exported.18  
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2. General Limitation on Foreign Tax Credit Use (Section 904) 

  For nearly as long as the United States has permitted a foreign tax credit, 
taxpayers have been limited in their ability to claim foreign tax credits for foreign taxes imposed 
at rates higher than the U.S. corporate income tax rate. Specifically, section 904(a) provides that 
a taxpayer may not claim foreign tax credits in a taxable year exceeding the product of (i) 
preliminary U.S. tax liability against which the credits are claimed and (ii) the fraction of the 
taxpayer’s income that is derived from foreign sources. In effect, this limitation limits foreign tax 
credits to the extent that the average foreign tax rate on foreign income subject to the limitation 
exceeds the U.S. tax rate, currently 35 percent.  
 
  Under section 904(d), the foreign tax credit limitation of section 904(a) applies 
separately with respect to different categories, or “baskets,” of income. In 2004, Congress 
generally reduced the number of baskets from nine to two—i.e., passive category income and 
general category income. The purpose of applying the section 904(a) limitation to different 
categories of income is to prevent foreign tax credits attributable to high-taxed general category 
income from offsetting residual U.S. taxes on typically low-taxed passive category income such 
as royalties. 

3. Special Limitation on Foreign Tax Credits for Foreign Oil and Gas Taxes 
(Section 907) 

  Although the Dual Capacity Regulations serve to distinguish taxes from royalties 
paid for the extraction of minerals, Congress imposed yet another limitation on creditability of 
taxes on the income from those activities in section 907. Specifically, section 907(a) limits the 
amount of “foreign oil and gas taxes” paid in a taxable year for which a taxpayer may claim 
foreign tax credits to 35 percent of “foreign oil and gas income” earned in that year. Foreign oil 
and gas taxes generally include otherwise creditable taxes on foreign oil and gas income, which 
is defined to include taxable income from the extraction of minerals from oil and gas wells and 
from the processing, transportation, and distribution of minerals and products derived from such 
minerals.19 Subject to certain limitations, credits disallowed under section 907(a) in a particular 
taxable year may be carried back to the immediately preceding taxable year or forward to one of 
the ten succeeding taxable years.20  

C. Comparing The U.S. System To Other Models of International Taxation 

  As described above, the U.S. system of taxation of foreign source income—the 
taxation of U.S. persons on their worldwide income—depends on the proper functioning of its 
foreign tax credit regime to avoid double taxation of the foreign source income. Other countries 
have chosen to implement territorial tax systems that generally exempt their residents from 
home-country tax on foreign income which minimize concerns about double taxation and the 
characterization of foreign government claims on their resident’s foreign source income. 

1. Two Models for Resolving Competing Claims of Taxing Jurisdiction  

  The tension between countries’ competing claims of taxing jurisdiction is evident 
in the design of all international tax systems. Both the country where an item of income arises 
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(the “source country”) and the country where the beneficial owner of the income resides (the 
“residence country”) have principled claims of taxing jurisdiction. Where these claims are 
exercised simultaneously, the beneficial owner of the income faces the prospect of double 
taxation. The two classic models for addressing double taxation are a territorial system that 
exempts foreign income from home-country tax and a worldwide system, like the U.S. system, 
that taxes residents’ worldwide income but allows a foreign tax credit for foreign taxes paid. 

2. The Territorial Alternative 

  Under a typical territorial system, a country generally imposes no tax, or imposes 
only a small “toll charge” of a few percentage points, on its residents’ foreign income.21 These 
countries typically have regimes like the U.S. subpart F regime that impose tax currently at 
normal tax rates on the passive and mobile income of their residents’ foreign subsidiaries. As in 
the United States, a foreign tax credit is typically available in respect of foreign taxes paid on 
income that is subject to current tax in the home country. 
 
  In recent years, major U.S. trade partners have shifted to territorial tax systems 
that, as explained below, often give global corporations headquartered in those countries a 
competitive edge over those headquartered in a country with a worldwide system. Two decades 
ago, roughly half of Organisation for Economic Cooperation and Development (“OECD”) 
nations had worldwide tax systems.22 Today, approximately 80 percent of OECD nations have 
territorial systems.23 In 2009, both the United Kingdom and Japan, in large part, adopted 
territorial systems, leaving Ireland, Korea, Poland, Mexico, and the United States as the 
remaining OECD nations with worldwide tax systems.24 

3. Economic Implications of the Worldwide vs. Territorial Choice 

  Properly designed worldwide and territorial systems limit the extent to which 
companies with foreign-source income incur more than one level of tax on their foreign source 
income but differ as to what country’s tax rate a company ultimately pays. After claiming foreign 
tax credits for its foreign tax payments, a company subject to a worldwide tax system ultimately 
pays tax at the greater of its home-country rate or the tax rate of the foreign countries in which it 
earns income (assuming it can fully credit its foreign income taxes). A company subject to a 
territorial tax system ultimately pays the tax rate of the countries in which it earns income. Thus, 
if a company subject to a worldwide system has a home-country tax rate that is higher than the 
rates in the foreign countries in which it operates, all else equal, that company will have a higher 
after-tax cost and a correspondingly lower after-tax return from competing outside its home 
country than do local companies or competitors subject to territorial systems. Like territorial 
systems, the U.S. FTC regime prevents U.S. companies from garnering any advantage from 
higher local-country rates. Section 904 limits the FTCs that may be claimed against U.S. tax to 
the extent they exceed the U.S. corporate tax rate. This limitation prevents companies subject to 
a high average foreign rate from using foreign tax credits to offset U.S. tax on U.S.-source 
income. 
 
  Worldwide and territorial tax systems reflect competing economic theories 
regarding taxation of international capital flows. A worldwide system with a foreign tax credit is 
premised on the notion (referred to as “capital export neutrality”) that a company should face the 
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same tax rate whether operating in its home country or abroad. In contrast, a territorial system is 
based on the notion (referred to as “capital import neutrality”) that all companies operating in a 
single country should face the same tax rate on their investments in that country. Contemporary 
research questions the utility of the theories as guiding principle for design of a tax system in a 
world of complicated economic interactions and relationships.25 

D. The Importance of the FTC System for International Parity 

  The foreign tax credit plays an essential role in preventing double taxation of 
U.S.-based global corporations. Without credits for foreign taxes paid, U.S.-based global 
corporations would fully bear two levels of tax on their foreign source income. The foreign tax 
credit regime should ensure that U.S. global corporations are not disadvantaged by multiple 
levels of tax on that income but have a reasonable chance to compete on the same playing field 
with locally-based companies in foreign markets and foreign competitors subject to territorial tax 
systems. That requires permitting a foreign tax credit for the levies on income or profits exacted 
by foreign governments on the economic activities that occur within their borders. 

II. The Dual Capacity Taxpayer Regulations 

  A properly functioning FTC regime is critical to the ability of U.S. resident 
taxpayers to compete abroad without the burden of double taxation. In the U.S.’s worldwide 
system of taxation, concern that costs be properly reflected as costs and not as creditable taxes 
has led to ongoing efforts to distinguish between payments to foreign governments properly 
considered “taxes” and payments that are not. Consequently, distinguishing foreign tax payments 
from other payments is a major focus of the Treasury Regulations governing FTCs. The Dual 
Capacity Regulations in particular serve as the primary workhorse of the U.S. international tax 
system’s efforts to distinguish creditable taxes from other payments to foreign governments.  

A. History of the Dual Capacity Regulations 

  The current regulations governing creditability of foreign payments—in particular, 
the Dual Capacity Regulations—grew out of the need to determine what payments by U.S. oil 
companies to foreign governments should be eligible for foreign tax credits. The issue first 
garnered concentrated attention in the late 1940s, when world demand for oil was increasing and 
oil-producing countries began adopting less accommodating positions in negotiating with U.S. 
companies that operated in foreign oil fields.26 Following Venezuela’s renegotiation of its 
contracts with foreign oil producers on a “50-50” basis, Saudi Arabia resolved to strike a new 
bargain with U.S.-based Aramco, which had extracted oil in Saudi Arabia under a concession 
since the 1930s.27 By one account, in restructuring its relationship with Aramco, Saudi Arabia 
specifically took into account the availability of the U.S. foreign tax credit to Aramco.28 Thus, 
beginning in 1950, Aramco paid Saudi Arabia a separately stated tax in addition to payments for 
the right to extract oil under a concession. The Internal Revenue Service (the “IRS”) ultimately 
determined, in the course of auditing Aramco’s 1950 tax return, that Aramco’s tax payments to 
Saudi Arabia satisfied the established criteria for a payment to give rise to a foreign tax credit.29 
Other oil-producing countries followed the lead of Saudi Arabia in levying taxes on foreign oil 
producers that previously paid no separately stated local tax on their extraction and production 
activities.  
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  After several decades with relatively little controversy about what constitutes a 
tax, spiking oil prices in the early 1970s prompted the Treasury Department (“Treasury”) to re-
examine the legal standards for claiming FTCs.30 With U.S. oil companies paying more taxes 
than ever to oil-producing countries, Treasury and the IRS began a careful examination of the 
production sharing agreements between those companies and countries. The first result of that re-
examination was a 1976 IRS ruling that certain payments of Indonesian income tax by a U.S. oil 
company did not qualify for a foreign tax credit.31 Under the arrangement examined in the ruling, 
oil in excess of the company’s expenditures (up to 40 percent of production) was split between 
the company and a state-owned corporation that deposited a portion of its oil share in the 
Indonesian Treasury in fulfillment of the U.S. company’s Indonesian tax obligations. The IRS 
ruled that the U.S. company paid no Indonesian taxes eligible for a foreign tax credit, noting that 
Indonesia’s assured share of production is characteristic of a royalty rather than a tax in the U.S. 
sense.32 Two years later, the IRS considered the creditability of Indonesian taxes under a 
restructured production sharing agreement, ruling that Indonesian income taxes paid on a U.S. oil 
company’s share of extracted oil gave rise to a foreign tax credit.33 In other rulings, however, the 
IRS determined that payments to the Libyan and Saudi governments, as well as to the provincial 
government of Ontario, did not constitute creditable foreign taxes.34 
 
  While the IRS scrutinized the creditability of particular foreign levies as taxes 
paid by U.S. oil companies, it also undertook a project to rationalize and articulate in regulations 
the standards for creditability developed through case law and administrative practice. The first 
result of that project, 1979 proposed regulations that effectively would have denied any foreign 
tax credits at all to U.S.-based oil companies, met strong congressional criticism for their 
severity.35 Temporary regulations issued in 1980 took a slightly moderated position but still 
failed to offer a workable framework for distinguishing taxes from royalties. The 1980 temporary 
regulations started from the presumption that all payments to a foreign government by persons 
receiving a specific benefit from the government were royalties. Taxpayers could overcome the 
royalty presumption if the same levy was imposed on persons not receiving a benefit from the 
government or if the amount paid by the person receiving the benefit was not significantly 
greater than the amount that would be imposed under an income tax to which non-dual capacity 
taxpayers are subject. 
 
  The 1980 temporary regulations took an all-or-nothing approach to distinguishing 
taxes from royalties. Accordingly, even if a foreign levy bore all of the traditional indicia of an 
income tax and a taxpayer paid a reasonable amount for any economic benefit it received, that 
taxpayer could claim no FTC in respect of the levy unless taxpayers who received no economic 
benefit from the government faced a comparable tax rate. The final regulations issued in 1983 
provided a more realistic and reasonable approach that allows a taxpayer to separate a single 
payment into its royalty and tax components when necessary rather than leaving the taxpayer 
with unrelieved double taxation.  

B. The General Rules 

  A central focus of the current section 901 regulations, finalized in 1983, is 
determining whether and to what extent payments to foreign governments constitute taxes that 
should give rise to foreign tax credits. The starting point for the inquiry is the definition of a 
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“tax” at Treas. Reg. § 1.901-2(a)(2), which provides that a foreign levy is not a tax to the extent a 
person receives a specific economic benefit in exchange for payment of the levy. If only a 
portion of a payment pursuant to a levy is considered to be in exchange for a specific benefit, the 
remaining portion of the levy may be considered a tax. As noted, a specific economic benefit 
means an economic benefit that is not made available on the same terms to other persons subject 
to the foreign country’s generally imposed income tax or, if there is no such general tax, to the 
country’s population in general.36 The regulations identify a concession to extract petroleum as a 
specific economic benefit.37 A person who is subject to a foreign country’s levy and receives a 
specific economic benefit from that country is referred to as a “dual capacity taxpayer.” Dual 
capacity taxpayers must look to the Dual Capacity Regulations of Treas. Reg. § 1.901-2A to 
determine whether their foreign levy payments are creditable taxes.38 
 
  The Dual Capacity Regulations may treat a foreign levy payment as exchanged 
for a specific economic benefit even if the levy applies to both dual capacity taxpayers and other 
taxpayers. Specifically, Treas. Reg. § 1.902-2A(a)(1) looks to whether a levy that by its terms 
applies to all taxpayers equally actually applies differently to dual capacity taxpayers in practice. 
If provisions of a levy only affect dual capacity taxpayers, the levy as applied to dual capacity 
taxpayers is treated as separate from the levy as applied to other taxpayers. That separate levy 
must be evaluated under the Dual Capacity Regulations to determine whether any portion is paid 
in exchange for a specific economic benefit and consequently is not a creditable tax. A levy may 
be a separate levy with respect to dual capacity taxpayers if, for instance, only dual capacity 
taxpayers pay the highest levy rate or if the levy specifically denies recovery of certain types of 
costs that only dual capacity taxpayers incur.39 
 
  The burden of proof for establishing that a payment to a foreign country is not for 
a specific economic benefit rests squarely on the taxpayer. The Dual Capacity Regulations refer 
to a foreign levy that satisfies all of the criteria of section 901 or 903, other than the 
determination of the specific portion of the levy that is a tax, as a “qualifying levy.” A taxpayer 
claiming FTCs in respect of a qualifying levy payment must apply one of the two specified 
methods described below to determine the “qualifying amount” of the payment that is not in 
exchange for a specific benefit and is thus a creditable tax. 

C. Methods For Determining the Tax Portion of a Foreign Levy 

  The Dual Capacity Regulations specify two methods by which a dual capacity 
taxpayer can satisfy its burden of proof for establishing the “qualifying amount” of a payment 
that may be treated as paid pursuant to a tax: the facts and circumstances method and the safe 
harbor method. 

1. Facts and Circumstances Method 

  A dual capacity taxpayer may establish the qualifying amount of a payment that 
constitutes a tax, rather than a payment for a specific economic benefit, based on the relevant 
facts and circumstances. The Dual Capacity Regulations offer one example of a demonstration 
under the facts and circumstances method. In Example 1 of Treas. Reg. § 1.901-2A(c)(2)(ii), a 
taxpayer demonstrates that although a foreign country’s levy only applies to dual capacity 
taxpayers, the liability of various dual capacity taxpayers under the levy differs from taxpayer to 
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taxpayer in a way that is unrelated to the specific economic benefit each received. Based on this 
demonstration, the taxpayer proves that no portion of its levy payment is in exchange for a 
specific economic benefit.40 
 
  In applying the facts and circumstances method, neither the methodology nor the 
results that would obtain under the safe harbor method is considered a relevant fact or 
circumstance. The IRS will not give such considerations any weight in evaluating the qualifying 
amount under the facts and circumstances method.41 Thus, a taxpayer who chooses the facts and 
circumstances method takes the risk that, if unsuccessful, it will not be permitted to claim any of 
the taxes it paid as creditable income taxes. It foregoes the safe harbor test and cannot utilize it in 
any way to provide a “floor” for the amounts claimed.  
 
  In Phillips Petroleum v. Commissioner (“Phillips”), the Tax Court employed a 
facts and circumstances analysis to conclude that a special charge (the “Special Charge”) 
imposed by Norway on Phillips’s offshore petroleum exploitation income was a tax rather than a 
royalty.42 In 1975, Norway enacted the Petroleum Tax Act, which imposed the Special Charge 
on companies that had been operating on Norway’s Continental Shelf since as early as 1965 
pursuant to licenses from the Norwegian government. Those licenses required licensees to pay an 
up-front fee, an annual fee, and an annual 10 percent royalty interest payable in barrels of oil. 
The Special Charge, by contrast, was imposed on all of the income of companies operating on a 
specified area of the Continental Shelf and allowed deductions for both operating and non-
operating expenses. Noting these differences, the Tax Court found that the Special Charge was a 
tax rather than a royalty paid in exchange for a specific economic benefit. In arriving at this 
conclusion, the court also noted that (1) Phillips gained no new rights when the Special Charge 
was imposed; (2) Phillips’s royalty payments constituted reasonable compensation for its 
exploration rights; and (3) Norway’s purpose in imposing the charge was to capture excess 
profits that had arisen due to spiking world oil prices.  
 
  The Tax Court also employed the facts and circumstances method in Exxon Corp. 
v. Commissioner, finding that the U.K. Petroleum Revenue Tax (“PRT”) paid by Exxon was a 
tax rather than a payment in exchange for a specific economic benefit.43 The United Kingdom 
imposed the PRT in 1975 on oil and gas companies that had been operating in the North Sea 
under licenses that were issued as early as 1964 and that required upfront and annual fees as well 
as a 12.5 percent annual royalty. Observing that Exxon received no additional rights upon 
imposition of the PRT, the Tax Court found the PRT was a creditable tax rather than a royalty. 
The court noted that Exxon paid substantial and reasonable license fees for its exploration rights 
and concluded the PRT was effectively an excess profits tax imposed to capture a portion of the 
profits associated with increased oil prices.  

2. Safe Harbor Method 

  As an alternative to the facts and circumstances method, dual capacity taxpayers 
may elect to apply the safe harbor method to determine the tax portion of a foreign levy payment. 
A taxpayer makes a safe harbor election with respect to one or more foreign countries.44 If a 
taxpayer has an election in effect for a foreign country, the safe harbor method must be applied 
to all qualifying levies imposed in the country with respect to which that taxpayer claims FTCs.45 
Once in effect, an election to apply the safe harbor method remains effective for all subsequent 
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taxable years and can only be revoked with the consent of the IRS Commissioner.46 The 
Commissioner generally will approve a request to revoke an election following certain material 
changes in U.S. or foreign tax law affecting the electing dual capacity taxpayer.47  
 
  A taxpayer electing the safe harbor method must apply the safe harbor formula 
specified in the Dual Capacity Regulations. Under that formula, the portion of the qualifying 
levy payment that constitutes a qualifying amount is calculated as follows: 
 

Qualifying Amount = (A – B – C) * D / (1 – D) 
 

where:  
 
  A = gross receipts, as determined under Treas. Reg. § 1.901-2A(e)(2) 
  B = cost and expenses, as determined under Treas. Reg. § 1.901-2A(e)(2) 
  C = the dual capacity taxpayer’s actual payment under the qualifying levy 
  D = the tax rate, as determined under Treas. Reg. § 1.901-2A(e)(3) 
 
The qualifying amount under this formula equals the tax that would result from applying the 
specified tax rate (D) to a tax base that includes the dual capacity taxpayer’s gross receipts but 
permits deductions for the taxpayer’s actual expenses, including the portion of the qualifying 
levy payment that is paid in exchange for a specific economic benefit.48 
 
  In determining gross receipts (A) and costs and expenses (B) for the safe harbor 
formula, the terms of the qualifying levy are the starting point but may be trumped by the terms 
of a generally imposed income tax (“general tax”) if there is such a tax. In general, gross receipts 
and allowable deductions are determined under the terms of the qualifying levy unless the terms 
of the general tax would give a different result, in which case the general tax provisions will be 
used. Nonetheless, the qualifying levy’s provisions will be used if they satisfy the Treas. Reg. § 
1.901-2(a) requirement for an income tax. Moreover, even if neither the general tax nor the 
qualifying levy permits recovery of certain costs necessary for the qualifying levy to satisfy the 
requirements of an income tax under Treas. Reg. § 1.901-2(a), those costs must be taken into 
account as part of the “B” term of the safe harbor formula.49  
 
  The tax rate (D) used in the safe harbor formula is determined by reference to the 
general tax or the U.S. corporate tax rate. If the country imposing the qualifying levy has a 
general income tax, the safe harbor tax rate is the rate of the general tax that would apply based 
on the taxpayer’s safe harbor gross receipts (A) reduced by deductions for its cost and expenses 
(B) and the portion of its qualifying levy payment that is in exchange for a specific economic 
benefit. If no non-dual capacity taxpayer is subject to that rate of the general tax, however, then 
the highest general tax rate to which a non-dual capacity taxpayer is actually subject must be 
used.50  
 
  Where there is no general tax—meaning the qualifying levy itself must be an 
income tax to be creditable since section 903 would not apply—the safe harbor amount is 
determined by the terms of the qualifying levy. In particular, the qualifying amount is still 
calculated according to the safe harbor formula above, but different parameters are used. Gross 
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receipts (A) are gross receipts as calculated under the qualifying levy, and costs and expenses (B) 
are the costs and expenses for which the qualifying levy permits deductions.51 The tax rate (D) 
used in the safe harbor formula is the lower of the rate of the qualifying levy and the highest U.S. 
corporate tax rate.52 

III. The Obama Administration FY 2011 Budget Proposal  

  As part of its FY 2011 Budget Proposal, the Obama Administration has proposed 
replacing the Dual Capacity Regulations with new rules governing whether a dual capacity 
taxpayer’s foreign levy payments may be treated as taxes. As a general rule, a dual capacity 
taxpayer would be permitted to treat as tax only “that portion of a foreign levy that does not 
exceed the foreign levy that the taxpayer would pay if it were not a dual capacity taxpayer.”53 As 
a reason for changing the law, the Green Book asserts that current law “recognizes the distinction 
between a payment of creditable taxes and a payment in exchange for a specific economic 
benefit but fails to achieve the appropriate split where, for example, a foreign country imposes a 
levy only on oil and gas income, or imposes a higher levy on oil and gas income as compared to 
other income.”54 
 
  While the exact working of the Administration’s proposed change is not detailed 
in the Administration’s Budget, the Green Book states that it would deny dual capacity taxpayers 
credits for taxes that exceed taxes paid by taxpayers that are not dual capacity taxpayers. Instead, 
dual capacity taxpayers would be permitted to claim foreign tax credits based on the amount of 
tax, if any, to which they hypothetically would be subject if they were not dual capacity 
taxpayers. If a foreign country imposes no other tax to which a dual capacity taxpayer would be 
subject, it appears that the taxpayer would not be permitted to claim any foreign tax credits for 
payments to that country.  
 
  Taxes that are creditable under the current Dual Capacity Regulations would not 
be creditable under the Administration Proposal. For instance, the dual capacity taxpayer in 
Example 1 of Treas. Reg. § 1.901-2A(c)(2)(ii) could claim no FTCs even though it proved under 
the facts and circumstances method that no portion of its foreign levy payment was in exchange 
for a specific economic benefit. Similarly, where a foreign country imposes a generally 
applicable tax and a separate levy on a dual capacity taxpayer with the facts of Example 3 of 
Treas. Reg. § 1.901-2A(c)(2)(ii), that taxpayer could not claim any FTCs in excess of the amount 
payable under the generally applicable levy even though it could prove under the facts and 
circumstances method, as in the example, the portion of such excess amount paid under its 
foreign levy payment that was not in exchange for a specific economic benefit. Further, 
taxpayers in factual situations precisely like those in Norway and the U.K., which were reviewed 
by the Tax Court in the Phillips and Exxon cases and found not to entail an exchange for a 
specific economic benefit, would not be able to seek such a court determination but instead 
would be limited to the amounts due under the generally applicable tax. 

IV. Tax Policy Evaluation of the Dual Capacity Regulations vs. the Administration 
Proposal  

  In crafting the Dual Capacity Regulations, Treasury and the IRS sought to balance 
the necessity of avoiding double taxation with the necessity of ascertaining that credits are 
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limited to foreign taxes paid and not extended to other amounts charged by a foreign government. 
To achieve this balance—or the “appropriate split,” in the language of the Green Book—the 
Dual Capacity Regulations place the burden of proving that a payment is a tax on the taxpayer 
claiming a foreign tax credit. The split for which the Dual Capacity Regulations provide is 
important because the foreign tax credit is an essential element of the U.S. international tax 
system preventing double taxation, not a subsidy as has been suggested by some commentators. 
The Administration Proposal would upset the balance achieved by the Dual Capacity 
Regulations, harming U.S. competitiveness in foreign countries where U.S. dual capacity 
taxpayers operate. 

A. The Current Regulations Achieve the “Appropriate Split” By Requiring 
Taxpayers to Prove That a Foreign Levy Is a Tax 

  The current Dual Capacity Regulations arose out of the need to distinguish 
creditable foreign taxes from amounts that, though paid to a foreign sovereign, are royalty 
payments that are deductible, not creditable as foreign taxes. Treasury issued the final Dual 
Capacity Regulations in 1983 as the culmination of a six-year process. That process, which 
followed a series of IRS rulings, produced temporary regulations, two sets of proposed 
regulations, and multiple rounds of public comments. The resulting final regulations, which draw 
on decades of case law, offer a carefully-crafted framework for determining the extent to which a 
foreign levy payment represents a tax rather than a payment for a specific economic benefit. 
 
  To prevent claims for foreign tax credits in respect of payments that are royalties 
in substance, the Dual Capacity Regulations assign the full burden of proof to the taxpayer to 
demonstrate the portion of any particular payment that constitutes a tax. Dual capacity taxpayers 
may not simply assume, absent contrary IRS guidance, that a particular foreign levy is a 
creditable tax. Rather, sustaining a claim for a foreign tax credit requires that a taxpayer be 
prepared to prove in a court of law the extent to which a payment constitutes a tax. It was the 
IRS’s challenge of a dual capacity taxpayer’s claim of foreign tax credits that gave rise to just 
such a proof in both the Phillips and Exxon cases. In Phillips, the U.S. Tax Court clearly 
articulated the burden the regulations imposed on the taxpayer, stating that Phillips “must 
demonstrate that no significant part of the special charge was compensation for a specific 
economic benefit received.”55 
 
  Courts require a detailed, fact-intensive demonstration that a foreign levy 
payment is a creditable payment of tax rather than a royalty. In Phillips, the Tax Court stated 
“[w]hen the owner of a mineral interest is a government, the distinction between a royalty 
interest and a tax can only be determined by an examination of the particularities involved in the 
imposition of the charges.”56 The court further observed that the “test of creditability rests 
upon . . . the manner in which the power [to tax] is exercised.”57 Contrary to the view that the 
Dual Capacity Regulations assign undue import to the formal characteristics and terms of a levy, 
the Phillips court explained that a facts and circumstances analysis required it to “examine the 
nature and effect of the charge, specifically the manner in which each charge was proposed, 
drafted, structured, and administered.”58 In both the Phillips and Exxon cases, the Tax Court 
went beyond the terms of the foreign levies in question to examine their structure and effect and 
the context in which they were enacted. This rigorous standard of proof ensures that the 
“appropriate split” between creditable taxes and deductible royalties is achieved. In fact, 
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eliminating the facts and circumstances test—as the Administration Proposal would do—would 
reduce, rather than increase, the chances of obtaining the “appropriate split” the Administration 
Proposal states is its purpose.  

B. The Proposal Would Deny a Fundamental Right to U.S. Taxpayers 

  A basic principle of our worldwide taxation system is that a foreign tax credit for 
foreign income tax payments is essential to prevent double taxation. The determination of 
whether a payment is a creditable payment of income tax rather than a royalty is a question of 
fact. The current regulations recognize this, and the case law fully demonstrates it. A policy that 
denies the right of a taxpayer to present the underlying facts, and instead pre-determines the 
outcome irrespective of the facts, is flawed. A policy denying the right to a fair and independent 
determination of a factually-based issue deprives the taxpayer of the most fundamental of rights, 
a review by an impartial decision maker. Existing rules place the full burden of proof on the 
taxpayer to prove its case; in many cases this may be an extreme burden. But where a taxpayer 
that could meet that burden is denied the right to do so, double taxation occurs. When a taxpayer 
is denied the opportunity to make such a showing, a fundamental tenet of our system of justice is 
violated. Sound tax policy requires that neither of these consequences occur, but the 
Administration Proposal guarantees that both will. 

C. The Proposal Would Have Severe Retroactive Implications and Would 
Undermine Confidence in the Tax System Itself 

  The current dual capacity rules have been in place for over 25 years. The 
regulatory history demonstrates that they were the product of great care, designed to in fact 
achieve the "appropriate result". Far from being skewed in favor of the taxpayer, they actually 
create a presumption in favor of the government that the taxpayer must overcome. Nevertheless, 
in full recognition of the burdens in these rules, taxpayers have invested billions of dollars in fair 
reliance upon them. The Administration Proposal would unilaterally and retroactively change the 
rules applicable to these investments, reducing their value immediately. This can only be based 
on the premise that U.S. courts are incapable of addressing this factual issue and achieving the 
proper result under the law. This is a highly suspect foundation upon which to base a unilateral 
retroactive destruction of investment value. There is considerable evidence to the contrary and 
none that supports the premise. 

D. The Proposal "Legislates" a Negative: That It Is Never Conceivable That a 
Foreign Country Could Legitimately Tax One Industry at a Higher Rate Than 
Another 

  The implication of the Administration Proposal is that oil and gas income (and 
income from other dual capacity taxpayers) can never be taxed under an income tax system at a 
higher rate than other industries. Any higher level of taxation is automatically re-characterized 
under the proposal as a payment for the resource rather than as an income or excess profit tax. Of 
course, experience from our own country, as well as the U.K., Norway, and Canada, to name just 
a few, shows this premise to be demonstrably false. Under the proposal, this clear evidence 
would be ignored, and this false premise would be applied to every country.  
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E. The Foreign Tax Credit Is Not a Subsidy 

  The foreign tax credit is an essential element of the U.S. international tax system 
that is required to keep U.S.-based companies with global operations from being subject to both 
U.S. and foreign tax on their income from foreign sources. Some commentators, however, have 
suggested that the Administration Proposal is justified because the foreign tax credit, as it is 
applied to oil and gas companies, is a "subsidy." 
 
  Contrary to these assertions, the foreign tax credit system applicable to oil and gas 
activities has none of the characteristics of a subsidy. First, it does not favor petroleum over other 
sources of energy. Rather, it is an integral component of the U.S. worldwide tax system designed 
to prevent double taxation and to permit U.S.-based companies to compete with foreign-based 
companies that are subject to only a single level of tax. Denying U.S.-based companies a credit 
for their foreign taxes based on the design of the foreign tax system would significantly increase 
their tax burden and could force them from foreign markets. Second, it would not alter the use of 
petroleum as an energy source because foreign-based petroleum companies subject to territorial 
tax systems would fill the gap. Thus, the availability of a foreign tax credit does not induce 
development of oil fields that would otherwise remain undeveloped and does not likely affect the 
supply, or the price, of oil, since the latter is determined by supply and demand for oil in world 
markets. In no sense, then, can the foreign tax credit be considered a petroleum subsidy. 
Territorial systems of taxation are equally not a subsidy, as indicated by the World Trade 
Organization’s determination that measures intended to avoid double taxation are not prohibited 
subsidies.59 Thus, the G-20 announcement of an intention to reduce subsidies for fossil fuels 
would not require territorial systems to suddenly abandon their systems, nor worldwide credit 
systems to change the application of their foreign tax credit mechanisms.  
 
  If the foreign tax credit were a “subsidy,” it would have been classified as a “tax 
expenditure” by the Joint Committee on Taxation (“JCT”) and the Treasury Department. 
Consistent with the foreign tax credit’s fundamental role in the U.S. international tax system, 
however, neither the JCT nor the Treasury Department categorizes the foreign tax credit as a tax 
expenditure. The Congressional Budget Act of 1974, which mandates the inclusion of tax 
expenditures in the budget, describes tax expenditures as “revenue losses attributable to 
provisions of the Federal tax laws which allow a special exclusion, exemption, or deduction from 
gross income or which provide a special credit, a preferential rate of tax, or a deferral of 
liability.” Provisions of this type are classified as tax expenditures because they are departures 
from the basic structure of an income tax—in effect, they are considered subsidies administered 
through the tax system. Tax expenditures identified by JCT and Treasury include the alternative 
fuel production credit, the energy investment credit, and the alcohol fuel credit, but not the 
foreign tax credit, which is a basic and essential element of the U.S. worldwide income tax 
system. 

F. The Administration Proposal Would Have Adverse Economic Consequences on 
U.S.-Based Companies Competing for Natural Resources in the Global Economy  

  By failing to allow credits for actual taxes paid, the Administration Proposal 
would saddle dual capacity taxpayers with a higher tax burden than their foreign competitors will 
bear and a higher tax burden than they should bear under a properly functioning FTC system. 
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The countries in which the foreign competitors of U.S. oil companies are based either exempt the 
foreign income of their global companies from home country tax or provide a credit for foreign 
taxes paid. As a result, these foreign competitors do not bear a second layer of tax on their 
foreign income. By contrast, the foreign income of a U.S.-based company that is denied credits 
for its foreign tax payments would face both U.S. tax at a 35 percent rate and foreign tax to the 
extent of the credits denied.  
 
  The result of getting the wrong answer from an FTC standpoint, as the 
Administration Proposal would do, is that U.S. companies would face significantly higher tax 
burdens than their foreign competitors rendering them unable to compete in many jurisdictions. 
Companies make investment decisions based on the expected after-tax returns from their 
investment options. If the tax burden on a particular investment were significantly higher for U.S. 
companies than foreign companies, the foreign companies could profitably undertake 
investments that U.S. companies could not. Where U.S. and foreign companies bid for the right 
to develop a country’s natural resources, the burden of double taxation on U.S. companies would 
allow foreign companies to outbid the U.S. competition. In countries where there is a substantial 
difference between a dual capacity taxpayer’s actual tax burden and its hypothetical tax burden if 
it were not a dual capacity taxpayer, the Administration Proposal would impose a substantial 
level of double taxation on U.S. companies, denying them any realistic prospect of winning the 
right to develop the country’s natural resources. 
 
  The consequences when U.S. companies operating abroad bear more tax than 
foreign competitors is well illustrated by the example of the U.S. shipping industry. In the Tax 
Reform Act of 1986, Congress repealed deferral for international shipping income. Between 
1988 and 1999, the number of U.S.-owned, foreign-flag ships as a percentage of the world 
merchant fleet declined from 5.6 percent to 2.9 percent.60 Though other economic factors may 
have contributed to the decline of the U.S.-based industry at that time, the decline is attributable 
in no small measure to acquisitions of U.S.-based shipping companies by foreign corporations 
not subject to tax on their shipping income.61 The shipping industry experience highlights the 
risk to U.S. competitiveness of laying a significantly heavier tax burden on U.S. companies than 
their competitors in foreign markets face. The damage to U.S. companies from the 
Administration Proposal is potentially much worse than in the shipping industry experience, 
given that dual capacity taxpayers would face double taxation at high tax rates rather than the 
mere loss of deferral suffered by the U.S.-based shipping industry. If the Administration 
Proposal were adopted, U.S. companies could cease to be viable competitors in a variety of 
strategically important foreign markets where they typically operate as dual capacity taxpayers.  

G. Conclusion 

  The Dual Capacity Regulations were not hastily assembled but, rather, are the 
product of careful consideration over the course of six years. The rules are highly detailed and 
rigorous and are designed to address the range of conceivable fact patterns and issues. Ultimately, 
by placing the burden of proof on the taxpayer claiming foreign tax credits, the Dual Capacity 
Regulations ensure that the U.S. fisc is not only protected, but in fact is favored, by the careful 
design and structure of the rules.  
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  The Administration Proposal would abandon the U.S. government’s long-standing, 
carefully conceived, and balanced rules on the creditability of foreign taxes for dual capacity 
taxpayers. As the Administration Proposal redefines the meaning of tax for dual capacity 
taxpayers, a payment that would be a tax under existing law, including situations previously 
considered by the Tax Court, would no longer give rise to a foreign tax credit. The inevitable 
consequence of this redefinition, the double taxation of dual capacity taxpayers, would hobble 
U.S. dual capacity taxpayers in their competition with other foreign based companies in the 
development of key natural resources in the developing world.  

V. The Economic Rationale for Oil-Producing States’ Use of Both Royalties and 
Income Taxes  

 The rationale for the Administration’s proposed modification of the dual capacity 
rules appears to be the assumption that foreign income taxes paid by U.S.-based oil companies in 
excess of what they would pay under a generally applicable tax, or in their entirety where there is 
no generally applicable tax, represent royalties in all but name.62  

 
 Recent testimony of the Assistant Treasury Secretary for Tax Policy before the 

House Ways and Means Committee asserts that the “foreign levies paid by such companies are 
in fact in exchange for the right to exploit natural resources (that is, a specific economic benefit) 
and not an income tax.”63 The Treasury testimony also suggests that, to the extent that foreign 
governments “have reduced their statutory corporate income tax rates except with respect to oil 
and gas companies,” the reason for adopting the higher rate was to maximize its creditability for 
U.S. income tax purposes.64 
  
  In fact, there is a fundamental economic distinction between royalties and income 
taxes and important reasons why governments both collect royalties and impose income taxes. 
There are also valid economic rationales for governments’ attempts to apply differential rates to 
earnings derived from oil and gas production. 
 
  The reality is that it is the foreign oil-producing state that has a “dual capacity” in 
its roles as resource owner and as sovereign.65 There is a clear difference in the amount of 
revenue that a government, as opposed to the private resource owner, can derive from economic 
activity associated with the production of oil and gas within its territory. That difference lies in 
the government’s separate sovereign power to tax the income derived from that activity, rather 
than its character as a resource owner. It is the sovereign’s dual capacity that results in the U.S. 
taxpayer having dual obligations to the sovereign, but that does not mean that the obligations are 
interchangeable, as the Administration Proposal contends. 

A. The Distinction Between Royalties and Income Taxes 

  Royalties, as Assistant Secretary Mundaca suggested in his testimony, are 
payments made “in exchange for the right to exploit natural resources.”66 Both the payment and 
the bundle of rights transferred by the resource owner are fixed by contract well in advance of 
any actual oil and gas production.67 The royalty plus other "up front" commitments such as 
bonus payments, work programs, development obligations, and training requirements (all 
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hereafter referred to under the term "royalties") reflect full and adequate payment for the right to 
exploit the resource in light of the risks associated with exploration. 
 
  In other words, royalties reflect the price of the bundle of rights the resource 
holder sells as part of a voluntary exchange.68 The price (i.e., the royalty requirements) that the 
resource owner can charge is ultimately determined by market forces—the supply of and demand 
for the resource or products made from the resource, as well as the bargain ultimately struck 
between the two parties to the transaction.69 
 
  Governments face the same challenge in setting royalties as their private sector 
counterparts. There is a practical limit to the payment they can demand for the right to access the 
resource in light of the risk associated with exploration that may or may not lead to recoverable 
quantities of oil and gas.70 Setting royalty requirements too high discourages investment and 
leads to the abandonment of wells before the resource is fully utilized.71 Raising royalties under 
those circumstances would be uneconomic, regardless of whether the resources are owned 
publicly or are in private hands.72 
 
  The circumstances confronting the private resource owner are, however, 
distinguishable from those facing a government owner in two material respects. These 
differences reflect both the broader powers, and broader responsibilities, of a government in its 
role as sovereign rather than its role as resource owner. First, in the case of the private resource 
owner, the sale of the right to exploit the resource in return for the royalties fixed by contract 
exhausts both the resource owner’s right to the resource and its ability to derive any further 
income from the resource’s exploitation.73 That, however, is not, true of governments. What that 
private resource owner lacks is the government’s separate sovereign power to tax the income 
generated by the production of oil and gas. Income taxes, by definition, involve no sale or 
exchange. They apply solely by virtue of a government’s power to compel their payment.74 
Nothing in a government’s sale of the “specific economic benefit” associated with the right to 
exploit the resource limits that sovereign power.75 Second, the government, unlike the private 
resource owner, has responsibility for the welfare of its citizenry and for, promoting economic 
activity within its borders, while at the same time raising the revenue (via taxation in its role as 
sovereign) to meet these additional responsibilities. 
  
  Further, the economic limits that apply to the government’s power, as resource 
owner, to extract revenue from the right to exploit the resource often do not apply to its taxing 
power. For example, once the lessee or concessionaire has made the capital investment needed to 
exploit the resource and has begun production, the government no longer faces the constraint it 
did in the sale of the right to the resource in the first instance.76 The upfront risk and uncertainty 
associated with exploration is eliminated.77 The resource, furthermore, is not moveable, which 
means that, unlike services facilities or even many manufacturing plants, the capital investment 
made by the lessee or concessionaire is entirely immobile.78 The government can, as a result, 
impose additional taxes while still assuring the lessee or concessionaire a rate of return sufficient 
to ensure that the resource is fully exhausted.79 Nonetheless, what the government imposes in 
that instance is not a disguised royalty for the right to access the resource, but a tax on the 
economic activity that occurs within its borders. 
 



19 
 

  That underlying distinction between royalties and income taxes animates much of 
the advice the World Bank and International Monetary Fund have offered oil-producing states 
regarding the design of their fiscal systems. That analysis recommended states adopt an approach 
that avoids distorting investment decisions, maximizes the predictability of tax revenue, and 
allows the government to generate higher overall revenues from the combination of its capacities 
(i.e., resource owner and sovereign) by focusing its taxing power on the broader base that 
earnings provide, as opposed to relying solely or predominantly on its role as a resource owner 
and the royalties it can charge up front for the right to exploit its oil and gas.80  

B. The Economic Justification for Differential Rates 

 There are also valid economic reasons for governments to tax earnings from oil 
and gas production at differential rates. Public finance economists think of the form and rate of 
taxation in terms of its impact on welfare, with the optimal or “Pareto efficient” allocation of 
resources being that in which “the only way to make one person better off is to make another 
person worse off.”81 That naturally focuses the inquiry into the form and rate of taxation on its 
efficiency measured in terms of its relative distortion of the Pareto efficient allocation (i.e., its 
“excess burden”).82  

 
 The theory of optimal commodity taxation suggests that governments should 

select taxes and rates that minimize the excess burden (i.e., cost, both administratively and in 
terms of opportunities) of raising the required tax revenue.83 What the theory of optimal 
commodity taxation suggests for taxing the earnings from oil and gas production is quite 
different. There, the theory would encourage the use of measures that would allow both greater 
progressivity and flexibility (i.e., the ability to adjust the rate over time for changes in economic 
conditions) in order to maximize the revenue the sovereign can derive from economic activity 
within its borders.84 

 
 Precisely how progressive the actual rates should be is largely determined by the 

conventions of the Ramsey rule and its corollary, the inverse elasticity rule, familiar to all public 
finance economists. The Ramsey rule holds that, “to minimize total excess burden, tax rates 
should be set so that the percentage reduction in the quantity demand of each commodity is the 
same.”85 What that has normally been taken to mean is that an optimal commodity tax is one that 
is specific to the good in question.86 In other words, conventional welfare economics supplies the 
rationale for the application of differential tax rates to different commodities when the 
circumstances warrant. 

 
 One important implication of the Ramsey Rule commonly known as the inverse 

elasticity rule is that, as long as the goods in question are unrelated in consumption, “tax rates 
should be inversely proportional to elasticities.”87 What that would suggest, in the case of 
petroleum or other commodities with relatively inelastic demands, is that there are economic 
circumstances that allow a government to tax the income generated by production and sale of 
such commodities at higher rates relative to other commodities, labor or capital.  
 

 In sum, not only is there a fundamental distinction between the royalties that 
governments charge for “the right to exploit natural resources” and income taxes imposed on 
activity within its borders, but the widely understood conventions of welfare economics provide 
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a rationale for countries, whether they own the resources or not, to impose different rates of 
taxation on income derived from resource production within their territory—a rationale that 
simply does not relate to the consequences that may result under the U.S. income tax laws, as the 
Administration Proposal implies.  

C. International Practice in the Taxation of Income from Economic Activity 
Associated with the Production of Oil and Gas 

 One normative test for the distinction between royalties and income taxes 
discussed above is whether governments actually behave in ways consistent with the economic 
fundamentals outlined above. With few exceptions, both developing and developed oil-
producing countries charge royalties as the resource owner for the right to exploit the resource 
and impose income taxes as the sovereign on the economic activity. They do so, moreover, in a 
manner consistent with the economic fundamentals outlined above. 

1. Fiscal Policy Approaches in Developing Nations 

 Recent research done for the International Monetary Fund on the design of fiscal 
policy for oil-producing countries highlights the fact that virtually all developing countries that 
produce oil impose corporate income taxes as well as royalties.88 The greater political risk in the 
developing world reduces the royalty the resource owner can charge for the right to exploit the 
resource, demonstrating the effect of market forces on the price for access to the resource. 
Raising the revenues necessary to support the institutions of government then requires the 
imposition of an income tax on economic activity. 
 

 That finding holds important implications for the Administration Proposal. As the 
Treasury Department is aware, developing nations face major challenges in their attempts to 
generate the revenue they need for infrastructure, education, health care and a variety of other 
essential government services indispensable to economic development.89 Due to the relative size 
of the informal economy in many developing countries and other features of their markets, the 
tax base to which many conventional taxes would apply is limited.90 Poor infrastructure that 
inhibits development can also inhibit tax collection and compliance efforts.91 Developing 
countries frequently lack the institutional capacity in terms of tax administration to ensure that 
revenues are collected economically and efficiently.92  

 
 Those challenges impose significant constraints on the fiscal policy choices 

developing nations can make. They are compelled to be pragmatic in their choices, focusing their 
limited tax administration resources on the taxpayers and tax bases from which they can most 
efficiently and effectively generate revenue.93 Most often, those constraints lead developing 
countries to focus on major companies, particularly foreign investors, as a source of revenue.94 
From the oil-producing developing country’s perspective, foreign-based oil and gas producers 
have consistently provided an inviting target, often leading to the imposition of a 
disproportionate tax burden on what U.S. law characterizes as dual capacity taxpayers.95 

 
  For many of the reasons foreign investors in general are important elements of a 
developing country’s tax base, oil and gas producers are still more attractive as taxpayers. As 
noted above, once their capital investment is made, foreign oil and gas producers cannot move 



21 
 

their income-generating operations outside of the country, as other foreign investors may. In 
addition, the oil and gas companies’ financial operations are relatively transparent to the 
government, given that the government already audits the taxpayer’s compliance with the terms 
of its natural resource concession, all of which allows the taxing authority to assess and collect 
the correct amount of an income tax with minimal additional cost and effort.96 
 
  What that means for purposes of the analysis outlined above is that, wholly apart 
from the sound economic reasons for doing so, there are a number of practical factors that may 
lead oil-producing developing countries to impose significantly higher taxes on income from oil 
and gas production in their territory. Ensuring that the Administration Proposal takes those 
factors into account is essential to a sound tax policy choice, both from the perspective of the 
Treasury and its developing country counterparts. 

2. Fiscal Policy Approaches Among OECD Member States 

 The practice of imposing additional income taxes on the earnings generated by oil 
and gas production is not limited to developing countries, as the Phillips and Exxon cases 
illustrate. Even the United States has a history of imposing excess profits taxes, as the Tax Court 
observed in Phillips: 
 

Norway’s enactment of the PTA is completely in line with its 
purpose of adding an additional layer of income taxation to an 
industry that Norway found exceedingly profitable. In 1917, during 
World War I, our country enacted an excess profits tax, principally 
to meet the extraordinarily large appropriations urgently needed for 
military and naval establishments and fortifications. This excess 
profits tax was imposed in addition to other taxes, specifically, in 
addition to the general income tax . . . .97 
 

The court noted that the United States had imposed a similar excess profits tax at much higher 
rates during World War II.98  
 
  What the court’s decision highlights is the extent to which industrialized oil-
producing countries, like their developing country counterparts, choose to impose both royalties 
and corporate income taxes on the earnings derived from economic activity related to oil and gas 
production within their territory. In many instances, the income tax rate applied to oil-related 
income is, in fact, higher than the normal corporate tax rate, just as the facts in the Phillips and 
Exxon cases suggest.  
 

 Canada offers another very interesting example and historical perspective. Canada 
is a country where the federal government does not own the majority of the natural resources; 
they are owned by the provinces or others. Canada for many years had a tax regime that imposed 
a separate tax on petroleum and natural gas revenue (the “PGRT”), and the PGRT was in fact 
found to be creditable in an IRS private letter ruling (PLR 8525122). On the issue of whether the 
PGRT is a tax under the section 901 regulations, the IRS concluded: 
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With respect to section 1.901-2(a)(2)(i) of the Finals Regs., the 
PGRT is a tax and [the taxpayer] receives no specific economic 
benefit because [it] is subject to the PGRT whether oil rights are 
under federal or provincial jurisdiction. 
 

 The IRS later reconsidered the issue of the creditability of the Canadian PGRT 
and, in PLR 9429020, the IRS revoked PLR 8525122. However, the IRS did not revoke the 
earlier PLR on the basis that the PGRT constituted payment for a specific economic benefit; 
rather, the IRS revoked the earlier PLR on the basis that the PGRT did not meet the net income 
requirements of Treas. Reg. § 1.901-2(b)(4) since certain costs were not recoverable under the 
PGRT. Thus, the IRS did not change its view that the PGRT was a "tax" (rather than 
compensation for a specific economic benefit).  

  
 The PGRT has since been repealed, and Canada has reduced its income tax rates 

for all taxpayers, but the rates came down more slowly for oil and gas income than for other 
income, as follows: 

 

Year General Rate Resource Rate Difference

2000 29.1% 29.1% 0.0%
2001 28.1% 29.1% 1.0%
2002 26.1% 29.1% 3.0%
2003 24.1% 28.1% 4.0%
2004 22.1% 27.1% 5.0%
2005 22.1% 26.1% 4.0%
2006 22.1% 24.1% 2.0%
2007 22.1% 22.1% 0.0%
2008 19.5% 19.5% 0.0%
2009 19.0% 19.0% 0.0%
2010 18.0% 18.0% 0.0%
2011 16.5% 16.5% 0.0%
2012 15.0% 15.0% 0.0%

Canadian Federal Tax Rates (with Surtax), 2000-2012

 
 
 While the tax rates in Canada on oil and gas income have ultimately coincided 

with the tax rates on non-oil and gas income, the example of Canada firmly illustrates a fact 
pattern where in many circumstances the taxing authority is not the resource owner, but 
nevertheless makes a determination that taxing oil and gas and other minerals at different rates 
from other activities is appropriate. The Administration Proposal would suggest that such a tax 
regime imposed by a foreign country that also happens to be the resource owner is always 
inappropriate. In fact, one could posit a circumstance where Canada adopted the same rules as 
the U.K., or a developing country adopted a system similar to Canada's, and the Administration's 
Proposal would yield totally different results on U.S. tax creditability under these similar regimes. 
That is the absurdity of the inflexible standard being proposed. 

 
  Examples of higher taxes on natural resources are not limited to Canada, the UK, 
and Norway. In the United States, Alaska maintains a separate income tax regime for oil and gas 
companies than the regime for other companies. In many cases, the separate regime for oil and 
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gas companies means those companies bear a higher tax burden than other companies, regardless 
of whether or not Alaska owns the underlying resource.   
 
  One of the relevant features of each of the tax systems is that the taxes apply to oil 
and gas income regardless of the nationality of the taxpayer. It is unclear why countries would 
impose special taxes or higher tax rates on non-U.S. taxpayers if the purpose was to allow U.S. 
companies to credit the payments against their U.S. income tax liability.  
 
  Although the United States continues to impose a worldwide system of taxation, 
most other major countries apply a territorial system that avoids the risk of double taxation by 
exempting foreign source income from taxation. There would be no reason to impose an income 
tax in lieu of higher royalties on companies headquartered in states with territorial systems since 
they would not benefit from the distinction in tax terms and they would incur the significant 
costs associated with the introduction of an income tax.99  
 
  The oil-producing governments could have avoided these costs if they could have 
demanded the equivalent “take” in the form of the royalties they charged as resource owners. 
Instead, with very few exceptions, each of the foreign governments surveyed by IMF analysts 
opted to impose an income tax on the companies headquartered in states with territorial systems 
as well as those headquartered in the United States. Under the theory that undergirds the 
Administration Proposal, those governments would be engaging in extraordinarily uneconomic 
behavior. The simpler (and more logical) explanation is the one offered above—that there were 
limits to what the individual states could exact as resource owners from their oil and gas in the 
form of royalties. They accepted a royalty to encourage development of the resource and the 
attendant economic activity, and exercised the sovereign’s right to tax that economic activity to 
generate the revenues necessary to support the institutions of government. 
   

 The Administration Proposal fails to recognize that countries impose higher tax 
rates on particular companies and industries for administrative, political, and economic reasons. 
This failure means a dual capacity taxpayer would be unable to claim a FTC for a payment that is 
undeniably a tax, resulting in double taxation of the very sort that the foreign tax credit is 
designed to prevent. Under the Administration Proposal, this will occur in every situation where 
a country has no generally imposed income tax or has a “schedular” tax system that taxes 
particular categories of income at different rates. 

D. U.S. Practice with Respect to the Sale of Natural Resources and the Imposition of 
Taxes on Income Derived from their Exploitation 

  The United States’ own practice with respect to the taxation of income derived 
from economic activity associated with the production of oil and gas contradicts the assumptions 
underlying the Administration Proposal. Plainly, the imposition of an income tax on U.S. oil and 
gas producers in lieu of higher royalties has no impact on the creditability of those payments 
under the foreign tax credit provisions of the Code. To the extent that the United States, like all 
of the other oil-producing states mentioned above, imposes an income tax on the earnings of U.S. 
oil and gas companies generated on U.S. territory wholly apart from the royalties charged for the 
right to exploit U.S. oil and gas resources, it would suggest that there must be some economic 
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rationale for the royalties and tax rates the United States’ employs other than the creditability of 
the tax payments under the FTC provisions of the Internal Revenue Code. 

 
 In fact, the United States’ practice is identical to that of the other oil-producing 

states discussed above. The United States applies royalties to the sale of its resources and 
separately taxes the corporate earnings generated by oil and gas production within its territory. 
Thus, for example, in the case of offshore oil leases, the Department of Interior auctions the 
leases subject to royalty payments on post-lease production.100 But, the payment of the initial 
bidding price for the lease and the payment of royalties does not exempt the oil companies from 
the obligation to pay the corporate income tax.  

  
  Further, one need only recall the U.S. experience under the Windfall Profits Tax. 
The tax applied a higher rate of income tax to the earnings of the oil companies that were 
otherwise still obliged to pay the fees, royalties and normal rate of corporate tax, similar to the 
current situation in many oil-producing countries today.  
 

 Although the Windfall Profits Tax has been repealed,101 U.S. oil and gas 
producers remain subject to a higher rate of tax under current law than all other production and 
manufacturing firms because they are denied a portion of the section 199 production activities 
deduction, which effectively reduces the tax rate paid by other companies by three percentage 
points.102  

 
 Significantly, the Administration itself has proposed full elimination of section 

199 for oil and gas companies, which would lift the separate tax rate applied to income derived 
from oil and gas production still higher. Recent action and the Administration’s current section 
199 proposal are completely at odds with the notion that the reason foreign governments impose 
higher rates of taxation on earnings from oil and gas production is to assist U.S. companies in 
crediting those taxes against their U.S. income tax liability. To the contrary, they represent an 
effort to increase the government’s take from the earnings generated by oil and gas production 
within the reach of their taxing power, not returns to the U.S. government in its role as resource 
owner.  
  
  In short, the United States’ own practice with respect to the sale of oil and gas 
contradicts the assumption underlying the Administration Proposal. What U.S. practice reflects is 
the economic policy any state has for imposing the royalties it can as a resource owner and 
exercising its sovereign power to impose corporate income taxes on the resulting economic 
activity within its territory. 

VI. Other Policy Implications of the Dual Capacity Proposal 

  In today’s global economy, decisions with respect to taxation must be made in the 
broader context of U.S. economic, foreign policy, and national security concerns. Globalization 
has erased the distinction between domestic and international economic policy, so, even if it 
were once possible to make economic policy decisions based solely on domestic considerations, 
that is no longer the case. The domestic economic policy choices the U.S. government makes 
define economic outcomes for U.S.-based companies and their workers who compete in an 
increasingly globalized world economy. 
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  Nowhere is this new dimension shaping U.S. economic policy more evident than 
in the case of a strategic asset like oil. Access to adequate supplies of oil is essential for the 
competitiveness of the U.S. economy in both the short and long term. The contours of the global 
oil market shape our economic destiny. That imposes a significant standard of care on decisions 
the U.S. government takes with respect to the development of its own industry and the sector 
globally. 
   

 Wholly apart from the tax policy reasons discussed above, there are a number of 
other factors that urge caution with respect to the Administration Proposal. The following 
discussion highlights the economic, national security, and foreign policy concerns that the 
proposal raises. 

A. Implications for U.S. Economic Interests 

  Because the Administration Proposal virtually guarantees that the income of U.S.-
based oil and gas producers will be subject to double taxation, it will have sharply negative 
consequences for U.S. economic interests in both the short- and longer-term.  
 
 In the near term, exposing U.S.-based oil and gas companies’ income to double 
taxation would conflict directly with what the Director of the National Economic Council, Dr. 
Lawrence Summers, has stressed is the Obama Administration’s single most important priority—
“bringing about economic recovery.” 103 U.S.-based oil and gas producers contributed an 
estimated $323 billion to GDP in 2008.104 According to the narrowest definition of employment 
used by the Bureau of Labor Statistics, U.S. oil and gas companies employ 160,000 Americans 
directly in their own extraction operations and account for a far greater impact on hiring within 
the broader reach of their domestic supply chains.105 A recent study by PriceWaterhouseCoopers 
for the American Petroleum Institute estimated that “the U.S. oil and natural gas industry's total 
employment contribution to the national economy amounted to 9.2 million full-time and part-
time jobs, accounting for 5.2 percent of the total employment in the country.”106 
 

 It is axiomatic that taxing an activity yields less of it. Raising taxes on U.S. 
companies at this stage in the recovery will necessarily reduce the contribution they can make to 
a sustained recovery in terms of their ability to boost both business investment and hiring.107 
Nowhere does that economic logic apply with greater force than in capital-intensive industries 
like energy.108 Exposing U.S.-based oil and gas companies’ income to double taxation will 
necessarily limit their ability to accumulate capital relative to their competition and reduce their 
likelihood of winning bids and making the investments that drive both economic growth and 
employment.109  

 
 The Administration’s own energy tax proposals reinforce that conclusion. The 

Administration has, in the past year, proposed a number of tax incentives for the development of 
alternative sources of energy. Each of those proposals is predicated on the fact that lowering the 
tax take will increase the return to such investments and encourage the entrepreneurial activity 
essential to the development of a less vulnerable, more sustainable energy future.  Unfortunately, 
the converse is true as well. Subjecting the foreign source income of U.S.-based oil companies to 
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double taxation will raise the effective tax rate on their income with obvious consequences for 
their ability to contribute to U.S. economic growth and employment in the short run. 

 
As Dr. Summers has stressed on several occasions, “[p]roducing recovery . . . will 

depend upon the choices we make now,” both with respect to taxes and spending. Exposing 
U.S.-based oil and gas companies’ income to double-taxation and putting at risk the millions of 
American jobs directly or indirectly supported by the U.S. oil and gas industry would seem to 
fall squarely within the category of choices to which Dr. Summers alluded. 

 
 The Administration Proposal is also at odds with President Obama’s near-term 

goal of doubling U.S. exports over the next five years.110 The President established that goal as 
part of the National Export Initiative he launched in his 2010 State of the Union Address, 
emphasizing the need “to seek new markets aggressively, just as our competitors are,” linking 
that effort directly to his aim of promoting economic recovery, and suggesting that the success of 
his initiative would “support two million jobs in America.”111 

 
 A competitive U.S.-based oil and gas industry would undoubtedly prove a major 

contributor to the President’s goal. The industry is a major exporter of both goods and services, 
accounting for direct exports of goods and services amounting to $63.4 billion in 2009 and 
directly and indirectly supports millions of U.S. jobs.112 Exposing the income U.S.-based oil and 
gas companies derive from their overseas operations to double-taxation is certain to undermine 
their global competitiveness and their ability to “seek new markets aggressively” and contribute 
to the President’s objective of doubling U.S. exports in five years. 

 
 Equally important, exposing U.S.-based oil and gas companies’ income to double 

taxation erodes their ability to serve as a platform for the exports of a wide array of other U.S. 
producers of goods and services, from drilling rigs to heavy equipment to cutting-edge 
exploration technology and services. Globalization has fundamentally altered the nature of 
international trade and the basis of competition.113 American producers of both goods and 
services increasingly depend on industry leaders like those in the U.S.-based oil and gas industry 
to serve as systems integrators of a broad array of goods and services that flow through their 
supply chains to world markets. Most U.S. manufacturers and service providers now export 
through their connection to such supply chains, rather than directly to customers abroad.114 In 
eroding the export competitiveness of U.S.-based oil and gas companies, the Administration 
Proposal is also eroding the competitiveness of U.S.-based producers of goods and services that 
depend on U.S.-based oil and gas companies for their own access to world markets. 

 
 In other words, the Administration Proposal would undermine the U.S.-based oil 

and gas industry’s ability to contribute to the current economic recovery both through its impact 
on the companies’ own operations and through the broader impact on the U.S. producers of 
goods and services in their domestic and global supply chains. 

 
 As important as the potential impact of raising taxes on U.S. oil and gas producers 

may be in the short run given the current economic outlook, the longer-term consequences are 
even more troubling. Oil makes up 37 percent of total U.S. energy consumption.115 The United 
States has long since passed the point of peak domestic oil production and the overseas 



27 
 

operations of U.S.-based oil companies provide a vital link to a strategically important resource 
as a result. Limiting their ability to compete in overseas markets by exposing their income to 
double taxation weakens that vital link.  
  
  Today, state-owned national oil companies (“NOCs”) account for roughly 90 
percent of world oil reserves and 73 percent of global oil production.116 NOCs now make up the 
7 largest oil companies in the world and 25 of the top 50.117 The accompanying graph illustrates 
the relative dominance of NOCs, as compared to U.S.-based oil companies, in world energy 
production. 
 
 

World's Largest Oil and Gas Companies by Production, 2007
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 Source: PetroStrategies, Inc., 
 http://www.petrostrategies.org/Links/Worlds_Largest_Oil_and_Gas_Companies_Sites.htm. 
 

  Plainly, the economic interests of the NOCs are not always compatible with those 
of the United States. Despite the moderating influences of individual governments, such as Saudi 
Arabia, the NOC’s basic economic interest lies in maximizing the return on the oil they own or 
expanding their access to additional oil supplies and market share in downstream markets at the 
expense of U.S.-based oil companies. The proposed changes to the dual capacity taxpayer rules 
undoubtedly would handicap U.S.-based companies’ ability to compete with both the NOCs and 
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privately held foreign-based companies for the development of oil resources globally. That has 
significant consequences for the individual companies to be sure. But, the broader effect is to 
make the United States more dependent on foreign state-owned energy companies for access to a 
strategic resource vital to the U.S. economy.118 
 

 Viewed in that light, the Administration Proposal to subject U.S.-based oil 
companies’ income to double taxation raises broader questions about the United States’ global 
economic engagement and its ability to secure its economic, foreign policy and national security 
interests.  
 
  In 2009, world oil production was nearly 31 billion barrels, which amounts to 
approximately $1.9 trillion in value at the 2009 average price per barrel.119 Because of their 
influence on inflation and interest rates, energy prices actually have a broader economic impact 
than the size of the sector alone would suggest, even as significant as that share is. They play a 
critical role in macroeconomic policymaking and, ultimately, in the prospects for the sustained 
economic growth that is the Administration’s top priority. 
 
  The growth of state-owned energy companies at the expense of American firms 
raises risks for U.S. well-being that reach beyond the future competitiveness of energy firms like 
ExxonMobil, Chevron, Conoco-Phillips, Occidental Petroleum, Hess, Marathon, Anadarko and 
other U.S.-based companies and the access they provide to a vital resource. What the growing 
influence of the NOCs represents is a far less transparent global economy that puts America’s 
long-term economic interests at risk.120 
 
  In short, the Administration Proposal would not only weaken the vital link 
between the U.S. economy and all-important energy resources that the overseas operations of 
U.S. oil and gas producers provide, but would also reinforce trends that risk creating a far less 
transparent global economy and one that is far less friendly for all U.S. companies and their 
workers. 

B. National Security and Foreign Policy Concerns 

  The Administration Proposal may also hold serious implications for U.S. national 
security and foreign policy interests. Diminishing the ability of U.S. companies to compete in 
world energy markets would increase U.S. dependence on less reliable sources of supply for the 
most important strategic commodity in the global economy. In effect, the Administration 
Proposal would reinforce the state-owned oil companies’ role as gatekeepers to this strategic 
resource. 
   
  To understand why, it helps to put U.S. energy consumption in perspective. The 
United States consumes 25 percent of the oil produced in the world but produces only 10 percent 
of the total.121 The United States imports roughly 60 percent of what it consumes.122 While the 
United States imports less oil from the Persian Gulf than it does from Canada, the Persian Gulf 
exporters hold a significant share of the world export market, virtually all of the “swing 
capacity” in terms of available supply, and the ability to affect prices globally, as a 
consequence.123  
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 The gap between what the United States consumes and what it produces plainly 
raises U.S. vulnerability to disruptions in supply.124 Equally important, the concentration of oil 
production in a politically unstable region of the world raises the risk of disruption and of 
economic dislocation even if the United States’ own imports from the Gulf are not as significant 
as is commonly thought.125 

 
 The increasing concentration of world energy markets in a limited number of 

state-owned companies adds a new dimension to the national security equation. Rather than 
creating a separate threat, what the concentration of market power in the hands of the NOCs does 
is amplify the potential vulnerabilities. Ultimately, the threat posed by our dependence on 
foreign oil arises less from the scarcity of the resource than it does from those who control its 
access.126  
 
  That is why the increasing dominance of the global energy sector by state-owned 
national oil companies is of a greater immediate concern than the absolute limits on global oil 
resources or their distribution. The fact is that the countries that “control the bulk of global oil 
reserves limit ownership and often restrict production to state-owned oil companies” and those 
companies’ strategic goals are “driven by political rather than commercial concerns.”127 
 

 To the extent that the Administration Proposal risks subjecting the income of U.S. 
oil and gas producers to double taxation, it will necessarily diminish their ability to compete in 
global energy markets. Disabling U.S.-based oil companies from competing in global oil markets 
and ceding control over access to a strategic resource to entities that are, at best, opaque and, at 
worst, controlled by governments inimical to U.S. national security interests should give the 
Administration and Congress pause. 

 
 Apart from the concerns the Administration Proposal raises with respect to U.S. 

economic and national security interests, it also appears to run counter to U.S. foreign policy 
goals in two important respects. First, contrary to the Administration’s stated goal of improving 
the United States’ standing in the world community by pursuing a policy of mutual respect, the 
Administration’s dual capacity proposal disregards the decisions of foreign governments in what 
can only be described as a core area of their sovereignty—the power to tax income-producing 
activities within their jurisdiction as they see fit. Second, the Administration Proposal’s impact 
on the competitiveness of U.S.-based oil and gas companies erodes the positive role they play in 
many developing countries, which would appear to conflict directly with the President’s stated 
goal of making economic development a pillar of U.S. foreign policy. 

 
 President Obama came to office promising to change the way the United States 

deals with foreign nations.128 Since taking the oath of office, the President has continued to 
sound that basic theme—a commitment to a foreign policy that respects the sovereignty of other 
nations and looks first to cooperation, rather than confrontation.129 He explicitly committed the 
United States to a foreign policy “respectful of the sovereignty of nations and the rule of law.”130 
 
  The Administration’s conduct of U.S. foreign affairs, including its international 
economic policy, has reflected the President’s respect for the sovereignty of other countries and 
for the norms of international law. The most salient example involves an issue directly within the 
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purview of the Treasury Department. On April 3, Treasury Secretary Timothy Geithner delayed 
the issuance of the congressionally mandated report on exchange rate policy in the face of a letter 
from 130 members of Congress expressly calling on him to find that China was manipulating its 
currency, the renminbi, by maintaining a fixed exchange rate pegged to the U.S. dollar.131  
 

 White House officials expressed the Administration’s support for Secretary 
Geithner’s decision.132 President Obama went further in explaining the rationale behind the 
Administration’s decision, emphasizing that, while he believed, as an economic matter, that 
China should float the renminbi, he nonetheless understood that “China rightly sees the issue of 
currency as a sovereign issue.”133 
 

 President Obama’s concern for China’s sovereignty provides a helpful benchmark 
for examining the Administration’s dual capacity proposal. Like China’s exchange rate policy, 
the determinations of foreign governments with respect to their own tax policy indisputably 
represent what President Obama called “a sovereign issue.”134 Seen in that light, both Secretary 
Geithner’s decision and the President’s explanation of the Administration’s rationale for 
acknowledging China’s sovereign interests regarding its exchange rate policy suggest that the 
Treasury should give credence to the tax policy choices of other sovereign governments, 
particularly where, as discussed above, there are ample economic reasons for those choices. 
 

 The Administration Proposal on dual capacity taxpayers does the opposite. The 
stated rationale for the proposal implies that any fiscal policy decision made by a foreign 
sovereign within its own prescriptive jurisdiction is suspect if it has any bearing on the U.S. tax 
liability of a U.S. taxpayer.135 The claim that income taxes imposed by two allies—the United 
Kingdom and Qatar—were nothing more than disguised royalties and that the two countries’ tax 
policies were being set for the benefit of U.S.-based oil companies seems particularly at odds 
with the President’s objective of conducting a foreign policy “respectful of the sovereignty of 
nations and the rule of law.”136 The claim also contrasts with Secretary of State Hillary Clinton’s 
recent praise of Qatar as “a friend and ally of the United States” and declaration that “the 
partnership between our two countries is a model of the new beginning based on mutual respect 
and mutual interest that the President called for in Cairo.137 

 
 It is worth highlighting what the reasoning behind the Administration Proposal 

implies in that regard. The logic behind the proposal suggests that all of the payments made by 
U.S.-based oil and gas companies are simply different devices by which the foreign government 
derives its share of the economic rent made available by the exploitation of a natural resource. If 
that were the case, the Administration Proposal ultimately reflects an attempt to divert those 
economic rents to U.S. coffers, rather than benefiting the resource owner.138 Seen in that light, 
the gravamen of the dispute is ultimately between the United States’ Treasury and the resource-
owner over the right to tax the revenue accruing to the development of another nation’s natural 
resources—an action fundamentally at odds with President Obama’s pursuit of a foreign policy 
based on respect for sovereignty and the rule of international law. 

 
 Beyond the disrespect it implies for the sovereignty of the foreign government 

under international law, the Administration Proposal undercuts President Obama’s professed 
goal of making economic development one of the pillars of his foreign policy.139 In a recent 
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major speech at the Center for Global Development, Secretary of State Hillary Clinton amplified 
the President’s commitment to development, outlining the Administration’s approach in greater 
detail.140 The baseline approach would adopt “a model of development based on partnership, not 
patronage.”141 The goal would be to “work in partnership with developing countries that take the 
lead in designing and implementing evidence-based strategies with clear goals” —countries that 
demonstrate “a commitment to development by practicing good governance, rooting out 
corruption, making their own financial contributions to their own development” and practicing 
“sound economic policies.”142 

 
 The underlying logic of the Administration’s dual capacity proposal is at odds 

with those professed goals. The proposal would discourage U.S.-based companies from investing 
in developing countries, depriving both countries of the economic benefits of such a partnership. 
Further, it would eliminate a key basis, i.e., the presence of well-managed companies subject to 
the highest legal, financial, and corporate governance standards, for constructively influencing 
the adoption of similar standards by these nations. 

 
 The competitive implications of the Administration Proposal reinforce that 

conclusion. From a developing country’s perspective, the benefit of having U.S.-based oil and 
gas companies involved in the development of their natural resources is not only the cutting edge 
technology, economic efficiency and environmentally conscious production processes they bring; 
it is also the transparency the U.S. companies introduce into the local economy. U.S.-based 
companies operate under the highest standards in the world in terms of financial reporting, 
including the internal controls required by the U.S. Foreign Corrupt Practices Act (“FCPA”). The 
FCPA compels U.S.-based companies to apply the same standards to their local suppliers, 
thereby significantly narrowing the opportunity for bribery, kickbacks and other forms of 
corruption throughout a resource-dependent developing economy. 

 
 The net effect of undermining the competitiveness of U.S.-based oil and gas 

companies is to cede the development of energy resources in developing countries to foreign-
based oil and gas companies that are only subject to a single level of taxation and to the state-
owned firms that already dominate global energy production. The state-owned firms are not 
obliged to operate under the strict standards required by U.S. law with respect to the 
transparency of their operations and their corporate governance.  Limiting the reach of U.S. 
standards of transparency and corporate governance by undermining the competitiveness of 
U.S.-based oil and gas companies will do nothing to contribute to greater openness and 
transparency in the markets in which they currently operate.  The net effect will be to exacerbate, 
rather than diminish, the enduring “resource curse” that afflicts developing countries that depend 
heavily on the oil and gas industry to drive economic growth and fund their development 
strategy. 

 
 In short, the underlying logic of the Administration Proposal would appear to 

undermine the goals of good governance that both President Obama and Secretary Clinton have 
said should animate the United States’ approach to economic development globally. 
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