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Introduction:
Before We Begin

A Little Bit of History

January 1983 was a gloomy time at the Reagan White House. The president
had promised his 1981 tax cuts would deliver prosperity. But instead the
nation was suffering from the worst recession since the days of Herbert
Hoover. The unemployment rate was over |10 percent. The Republican
gains won in the House of Representatives in 1980 were wiped out in the
midterm elections. The president’s approval rating had dropped to 35
percent. The Reagan Revolution was in deep trouble.

It was not just the sagging economy that was pummeling the Reagan presi-
dency. It was the perception that his policies favored the privileged classes.
He was being branded as a champion of the rich. The tax cuts were sold to
the public as benefiting everybody because the wealthy and the large cor-
porations who got most of the direct benefit would create jobs. Now where
were the jobs? Even his own budget director called the tax cuts “a Trojan
horse” designed to convince the American public that they were getting a gift
when “in reality the plan was designed to reduce the taxes of the rich and
super rich.”! On top of all that, the massive tax cuts that were supposed to
be self-financing were producing the largest deficits since World War Il.

Above all else, politicians need to empathize with the voters. Bill Clinton’s
“| feel your pain” response to unemployed workers during the 1992
campaign is a textbook example. In the dark days of early 1983, Reagan
needed to demonstrate his concern for the poor and for middle-class
workers who were bearing the brunt of the recession. Traditionally

! William Greider, “The Education of David Stockman,” Atlantic Monthly,
www.theatlantic.com/magazine/archive/1981/12/the-education-of-david-stockman/5760/,
December 1981.
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Democratic working-class northerners had been the pivotal swing voters in
his stunning 1980 victory.

So the White House staff dispatched the president to Massachusetts to do
what he did best. The television image the White House wanted on the
evening news was of Ronnie hoisting a cold one with his fellow Irish Ameri-
cans at the working-class Eire Pub in Dorchester. The pub visit was a re-
sounding success. The lunchtime crowd, mostly Democratic, was charmed.
Around the horseshoe bar they were photographed with the president
cheerily raising a mug of Ballantine ale.

But those pictures of political perfection never made it to prime time. That
evening, all three major networks reported Reagan’s remarks made after his
pub visit to business executives in suburban Boston’s high-tech corridor.
And they made the exact opposite impression his White House handlers
were hoping to project. Despite the advance scripting of both the speaker
and his audience, the president surprised everybody when he ventured from
his prepared text. “When are we all going to have the courage to point out
that, in our tax structure, the corporate tax is very hard to justify?” he
asked the executives assembled in a company cafeteria. The president knew
he was playing with fire—*“I'll probably kick myself for having said this”—and
he tried to explain that he believed his idea would help workers’ pension
funds heavily invested in stock—but it was no use.2 The cat was out of the
bag. At a time when nearly 12 million Americans were enduring the pain of
unemployment, the president was proposing to relieve large U.S. corpora-
tions of their entire tax burden.

The Democrats and the press had a field day. “On the same day the presi-
dent sat down with the working men of Boston—and | have no complaint
about that whatsoever—he showed that his heart was still in the corporate
board room,” said House Speaker Tip O'Neill, Democrat from Massa-
chusetts.3 White House press secretary Larry Speakes complained the press
was going “berserk” and “doing back flips.” Privately, the White House staff
was alarmed by the president’s off-the-cuff comments. Publicly they did all
they could to squelch the story. Speakes paraphrased the president as saying

2 Ronald Reagan, “Remarks and a Question-and-Answer Session with Members of the
Massachusetts High Technology Council in Bedford,” www.reagan.utexas.edu/archives/
speeches/1983/12683e.htm, January 26, 1983.

% Benjamin Taylor, “Kill Corporate Income Tax? No Way, Say Reagan Aides,” Boston Globe,
January 28, 1983.
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on the flight back from Boston, “l do not want anyone to look into it.”4 The
official message: No, it was not a real proposal. End of story.

Deft damage control by the president’s staff played a large part in getting
the story off the front pages. But there was another contributing factor.
Follow-up press coverage revealed that for all the political controversy,
there was nothing startling in the president’s remarks to policy experts and
economists. Unlike so many other proposals from Reagan that ignited
heated debate in the economics profession, the abolition of the corporation
tax was not one of them.

In the National Journal, commentator Robert Samuelson called the corporate
tax a “self-inflicted wound” that is “popular because corporations are un-
popular.”s Business Week columnist Norman Jonas wrote that “fundamental
reform of the corporate income tax is neither a liberal nor a conservative
idea. It is a matter of economic efficiency and social equity, with proponents
on both sides of the political divide.”¢ Economists of all stripes agreed with
the president: the corporate tax imposed a second layer of tax on corporate
profits and had no economic justification. Liberals did not like hearing econo-
mists agree with Reagan. And with an election approaching, conservatives did
not want to remind the public of Reagan’s natural inclination to cut corporate
taxes. The story faded from view.

In the following months, the economy and Reagan’s approval would steadily
rise. The upswing culminated in a sweeping victory over former Vice Presi-
dent Mondale, whose own frankness about taxes—in particular, about raising
taxes—contributed to his electoral defeat.

In the relative political security of his second term, Reagan achieved what
many thought was impossible: a top-to-bottom overhaul of the Internal
Revenue Code. The original plan from his Treasury Department seemed to
reflect the sentiments the president expressed in Massachusetts on that Janu-
ary afternoon of 1983. It included a provision to partially eliminate the double
tax on corporate profits. But that item was dropped in the early stages of the
legislative process as Reagan and Congress pursued other priorities.

The president and congressional leaders agreed that tax reform would be
revenue-neutral—overall, the legislation would neither raise nor cut taxes.

* Francis X. Clines, “Corporate Tax Upsets Reagan,” New York Times, January 26, 1983.
* Robert J. Samuelson, “Self-Inflicted Wound,” National Journal, February 5, 1983.

5 Norman Jonas, “That Wasn't Really a Gaffe on Corporate Taxes,” Business Week, February 14,
1983.
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As the bill wound its way through Congress, it became necessary to cut
taxes on individuals. This shortfall had to be made up with tax increases on
business. The final plan adopted by Congress in the Tax Reform Act of 1986
included a corporate rate reduction from 46 to 34 percent. But extensive
cutbacks to corporate tax credits and deductions more than offset the
benefit of the rate cuts. The act raised the tax burden on corporations. In
less than four years, Reagan had gone from advocate of abolishing the corp-
orate tax to signing into law a major increase in corporate taxes.

Reagan’s dramatic reversal on corporate taxes is a perfect illustration of the
fundamental paradox of the corporate tax in American politics. There are
many liberal economists who argue that the corporate tax should be
abolished. But even the most conservative politicians are reluctant to back
up their anti-corporate tax rhetoric with decisive action. The corporation
tax is a political minefield even for the most agile politicians. Experts can
profess the need to eliminate double taxation of corporate profits until they
are blue in the face. But popular sentiment against corporate tax cuts is a far
more potent political force.

More than a quarter-century after Reagan’s signing the Tax Reform Act of
1986, the basic political forces that have shaped the corporate tax remain in
place. Citing the need to improve international competitiveness, America’s
businesses are clamoring for corporate tax cuts. No matter how much
lawmakers may agree, severe budget pressures and reflexive opposition
from large swaths of the general public make significant corporate tax
reduction a daunting political challenge.

We can’t predict the future—especially in today’s volatile environment—but
all indications are that America is going to have one hell of a debate about
the corporate tax over the next few years. This book is a three-part guide
to the politics and economics of the corporate tax. Part | provides back-
ground necessary for an informed debate. Chapter | describes the corpo-
rate reform proposals now getting the most attention. Chapter 2 is filled
with facts and figures about profits and profit taxes—two of the most
critical and unpredictable of all economic statistics. Chapter 3 reviews the
iron-clad economic arguments for abolition of the corporate tax. Chapter 4
explains how political realities have trumped economics and allowed the
corporate tax to survive.

Part 2 of this book highlights the features of the current corporate tax that
would be on the table in any reform effort. Chapter 5 discusses the corpo-
rate rate that everybody says should be cut. Chapters 6 and 7 describe the
major corporate tax breaks that could be on the chopping block in order
raise revenue to pay for those rate cuts. Chapters 8 and 9 provide an
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overview of the increasingly important issue of international taxation.
Chapter 10 is about state corporation taxes and their special issues.
Corporate tax reform must take into account the mass of small and midsize
businesses not subject to corporate tax. Chapter || provides a bird’s-eye
view of “pass-through” businesses, including the fast-growing number of
limited liability companies (LLCs) and Subchapter S corporations. Chapter
|2 focuses on the complexity of the corporate tax and the efforts (mostly
failed) to simplify it.

For many, just making adjustments to the current corporate tax—as
President Reagan did in 1986—is not nearly enough. Part 3 steps back from
the details and considers the larger picture. Chapter |3 focuses the Flat Tax
and the Fair Tax, two proposals for fundamental tax reform that would
entirely replace the current income tax with a simplified consumption tax.
Chapter 14 explores other major reform options that do not go as far the
Flat Tax or the Fair Tax, but would nevertheless entail changes far greater
than we experienced in 1986. Now more than ever before, the fate of
corporate reform is interwoven with the need for deficit reduction. Chap-
ter |5 concludes the book with a review of the daunting fiscal challenges
that America still faces even after the passage of the $2.3 trillion deficit
reduction deal—the Budget Control Act of 201 1.
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CHAPTER

1

Let the Debate
Begin

New Pressures for Corporate Tax Reform

Every year, the federal government looks into America’s trillion-dollar pot
of corporate profits and ladles out a few hundred billion for itself. The basic
idea is simple. Government needs money. Corporations have lots of it. For
most citizens that feels right. It is an approach to fundraising that has a lot of
visceral appeal. The government’s tool for this task is the federal tax on
corporate profits.

This book is different from most books about corporate tax because it will
not ignore ordinary people’s perceptions of the tax. This is a democracy and
the tax has a strong populist streak. It can stir up a lot of emotion. Our politi-
cal leaders respond to that emotion. But beyond its basic purpose, the corpo-
rate tax has very little to do with human sentiment. It is an undecipherable
mass of rules and regulations. It is not user-friendly. It is a three-dimensional
chess match between the private and public sector with billions on the line.
So while we must use the right side of our brains to understand the politics of
the tax, the left side of our brains will be put to work on the mechanics and
economics of the tax.

A scandalously large amount of America’s brain power is devoted to the
corporate tax. You think you’ve got problems filing your tax return each
year. The hassle of the completing Form 1040 is a stroll in the park com-
pared to task facing the typical large corporation. Dozens of employees
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work year-round to complete a corporate tax return hundreds of pages
long. IRS audits routinely run for years. Disputes that end up in court last
more than a decade.

When they need outside help, and they often do, corporations do not go to
the H&R Block at the local strip mall. They hire high-powered specialists
from the nation’s leading accounting and law firms. These experts have all
the smarts of nuclear physicists. They come with advanced degrees from
America’s leading universities. And then they spend decades specializing in
areas within corporate taxation.

The Internal Revenue Service hires the best and brightest as well. They are
dedicated professionals of high intellectual caliber. But they are underpaid
and generally less experienced than their private-sector counterparts, as the
usual career sequence is several years of service at the IRS followed by
partnership at a major firm—not the other way around.

In addition to this core of corporate tax professionals who deal with the
day-to-day issues of tax practice, there is a legion of equally brainy policy
experts. These include law professors, think-tank economists, and the pro-
fessional tax staff working for Congress and at the Treasury Department.
Many make careers studying the current corporate tax and trying to think
up ways to make it work better.

It is not all wasted time. The stakes are high. The corporate tax plays a criti-
cal role in the economy. Most of the tax is paid by large, publicly held com-
panies. These corporations account for the bulk of the nation’s research and
its exports. U.S. multinational corporations are on the front lines of the bat-
tle for international competitiveness. Other countries around the world are
boldly reforming their corporate taxes hoping to give their businesses an
edge in an increasingly global marketplace. Is America going to be left behind?

Yes, the corporate tax is full of intellectual challenges that make even the
experts’ minds swim. But for better or worse, our nation’s tax laws are
made by politicians who ultimately care little about academic views. On
small changes in corporate tax law—the “rifle shots” and “tax earmarks”
that can be kept out of the public spotlight—corporate lobbyists and self-
interested contributors are lawmakers’ primary influence. When big changes
in the corporate tax are under consideration, lawmakers must answer to
public opinion. And public opinion on the corporate tax is often anything
but rational.
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The Old Debate

The most natural thing in American politics is the framing of issues as a bat-
tle between conservative Republicans and liberal Democrats. On the cable
news channels, policy issues are routinely presented as debates between
the two major parties. It is easy to dismiss the time-compressed sound-bite
discussion as shallow. But even still, underlying all the sloganeering, there
are usually fairly respectable intellectual arguments behind both political
points of view.

As Washington policy debates go, the debate about corporate tax reform is
an unusual animal. Sure, there is the usual conservative/liberal divide. Repub-
licans hate the tax and would love to see it disappear. Democrats could not
imagine the world without a corporate tax. But when it comes to the intel-
lectual underpinnings, the debate is entirely one-sided: There is no good eco-
nomic argument for the corporation tax. If you want to defend the corporate
tax, you should to steer clear of economics. The conservatives hold the
economic high ground.

In a nutshell the economic case against the corporate tax is simply this: cor-
porate profits are already taxed at the individual level. Profits that are dis-
tributed to shareholders are taxed as dividends. Profits that are retained by
the corporation are taxed as capital gains when the stock is sold. A tax at
the corporate level on those profits adds a second layer of tax.

Economic efficiency requires equal taxation of all income (except in special
cases, such as with pollution, when activities impose uncompensated cost on
the economy or, as with industrial research, when activities bestow un-
compensated benefits). In other words, taxes as a percentage of profits
should be equal. The political implication of this economic logic is that the
corporate tax should be repealed so that some business profits are not
double-taxed while others are only taxed once. Short of repeal, the corpo-
rate tax should be made as small as possible. Sure, a lot of folks deeply dis-
trust and dislike corporations, but that is not a economic rationale for im-
posing a separate major tax on them.

So why, if the economic case is so iron-clad, is corporate tax still thriving in
the 21st century? The answer is that supporters of the tax have something
much better than academic arguments. The near complete lack of intellect-
tual backing for the Democratic view that taxing corporate profits is justi-
fied is more than offset by the tax’s strong emotional appeal. Most individu-
als reject the conclusion that corporations should not be subject to tax. If
you doubt this, next time you are at a party, try floating the view that in
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order to get the economy moving, the Exxon-Mobil tax bill must be re-
duced to zero from now until the end of time.

Instinctively, Republican politicians know that repealing the corporate tax is
a non-starter no matter how many professors come out of the woodwork
to back them up. There is no advantage for them in trying to educate the
public in economics. So, even though they are fully convinced by the intel-
lectual case for repeal, and in their heart of hearts they wish it could be
done, they won’t waste political capital by publicly airing their real views.

New Challenges

The United States had a corporation tax as early as 1909, three years before
the |6th amendment cleared the path for the income tax Throughout its

| 00-plus-year history, conservatives have based their arguments against the
corporate tax on mainstream economics. They argue that the corporate tax
sets off a chain reaction of unfavorable economic events. It goes like this.
The corporate tax lowers the rate of return on business investment. This
reduces capital formation. With less capital, there are fewer jobs, and those
workers with jobs are less productive with less capital, so they earn lower
wages. The U.S. standard of living drops and U.S. competitiveness suffers.

The liberal case has always been based on fairness. The political left argues
that is morally unacceptable that powerful corporations earning enormous
sums should not contribute their “fair share” to the public welfare. Moreo-
ver, the owners of corporations—the shareholders—are mostly from up-
per-income households. According to the liberal view, a fair tax system is a
progressive tax system—a system where not only tax payments, but also
tax rates, rise with income. The corporation tax is an essential component
of any tax system that claims to be fair and progressive.

Recent developments have added new fuel to both sides of the debate.
Over the last decade, governments around the world have dramatically re-
duced their corporate tax rates. In the United States, when state corporate
taxes are added on to the 35 percent federal rate, the average corporate
tax rate is 39.2 percent. The average corporate rate of other member na-
tions of the Organization of Economic Cooperation and Development
(OECD) is 25 percent.!

! Organization for Economic Cooperation and Development, OECD Tax Database, Corporate
and Capital Income Taxes, Table II.1, “Basic (non-targeted) Corporate Income Tax Rates, 2011,
http://www.oecd.org/dataoecd/26/56/33717459.xls.
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And all indications are that foreign rates will continue to fall. In Canada, a
recent conservative election victory makes it likely the government will
achieve its goal of a combined federal-provincial tax rate of 25 percent in
2012. In the United Kingdom, the government plans to reduce its corporate
tax rate by one percentage point a year until it reaches 24 percent in 2014.
Japan planned to lower its corporate tax rate from 39.4 to 35 percent in
April 2011, but the earthquake in the preceding month put these plans on
hold. These changes leave the United States, which in the late 1980s had
one of the lowest corporate tax rates, with the second highest corporate
tax rate in the world. If, as seems likely, the Japanese government fulfills its
intention to lower its corporate rate, the United States will have the dubi-
ous distinction of having the highest corporate tax rate in the world.

Lowering the corporate tax rate has always been desirable tax policy, as |
shall discuss in Chapter 5. Developments around the world are turning it
into a necessity. But there is tremendous pressure working against rate re-
duction. It is commonplace these days to hear politicians say we need to re-
duce the corporate tax rate to 25 percent. Such a 10-percentage-point de-
cline would reduce federal revenue by approximately $100 billion annually.

Where is money like this to come from when the future of federal finance
has never looked bleaker? At the end of 2011, U.S. government debt held by
the public will equal approximately 69 percent of GDP, its highest level since
World War |l. But there really is no precedent in American history for our
situation. Because of our aging population and the skyrocketing cost of gov-
ernment-subsidized health care, there is no end in sight for the growth of
the national debt. It is purely a matter of arithmetic: without large and pain-
ful spending cuts or tax hikes (or a combination of the two), the govern-
ment of the United States is on the path to fiscal collapse.

Another economic development that poses a major political obstacle to
corporate tax reform is the increasing gap between America’s rich and
poor. Yes, we are talking about that unpleasant topic known as “class war-
fare.” As with everything in economics, there is dispute about the exact
numbers. But figures from the non-partisan Congressional Budget Office
(CBO) illustrate the point. In 1979, the after-tax income of the richest |
percent of Americans accounted for 7.5 percent of the national total. By
2007, the share for that group had more than doubled to 17.1 percent.
Over the same period the income share of the bottom 40 percent of the
population dropped from 19.1 to 14.2 percent.

Although economists are unsure about whether the burden of the corporate
tax is borne by shareholders or is passed to workers in the form of lower
wages, the public generally perceives the corporate tax as a tax on the
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corporate fat cats and trust fund babies. To the extent this view prevails,
cutting corporate taxes will be seen as contributing to economic inequality.

So there are new and powerful forces pulling corporate tax reform in polar
opposite directions. Democrats—even those sympathetic to business—
argue that unprecedented budget pressure means we simply cannot afford
corporate tax relief and that widening income disparity makes it morally ob-
jectionable. Republicans—even those focused on deficit reduction—argue
that unprecedented international competition means we simply cannot af-
ford not to cut the corporate tax.

Proposals for Change

In recent years, there have been a number of high-profile challenges to the
corporate tax status quo. Some are part of efforts at overall tax reform.
Some are part of ambitious deficit reduction plans. All share a common
theme: the need to improve America’s competitiveness by reducing the 35
percent corporate tax rate. All propose to reduce corporate tax breaks to
pay for the rate reduction. Most, but not all, of these plans are extremely
vague about what specific corporate tax breaks should be trimmed back.
Here’s a rundown of some of the proposals.

President Obama’s 2011 State of the Union
Address

Tax reform requires presidential leadership. So among the efforts and pro-
posals out there, President Obama’s is the most important. On several oc-
casions, the president has voiced strong support for corporate tax reform.
The most prominent of these mentions was his State of the Union Address
on January 25, 201 |, where he said

Over the years, a parade of lobbyists has rigged the tax code to benefit
particular companies and industries. Those with accountants or lawyers
to work the system can end up paying no taxes at all. But all the rest are
hit with one of the highest corporate tax rates in the world. It makes no
sense, and it has to change. So tonight, I'm asking Democrats and Re-
publicans to simplify the system. Get rid of the loopholes. Level the play-
ing field. And use the savings to lower the corporate tax rate for the first
time in 25 years—without adding to our deficit.
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All of Washington knows the Treasury Department is hard at work on de-
veloping and analyzing specific proposals that would meet the president’s
goals. The Treasury tax policy staff has met numerous times with congres-
sional staff, stakeholders ranging from CFOs of Fortune 500 companies to
small-business trade associations, academics, and other experts to discuss a
wide range of ideas. Although there have been rumors that the Treasury has
been looking at plan that would reduce the corporate rate to 26 percent,
no proposal has been released.

House Budget Resolution for Fiscal Year 2012
(the “Ryan Plan”)

Many members of Congress also have expressed strong support for low-
ering the corporate tax rate. The most important of these pronounce-
ments comes from Speaker of the House John Boehner (R-Ohio), who in
May of 201 | said

If we want to put Americans back to work, | think lowering the tax rate
is critically important. To do that, | think we have to look at tax expendi-
tures, deductions, credits, and other gimmicks embedded in the tax code.

Similarly, in March of 2011, the chief tax writer in the House of Representa-
tives, Ways and Means Committee Chairman Dave Camp (R-Michigan), told
the Wall Street Journal he would like to reduce the corporate and individual
rates to 25 percent and pay for these rate cuts with the elimination of de-
ductions and credits.

Republican sentiments about the corporation tax became more formal (al-
though not much more specific) when the House of Representatives
adopted its budget resolution. On April 15, the U.S. House of Repre-
sentatives passed its budget resolution, developed by Budget Committee
Chairman Paul Ryan (R-Wisconsin). The Ryan plan, entitled “A Path to
Prosperity,” attempts to put the nation’s finances on a sustainable path
without raising taxes. The plan is most famous for its controversial cuts in
Medicare benefits.

Less well known is its tax reform component. The description of the plan
explains that under current law, “the biggest corporations that can afford
the best lawyers have figured out how to use the code to avoid paying taxes
altogether.” To remedy the problem, the House budget would cut the top
individual and the corporate rates from 35 to 25 percent and pay for these
rate cuts with unspecified cuts in “loopholes and special carve-outs.”
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Of course the ideas of President Obama and the Republican leadership are
hardly revolutionary. They are just following the golden rule of tax reform:
lower the rates and broaden the base. This was the approach adopted by the
Reagan administration when it began its tax reform efforts in 1984, and by
the entire Congress when it lowered the corporate tax rate from 46 to 34
percent in the Tax Reform Act of 1986.

The following sections provide a quick summary of other recent proposals
for corporate tax reform.

President Bush’s 2005 Tax Reform Panel

In November 2005, President George W. Bush’s Advisory Panel on Federal
Tax Reform proposed a Simplified Income Tax plan that would lower the
rate and broaden the base of both the individual and corporate taxes with-
out either raising or reducing the revenue collected by each. On the corpo-
rate side, the rate reduction from 35 to 31.5 percent is paid for by eliminat-
ing special deductions and credits by ending the practice of allowing large
publicly traded partnerships to escape corporation tax. On the individual
side, the component of the plan with particular relevance here is the exclu-
sion from taxable income of 100 percent of corporate dividends and of 75
percent of the capital gain on sales of corporate stock. The panel also rec-
ommended that the United States exempt foreign profits of U.S. corpora-
tions from U.S. tax.

The 2007 Treasury Study

As part of its study of the effect of tax rules on competitiveness, the Treas-
ury Department in 2007 presented estimates indicating that if all major cor-
porate tax breaks were eliminated—including accelerated depreciation for
equipment—the corporate tax rate could be reduced to 28 percent without
reducing revenue. If accelerated depreciation of equipment is retained, the
corporate tax rate could be reduced to 31 percent.

The 2007 Rangel Tax Reform Plan

In October of 2007, Charles Rangel (D-New York), then-chairman of the
House Ways and Means Committee, introduced a bill he described as “the
mother of all tax reform plans.” The corporate component of the Rangel
plan would reduce the corporate tax rate to 30.5 percent and pay for the
rate reduction with a repeal of the incentive for domestic manufacturing and
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a tightening of the tax rules on foreign profits. On the individual side, the
plan would increase taxes on households with incomes above $200,000 and
use the revenue to repeal the individual alternative minimum tax, the bur-
den of which falls primarily on upper-middle-income households.

The Wyden-Coates Tax Reform Plan

In 2010, Democrat Senator Ron Wyden of Oregon and Republican Senator
Judd Gregg of New Hampshire introduced the “Bipartisan Tax Fairness and
Simplification Act.” The proposed legislation combines individual and corpo-
rate tax reform. On the individual side, the bill keeps the top individual rates,
now scheduled to increase to 39.6 percent in 2013, at 35 percent; it reduces
the number of other rates from five to three; and it triples the standard de-
duction. It partially offsets these cuts with higher taxes on fringe benefits and
cuts in some other tax benefits. On the corporate side, the tax rate is cut a
whopping | | percent, from 35 to 24 percent. The revenue lost from this rate
cuts is partially offset with a significant increase in tax on foreign profits, less
generous write-offs for purchases of capital equipment, and a partial reduc-
tion in the deduction for interest payments. Senator Gregg did not seek re-
election in 2010. Since his retirement, Senator Wyden has reintroduced the
legislation with Republican Senator Dan Coates of Indiana as his cosponsor.

The Bowles-Simpson Deficit Reduction Plan

In December 2010, the National Commission on Fiscal Responsibility and
Reform, chaired by former White House chief of staff Erskine Bowles (a
Democrat) and former senator Alan Simpson (a Republican), issued a re-
port with its recommendations for deficit reduction, including spending
cuts, tax increases, and tax reforms. The report recommended the corpo-
rate tax be set between 23 and 29 percent. The report’s “illustrative plan”
would reduce the rate to 28 percent, eliminate all deductions and credits,
and modify the U.S. corporate tax so that foreign profits were completely
exempt from U.S. tax.

[llusion of Consensus

With so many proposals out there using the same basic rate-cutting, base-
broadening template, you might draw the conclusion that corporate tax re-
form is one of the easier problems for Washington to solve. While fierce par-
tisanship is the norm for our recent debates on fiscal policy, could corporate
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tax reform be the “low-hanging fruit”? After all, the current White House and
Republican leaders seem to be in agreement on this one.

But any notion of a developing consensus is an illusion. There are irreconcil-
able differences about the most fundamental aspect of the exercise: the reve-
nue impact of corporate tax reform. Business groups and conservatives can
go along with some paring down of tax breaks, but overall corporate tax re-
form must be a corporate tax cut. Liberals can go along with some rate cuts,
but overall they want tax reform that still helps reduce the deficit. Revenue-
neutral reform, as proposed by the president, seems like a reasonable com-
promise. But it is not at all clear either side would agree to such a change that
leaves out their prime goal. Once we get beyond the niceties of supporting
tax reform in concept, the usual debilitating partisan bickering will gridlock
corporate tax reform just like any other budget issue.

And there is another reason to be pessimistic about prospects. Right now,
most of the talk from politicians is about rate cuts and getting rid of big, bad
loopholes. That’s the stuff the people like to hear. But if it is ever really go-
ing to happen, corporate tax reform must include a frank and detailed dis-
cussion about cuts in specific deductions and credits. That will instantly de-
flate support for reform. Once it is revealed whose tax breaks are on the
chopping block, the public will be deluged with messages informing them
that the tax breaks in question are essential to keeping jobs in America.
Lobbyists will swarm the hallways of Capitol Hill telling legislators how pro-
posed changes will kill jobs in their districts. The vested interests will mount
all-out campaigns that will turn tax reform lions into political mice.

“As long as tax reform is offered in the abstract, everyone rallies to the
cause,” senior Ways and Means Committee member and Democrat Richard
Neal said recently. “When it becomes specific, people start to fall off.””2

None of the proposals outlined here has any chance of becoming law soon.
But reform is desperately needed. To understand why, and what the realis-
tic prospects are for change, are the subjects of the rest of this book.

Summary

Corporate tax reform is now getting a lot of extra attention from our na-
tion’s leaders, who want to improve America’s competitiveness. But tight
budgets and the public’s innate dislike of corporate tax cuts pose signifi-
cant obstacles.

2 John D. McKinnon, “Tax Plan Aims for 25% Cap,” Wall Street Journal, March 17, 2011.
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Volatile, Unstable, and Closely Watched

It is often said that the corporate tax is on the way out. How can it possibly
survive! It is obsolete. Great leaps forward in globalization and financial in-
novation have made it difficult to justify and impossible to collect. Well,
somebody ought to tell the folks over at the Treasury Department. Over
the next decade the federal government plans to collect over $400 billion a
year in corporation tax—about |0 percent of total federal revenue.

Up until now, the previous record for annual corporate tax receipts was the
$370 billion collected in 2007. This was an unexpected windfall for the
Treasury. In 2004 Treasury economists were projecting that corporate tax
revenue in 2007 would be only $230 billion.

A few years later the exact opposite occurred. Treasury revenues were
coming in way below projections. In 2008 the Treasury estimated that cor-
porate revenues would remain comfortably above $300 billion every year in
the foreseeable future. But then the bottom dropped out of the economy.
In 2009 the IRS only took in $138 billion—a decline of almost two-thirds
from the 2007 level.



12| Chapter 2 | Profits and Profit Tax, by the Numbers

Economists’ forecasts are always off. (If they could really predict the future,
they would not be economists but billionaire investors.) But of all the un-
certainty in the future, one of the most uncertain things is the level of cor-
porate tax revenue.

The Profit Roller Coaster

The main problem with forecasting corporate tax revenue is that the cor-
porate tax is a tax on profits. All economic data moves up and down with
the business cycle, but profit movements are more erratic than most. Over
the last |5 years it has been a roller-coaster ride, as you can see for yourself
in Figure 2-1. After hitting a 30-year high in the late 1990s, profits dipped to
7.6 percent of GDP during the 2001 recession, only to achieve a new re-
cord high of 12.0 percent of GDP in 2006. The latest recession caused prof-
its to decline again to 8.8 percent of GDP. But since then they have re-
bounded strongly again.
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1 4%

1955 1958 1963 1967 1971 1975 1978 1983 1987 1991 1985 1988 2003 2007

Figure 2-1. Profits as a percentage of GDP, 1955-2010. Shaded areas are recession years.
Source: U.S. Department of Commerce, Bureau of Economic Analysis.
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Profits—like salaries, benefits, interest, and self-employment income—are
part of national income. As shown in Figure 2-1, there is no such thing as a
typical year when we talk about profits. Because any snapshot can be mis-
leading, Figure 2-2 uses averages over time to compare profits to other
economic data. Over the |2-year period from 1999 to 2010, corporate
profits on average were 12.] percent of national income. Non-corporate in-
come—which includes income from the self-employed, income from part-
nerships, and farm income—also equaled 12.1 percent of national income.
At 69.7 percent, employee compensation—including wages, salaries, and
employee benefits—is by far the largest component of national income. Net
interest, at 6.2 percent of national income, makes up the remainder.

Corporate Profits,
12.1% T

Net Interest, 6.2%

Non-Corporate |
Business Income,

124% Employee |

Compensation, 69.7% {

Figure 2-2. Shares of national income, 1999-2010 average. Source: U.S. Department of
Commerce, Bureau of Economic Analysis.

Don’t let the relatively small size of profits in overall national income fool
you. Profits play a huge role in the economy. Profits are the lifeblood of our
capitalist system. They send signals to investors about where to put their
capital. Where profits are, capital is sure to follow. And when profits dry up,
capital gets scarce. The wonder of free-market capitalism is that by fol-
lowing their self-interest, investors are maximizing growth of the entire
economy. The market is always trying to direct capital to its most produc-
tive uses. This is Adam Smith’s famous “invisible hand” at work. Of course,
government intervenes in all aspects of the economy through taxation and
regulation—often skewing capital away from its most efficient uses. But that
does not change the importance of profits as the device for signaling to the
private sector where, when, and how much investment should take place.
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Revenue You Can’t Count On

As volatile as corporate profits are, government receipts from the tax on
corporate profits are even more volatile, as shown in Figure 2-3. For ex-
ample, between 2006 and 2009, corporate tax receipts as a percentage of
GDP dropped from 2.7 to 1.0 percent. Expressed as a percentage of total
federal tax receipts, corporate tax receipts over this period dropped from
14.7 to 6.6 percent. As with corporate profits, there is no such thing as a
typical year for corporate tax receipts.
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Figure 2-3. Corporate tax revenue, 1999-2010. Source: President’s Budget for Fiscal Year
2012.

Figure 2-4 shows the composition of federal tax receipts on average over
the 1999-2010 period. The largest revenue source is the individual income
tax, accounting for 45.2 percent of total federal revenue. Payroll taxes for
the Social Security and Medicare trust funds are 36.6 percent of revenues.
The corporate tax takes the bronze—a distant third place in the contest for
largest revenue source. Over the 1999-2010 period it accounted for 10.5
percent of federal revenue.
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Figure 2-4. The composition of federal revenue, 1999-2010 average. Source: President’s
Budget for Fiscal Year 2012.

Economists divide data movements over time into two: short-term cycles
and long-term trends. Figure 2-3 showed you that short-term cyclicality of
corporate tax revenue is very pronounced. The long-term trend is shown in
Figure 2-5. Between 1955 and 1980 there was a marked decline in corpo-
rate tax revenue. After the Korean War (1950-1953) corporate tax reve-
nue averaged about 4.4 percent of GDP. In the 1960s it averaged about 3.8
percent of GDP. And in the 1980s the average dropped to 2.7 percent of
GDP. Since the 1980s—although it is subject to significant movements—the
average has hovered slightly below 2 percent of GDP for three decades.
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Figure 2-5. Corporate tax receipts as a percentage of GDP, 1955-2010. President’s
Budget for Fiscal Year 2012.

Much of the decline is attributable to the decline in the corporate tax rate.
This is shown in Figure 2-6. During the Vietnam War, the rate had been as
high as 52.8 percent. It was reduced to 46 percent in 1979, and the Tax Re-
form Act of 1986 rocked the corporate world with a rate reduction from
46 to 34 percent. As part of his deficit reduction program in 1993, Presi-
dent Clinton proposed increasing the corporate rate from 34 to 36 per-
cent. Ultimately Congress settled on a 35 percent rate, and that’s where it
still stands today.
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Figure 2-6. U.S. federal corporate tax rate, 1955201 |. Source: Tax Foundation.

But reduction in corporate tax rate is only part of the story of the decline in
corporate tax revenues. There is also a lot of corporate revenue being lost
to the erosion of the tax base. Part of this is due to Congress enacting more
tax breaks (discussed in Chapters 6 and 7). Part is due to the shifting of
profits outside the United States to low-tax jurisdictions (discussed in Chap-
ter 9). And part is due to the rapid increase in use of untaxed organizational
forms by small and medium-size businesses (see Chapter 10).

Two Sets of Books

There are as many ways to measure profits as Baskin-Robbins has flavors of
ice cream. In this book, readers will be spared most of the excruciating de-
tails, but understanding some of the more important differences in profit
measures is essential for the savvy follower of the corporate tax scene. The
three most important measures of profits are economic profits, book profits
(also commonly referred to as accounting profits), and taxable profits.

The numbers reported earlier in Figures 2-1 and 2-2 are economic profits
tabulated at the Department of Commerce. Economic profits are impor-
tant components of the National Income and Product Accounts, the official
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economic statistics of the U.S. government. These numbers are computed
by economists to help other economists assess the health of the economy.
The quarterly release on economic profits is anxiously anticipated by eve-
rybody trying to gauge the strength of the economy. Individual corpora-
tions and their accountants do not bother computing economic profits.

Publicly traded corporations report their book profits to shareholders
every quarter. To compute book profits, corporate accountants generally
follow the rules promulgated by the Financial Accounting Standards Board
(FASB). These rules can be mind-numbingly complex. Entire books are
written on arcane subjects like accounting for inventories. And, because so
much is on the line, formulation of the rules is often the subject of heated
debate. For example, the high-tech community in Silicon Valley went ballis-
tic when FASB proposed and then succeeded in changing accounting rules
so that the exercise of stock options was an expense deducted from profits
reported to shareholders.

Like economic profits, book profits get widespread coverage in the financial
press, and corporations take great pains in calculating book profits. The
quarterly releases of each company’s book profits are important to Wall
Street analysts looking for clues about a company’s prospects. If earnings-
per-share beat market expectations, a stock price will usually rise. And if
earnings-per-share “disappoint” the markets, share prices will fall. The
“earnings” in those earnings-per-share figures are after-tax book profits. To
bolster stock prices—and their own compensation—corporate executives
want book profits to be as large as possible.

Besides book profits, the other measure of profits that directly concerns
business is taxable profit. This is the amount of profit reported to the IRS. It
is the amount subject to the 35 percent corporate tax rate. To minimize
Uncle Sam’s share of the take, corporate managers want this number as
small as possible. Yes, corporations keep two sets of books and, yes, it is all
perfectly legal.

The rules for computing taxable profits are found in the Internal Revenue
Code—a compilation of tax statutes written by Congress—and in the tax
regulations written by the IRS and the Treasury Department. These rules
for taxable profits can be very different from FASB rules for book profits.
For example, because Congress wants to provide an incentive for the pur-
chase of capital equipment, it allows the purchase price of capital equipment
to be written off more quickly than FASB allows. In other words, tax depre-
ciation is faster than book depreciation. This generally results in tax profits
being smaller than book profits.
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Another example will illustrate the difference working in the opposite direc-
tion. Corporations will often charge additions to pension reserve as ex-
penses that reduce book profits. But the IRS does not allow deductions for
additions to these reserves. This rule results in tax profits being larger than
reported book profits.

These examples are only two of many. The important thing to remember is
that book profits and taxable profits can be very different. And so it is en-
tirely possible for a corporation to report strong earnings to shareholders
and pay zero corporate taxes to Uncle Sam. This phenomenon usually pro-
vokes outrage from the general public, and it is what motivates Congress to
impose a minimum tax on corporations where the tax base more closely
resembles book profits. Unfortunately, the current corporate minimum tax
adds considerable complexity to the tax law and does little to eliminate the
specter of tax-free high-profit corporations.

A Tax on Big Business

Individuals file Form 1040 annually with the IRS. Corporations file Form
[120. For tax year 2008—the latest year data is currently available—nearly
6.3 million corporations filed a Form 1120 with the IRS. The vast majority of
these returns were not subject to corporate tax. Some—about 800,000—
were just inactive shell corporations. The majority—about 4 million—were
entirely excused from corporate tax because they met the requirements of
Subchapter S of the Internal Revenue Code. (We'll talk more about Sub-
chapter S corporations in Chapter 10).

That left about 1.9 million corporations potentially subject to corporate tax.
In tax lingo these are called Subchapter C corporations. Among Subchapter
C corporations, the distribution of the corporate tax burden is heavily
skewed toward a comparatively small number of these large corporations.
This is shown in Figure 2-7. In 2008, the 1,911 largest C corporations—
those with over $250 million in sales—constituted only 0.1 percent of the
total number of C corporations, but they paid 83 percent of all corporate
tax. Figure 2-7 illustrates one of the most salient facts about the corporate
tax: the corporate tax is primarily a tax on America’s largest businesses.
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Figure 2-7. Corporate tax revenue, 2008, by size of corporation (tax revenues in billions
of dollars). Source: Internal Revenue Service.

There are exceptions to this rule. There are small businesses that are orga-
nized as C corporations. And there are large businesses that have been able
to avoid C corporation status. But for the most part the corporate tax is
paid by large corporations whose stock is traded on the New York Stock
Exchange and the NASDAQ.

The Bottom Line

Wall Street is obsessed with profits. That means corporate executives must
also be obsessed with profits. Book profits reported to shareholders are af-
ter-tax profits. That means the tax on corporate profits is a major concern
for CEOs and has a major impact on stock prices. For the financial press
and the titans of Wall Street, corporate tax may not be the sexiest topic,
but it is always there, lurking, with the potential to either deflate or boost
share prices.

The corporate tax got a lot of attention from the markets in the 1980s
when a leveraged buyout boom had Wall Street buzzing with big deals.
The most famous of these was the debt-financed purchase of RJR Nabisco,
subsequently documented in the best-selling book and movie Barbarians at
the Gate. In a typical leveraged buyout, a group of investors with a rela-
tively small amount of equity would issue enormous amounts of “junk
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bonds” to finance acquisition of a target company. Besides bringing fresh
perspective and new expertise to acquired business, value was also cre-
ated by the replacement of equity with debt. The new deductions for all
the additional interest expense could significantly reduce the acquired cor-
poration’s tax liability.

In Washington there was much concern that this use of debt could under-
mine financial stability. Congress gave serious consideration to proposals
limiting the deductibility of interest on junk bonds. But then in 1987 stock
prices collapsed by more than 20 percent in a single day. Some experts
blamed the crash on Congress’s tough talk about limiting tax benefits. Con-
gress backed off. And in the end it adopted only the most modest restric-
tions on the deductibility of interest. In subsequent years, the leveraged
buyout craze settled down pretty much on its own, but the use of leverage
to reduce taxes remains a major factor in corporate finance.

These days Wall Street’s main concern with the corporate tax is its impact
on each corporation’s effective tax rate. If a corporation can permanently re-
duce its effective tax rate, for example, from 35 to 28 percent, this will re-
sult in a permanent increase in after-tax profits of about 10 percent. Stock
prices are a function in part of expected future after-tax profits, and gener-
ally a 10 percent increase in expected future profits will increase a stock
price by a similar order of magnitude.

Just as corporate CEOs are evaluated on reported after-tax profits, corpo-
rate tax managers are evaluated on reported effective tax rates. Observers
of the tax scene have frequently commented that since the 1990s, the char-
acter of corporate tax departments has changed from that of a cost center
to a profit center. The job of corporate tax departments is no longer to
merely comply with tax laws but to contribute to the bottom line. Many at-
tribute this change in attitude to the rise in the use of corporate tax shelters
in the 1990s and increasing propensity of corporations to locate valuable in-
tellectual property (like patents and trademarks) in tax havens.

For many business executives and Wall Street investors, the effective tax
rate is a lens through which they view the corporate tax. Because of its cen-
tral importance, it is useful to understand how an effective tax rate is calcu-
lated. Basically, it is a ratio with tax expense in the numerator and before-
tax profit in the denominator. Now here is the strange part. The tax ex-
pense in the numerator is not what the corporation pays to the IRS and
other tax authorities. It is what FASB rules deem to be the proper accrual
of tax expense.
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Actual tax payments and FASB tax expense can be very different numbers.
For example, as noted earlier, actual taxes are reduced when Congress
permits more accelerated depreciation, but reported tax expense is not re-
duced. On the other hand, in many circumstances, reported income tax ex-
pense does closely track actual cash payments. For example, in the common
situation where a corporation shifts profits from a high-tax to a low-tax
country, there is a reduction in both booked tax expense (the numerators
of the effective tax rate) and in actual taxes paid.

The potential duality of tax expense and actual taxes paid means that corpo-
rations must consider the impact of tax planning on both measures. Not
only that, it is widely believed that corporations are more concerned about
lowering their reported effective tax rate than their actual tax bills.

Actual tax expense paid to the IRS is confidential taxpayer information that
is not publicly available. Except in rare cases—as when there is tax dispute
that goes to court or a voluntarily disclosure by the corporation—
information about actual tax payments paid by any single corporation is un-
known to the public (and even to most of the government outside the IRS).
The IRS only discloses aggregate information on tax payments.

Falling Effective Tax Rates

One of the more notable developments in corporate finance in recent years
has been the significant decline in effective tax rates reported to share-
holders. This has occurred despite the fact that the statutory corporate tax
has remained at 35 percent over the entire period.

Table 2-1 lists the 20 U.S. corporations with the largest book profits in
2007. It then compares the average reported effective tax rate for 1997-
1999 with the average effective tax rate for 2005-2007. Clearly the trend
over this period is toward lower effective tax rates. Of the 19 firms for
whom the comparison can be made, 18 had lower effective tax rates. For
these corporations, the average decline was 5.5 percentage points.

This decline in effective tax rates has little to do with Congress enacting more
tax breaks. It primarily is attributable to U.S. corporations doing more busi-
ness outside the United States, a steady decline in foreign tax rates, and the
increasing ability of tax managers to shift a disproportionate share of profits
to tax havens like Ireland, Switzerland, Bermuda, and the Cayman Islands.
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Table 2-1. The declining effective tax rates of America’s most profitable corporations

Reported Effective Tax Rate

Corporation ook Proft 1997-1999 | 2005-2007

(Billions) Change

Average Average

Altria $9.8 40.3% 29.6% -10.7%
AT&T $12.0 37.7% 27.7% -10.0%
Bank of America $15.0 36.4% 31.7% -4.7%
Berkshire Hathaway | $13.2 33.4% 32.7% -0.7%
Chevron $18.7 47.6% 44.1% -3.5%
Cisco Systems $7.3 40.9% 26.0% -14.9%
ConocoPhillips $11.9 47.3% 45.4% -1.9%
Exxon Mobil $40.6 36.1% 42.7% +6.6%
General Electric $22.2 29.6% 16.8% -12.8%
Goldman Sachs $11.6 n/a 33.5% --
Hewlett-Packard $7.3 27.7% 22.3% -5.4%
IBM $10.4 32.3% 30.7% -1.6%
Intel $7.0 34.3% 27.9% —6.4%
JPMorgan Chase $15.4 36.2% 31.4% -4.8%
Johnson & Johnson | $10.6 27.9% 22.6% -5.3%
Microsoft $14.1 35.6% 29.0% -6.6%
Pfizer $8.1 26.6% 18.6% -8.0%
Procter & Gamble $10.3 34.7% 30.1% -4.6%
Wal-Mart Stores $12.7 35.7% 33.6% -2.1%
Wells Fargo $8.1 39.4% 32.6% -6.8%
Group average® 35.8% 30.3% -5.5%

* Excluding Goldman Sachs, which was not a publicly traded company in the 1990s

Source: Company annual reports
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Summary

The volatility of corporate profits is a source of fascination to economists and
a constant headache for policymakers. Most corporate tax is paid by publicly
traded corporations. Their effective tax rates, tracked closely by corporate
executives and Wall Street analysts, have been trending downward.
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The Overwhelming
Case Against the
Corporate Tax

A Drag on Productivity and Competitiveness

For a book that is supposed to provide objective analysis, the title of this
chapter may seem a little overbearing. After all, aren’t there two sides to
every story? Well, when it comes to the economics of corporate tax, the an-
swer is a big fat no. There is no economic justification for its existence. This
statement boils the blood of liberals, and it surprises most of the general
public. Sorry to hurt people’s feelings, but there is no escaping the truth.
And this is the almost universally accepted view among economists, both
Republican and Democrat. In fact, of all the bad taxes out there, economists
consider the corporate tax the most harmful to economic growth.

If the corporate tax must exist, of course we should strive to make it as ef-
ficient and simple as possible. And much of Part 2 of this book discusses the
possibilities along these lines. But we must always keep in the back of our
minds that all we are doing is making a fundamentally flawed situation less
awful—like when we order a Diet Coke with our double cheeseburger.

Why are economists so whiny about the corporate tax? Are they so enam-
ored with free-market capitalism that they are willing to let the world’s
most powerful and rich organizations shirk the responsibility of contributing
to the national welfare? Economists are devoted to minimizing government
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interference in the marketplace. They want the government to stay clear
of market decision-making. They want a level playing field. In the realm of
business taxation, this veneration of the free market translates into the
commandment, Thou shalt tax all business income equally. That means all
business income should be taxed once. The corporate tax double-taxes
business profits.

When economists condemn the corporate tax, they are not thinking about
politics or even about popular conceptions of fairness. They are focused on
long-term economic growth. Their models tell them the corporate tax is a
drag on national productivity. There are two reasons for this. First, the cor-
porate tax shrinks the size of the nation’s capital stock. And second, be-
cause it alters the allocation of capital, the efficiency of the capital stock is
diminished. Besides—and here’s the main point—corporate profits are al-
ready taxed at the individual level.

To illustrate their concerns, let’s suppose we lived on island that had only
two kinds of businesses: apple growing and peach growing. Now suppose all
production is subject to tax. But also, for some reason that no one can re-
member, apple production is subject to a second tax. The second layer of
tax on apples has two effects. First, the tax reduces the overall profitability
of the fruit business. Overall investment in the island’s economy declines.

The second problem with the additional tax on apples is that it shifts the
mix of the production away from apples to peaches. If there were no sec-
ond tax on apples, the allocation of resources between apple and peach
production would be determined purely by efficiency considerations. Be-
sides making island production smaller, the tax-induced switch from apples
to peaches makes the mix of production less efficient. If government must
have the revenue, it would be better to tax apple and peach production
equally, or even better from the economists’ perspective, tax the con-
sumption of fruit instead of its production.

The corporate tax is analogous to our hypothetical second tax on apples. It
not only reduces the capital stock, but it leaves us with a mix of capital that
is less productive.

The Double-Tax Burden

Corporate profits are subject to tax at the corporate level and at the indi-
vidual level. Here’s is the simplest case. Suppose a corporation earns $100
of profit. With a 35 percent tax rate, it pays $35 of corporation tax. If all

the remaining $65 of profit is distributed to shareholders, those dividends
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are subject to income tax at a |5 percent rate—an additional $9.75 of tax.
So, total tax from the underlying $100 of income is $45.75 (that is, $35 plus
$9.75). The combined tax rate on this profit is approximately 46 percent.
That compares with other income taxed at the top individual rate of 35
percent, and with capital gains from non-corporate investment, free of any
corporate tax, which are only subject to a |5 percent capital gains rate.

There are many twists and turns in reality that make quantifying the double
tax on corporate profits more complicated than this example. For one
thing, each layer of the double tax is far from the textbook ideal. Both the
corporate and individual taxes are leaky buckets. On the corporate level,
many businesses get tax breaks that lower their tax bill below 35 percent of
profits. At an individual level, many shareholders—namely pension funds,
university endowments, and some lucky foreigners—pay no individual taxes.
Taken together, these leakages can reduce the combined corporate and in-
dividual tax burden on corporate profits considerably below the 46 percent
rate calculated above.

Then there is the matter that our tax rules are constantly changing and un-
certain. In the late 1990s, dividends got no special treatment and the top in-
dividual rate was 39.6 percent. That means the combined individual and
corporate tax burden was almost 60 percent. Looking to the future, both
the current 35 percent top individual rate and the |5 percent dividends rate
are scheduled to expire at the end of 2012. Congress will probably not let
tax rates revert all the way to pre-2000 levels, but nothing in this political
and economic environment is certain.

These are important details. But the basic problem of double taxation of
corporate profits cannot be obscured: large amounts of corporate profits
are generally subject to double tax while most other forms of investment
income generally are subject to a single layer of tax. In the real world, taxes
are messy. But the corporate tax makes a mess like no other. The existence
of the corporate tax means we have a whole tax system taxing profits on top
of another tax system that already taxes those profits.

The double taxation of corporate profits sets in motion a series of bad eco-
nomic behaviors. By “bad” we mean “inefficient,” in the sense that these be-
haviors are different from what would occur in a market without distortions.
The bad economic outcomes resulting from the double taxation of corpo-
rate profits fall into four categories. First, there is the overall reduction in
business investment due to the tax. Second, there is shift in investment

away from the double-taxed corporate sector. Third, there is shift from
equity to debt financing. Fourth, there is shift away from dividends and
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toward retained earnings. The first distortion makes the capital stock
smaller. The last three distortions make the capital stock less efficient.

Problem 1: Less Capital Formation

To improve long-term economic growth and competitiveness, it is essential
to increase capital formation. The stock of tangible capital is increased by in-
vestment in plants and equipment. The stock of intangible capital is built up
by investment in research that develops new technology. Without physical
capital and without new technology, U.S. workers do not have the tools to
maintain their high level of productivity and competitiveness. Because wage
growth depends on productivity growth, and because most of our national
income is in the form of wages, less capital translates into a lower national
standard of living.

A double tax on any part of the economy is a bad idea. From the perspective
of promoting long-term economic growth, a double tax on corporate profits
is especially problematic. America’s large corporations do the bulk of in-
vestment in capital equipment used in business and in research and develop-
ment. Taxing profits takes away money that might otherwise be invested in
income-producing and productivity-enhancing assets. And from the perspec-
tive of promoting trade competitiveness, taxing profits at the corporate level
makes little sense since the corporate sector is the source of most of Amer-
ica’s exports.

How much is our growth hampered by the corporate tax? This is extremely
difficult to estimate, and as usual in economics the existing research suggests
a wide range of possibilities. Despite the lack of hard numbers, there are
two facts that should give us all concern.

First, even without the corporate tax, there is an inherent bias in our income
tax system against saving and investment. Income taxation distorts our choice
between consumption and saving. It makes consumption more attractive than
it would be if a tax system were neutral. A consumption tax does not have
this bias against saving and investment. And that is why economists concerned
about improving economic growth will always prefer a consumption tax over
an income tax. (Chapter |3 discusses consumption taxes.) Putting the corpo-
rate tax on top of the individual income tax adds yet another bias against sav-
ing and capital formation.

Second, the burden of the corporate tax on the domestic economy is a
function of how responsive investment is to changes in the after-tax returns.
If tax has little effect on investment decisions, there will be little impact on
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the capital stock that results from those decisions. One thing that is obvious
is that capital has become increasingly mobile over the last few decades.
Fifty years ago, the crucial decision for a corporation would be whether to
build extra capacity in the United States or not at all. Now the main ques-
tion is whether to build extra capacity in the United States or abroad. This
increased mobility of capital means the damage the corporate tax can cause
the economy is greater than before.

Problem 2: The Corporate Sector Suffers

Corporate investors don’t want their hard-earned profits taxed twice. So
they do all they can to avoid being classified as what is called a Subchapter
C corporation (named for the part of the tax code dealing with taxable
corporations).

To avoid the dreaded Subchapter C status, businesses potentially have three
options. First, a business owned by one individual can operate as sole pro-
prietorship. The owner simply includes business income on Schedule C of his
or her individual income tax return.

Second, a business with more than one owner can operate as partnership.
The partnership files a Form 1065, but no tax is levied at the entity level.
The partnership sends each partner (and the IRS) a Schedule K-I. The K-I
informs the partner of his or her share of partnership income, deductions,
and credits that needs to be reported on the partner’s individual income
tax return.

Third, a domestic corporation with less than 100 owners can be a Sub-
chapter S corporation. The Subchapter S corporation files a Form 1120S with
the IRS. Like a partnership it pays no tax and it sends each owner—in this
case, each shareholder—a Schedule K-1. As with partnership profits, all
Subchapter S profits flow through to owners and are taxed at each owner’s
individual income tax rate.

Each entity classification has its own advantages and disadvantages. For the
most part, business owners want two things: (1) protection of their per-
sonal assets from bankruptcy and lawsuits and (2) protection of their profits
from the corporation tax. Most small and medium-size business can achieve
these goals by becoming an LLC, which is taxed as a partnership, or by
adopting Subchapter S status. We will discuss these options in more detail
in Chapter 10, but for now we will just lump all three categories of business
not subject to corporate tax into one category called pass-through businesses.
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The economic costs of the pass-through/corporate tax differences fall into
two general categories. First, there are costs to businesses that are suc-
cessful in avoiding Subchapter C status. These costs can take the form of
the out-of-pocket expenses of hiring lawyers and accountants to be sure of
not triggering any IRS rules that would have them reclassified as taxable
corporations. Other costs of avoiding Subchapter C may not show up in a
billing statement, but they are just as real. They are due to the lost efficiency
of meeting the requirements of a filing or legal status that is not most advan-
tageous from a pure (non-tax) business perspective. For example, to retain
tax-free S corporation status, a business may have no more than 100 share-
holders. For larger businesses, this limitation on ownership can severely re-
strict access to capital and raise costs.

Second, there are the costs to the economy that result when businesses
cannot avoid corporate tax. Most large publicly traded companies are Sub-
chapter C corporations for tax purposes. Their extra tax burden drives
their after-tax rate of return below that of pass-through businesses. This
provides incentive for investment to shift from the corporate sector to
pass-through businesses. So, business lines that are commonly pass-through
businesses—Tlike your traditional “mom-and-pop” retailers—have significant
tax advantages over businesses that must file as Subchapter C corporations.
Contrast that with companies, say, in the aerospace industry, where both
limited liability and access to the public capital market are a must. Gov-
ernment is thus interfering with the free market. If they could, our largest
corporations would choose the pass-through model. The composition of in-
vestment is skewed away from its most productive mix.

Problem 3: Too Much Debt

Although a few corporations are debt free, most large and established cor-
porations use a combination of debt and equity financing. When these cor-
porations invest in capital, the returns generated are divided into returns on
equity and returns on debt. By contract, debt must be paid on a pre-
arranged schedule. Failure to make these payments on time means the cor-
poration has defaulted and could end up in bankruptcy. Profit is a “resid-
ual”—the return on investment that is left over after obligations to debt-
holders have been met. The more debt the corporation has, the greater the
risk of bankruptcy.

Only the return on equity is subject to corporation tax. Return on debt—
that is, interest—is deductible and not subject to corporation tax. There
is no economic basis for the tax differential. It is just one more arbitrary
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feature of the corporate tax. From an economic perspective, if we are go-
ing to have arbitrary taxation of corporations, we could just as well tax
the returns to debt and equity, rather than just limiting the tax to returns
on equity as we now do under current law.

The ratio of debt to equity is commonly referred to as the degree of a
company’s leverage. A simple and straightforward way for any corporation
to minimize the tax on corporate capital is to increase leverage. By adding
debt, the company increases its interest payments, which lowers profit and
profit tax. This provides a strong incentive for corporations to borrow.

Relying too heavily on debt reduces a corporation’s free cash flow. In an
economic downturn or in times of extra volatility, a corporation might not
have enough money to pay creditors. This can put a business in a financial
straightjacket. Bankruptcy or even the threat of bankruptcy can result in
major disruptions. If there is one lesson we have learned from the great fi-
nancial crisis of 2007-2009, it is that too much debt can be devastating for a
business. Because insolvency and illiquidity can spark a chain reaction, one
major bankruptcy can threaten the whole economy. After the near-death
experience for the economy, you might expect Congress to have a tax sys-
tem that encourages less debt. Unfortunately, we have a tax system that
does exactly the opposite.

The corporate tax’s favoritism for debt also has another less dramatic nega-
tive effect on the economy. It favors industries that can support higher levels
of debt over industries that cannot. Businesses with steady cash flows and
lots of tangible capital that can be used as collateral—like public utilities—can
finance a large proportion of their capital spending with debt. At the other
end of the spectrum, risky investment in research and development must be
financed almost exclusively with equity. And so, the corporate tax’s bias in
favor of debt gives tax advantages to staid debt-financed businesses over
risky equity-financed businesses. Once again it seems we’ve got things back-
wards. In this modern world, where developing new technology is a policy
priority, we should probably have a tax system that encourages equity over
debt. But we have exactly the opposite.

Problem 4: Bias Against Dividends

Not all corporate profits are paid out as dividends. Some are retained earn-
ings. In fact, some corporations, especially in the high-tech sector, pay no
dividends at all. Shareholders who forgo dividends are hoping for larger
capital gains.
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The relationship between dividends and capital gains is inverse, and works
like this: Suppose a corporation initially worth $100 earns $10 of profit. If
the profits are paid out in dividends, the shareholders have $10 in cash and
stock worth $100. If the corporation retains profits, on the other hand, the
price of the stock should increase to $110 and the shareholders should hold
$110 worth of stock.

In this sterilized example, the investor should be indifferent between capital
gains and dividends. In reality, there is a world of difference between the
two. When a company pays dividends, the shareholder decides where prof-
its will be reinvested or whether they will frittered away on Caribbean vaca-
tions. When a company retains earnings, the corporation has control over
funds. With huge sums at his or her disposal, a CEO can build an empire
that could turn out to be a colossal success or failure. Whatever is de-
cided—as long as executives can be trusted to have the best intentions for
their shareholders—the government should not interfere. In the realm of
tax policy, that means the tax treatment of dividends and capital gains
should be equal.

Their tax treatment is not equal. Our fourth and final problem with the cor-
porate tax arises not so much from the extra burden of the corporate tax
but the extra advantage the corporate tax structure provides to capital gains.
Corporate profits that filter through to individuals in the form of capital gains
potentially have three tax advantages over profits paid out as dividends.

First, there is the possibility that the tax rate on capital gains is lower than
the tax on dividends. Yes, under current law both dividends and capital gains
are taxed at |5 percent. There is no rate differential. But we cannot ignore
the possibility that this will change. If history is any indication, it is entirely
possible that a differential could return in the future.

From 1913 through 1921, capital gains were taxed at the same rates as divi-
dends and all other income. But from 1922 through 1986, capital gains were
generally eligible for preferential treatment, usually in the form of a percent-
age of capital gains being excluded from taxable income. For example, from
1979 through 1986, the excluded amount was 60 percent of the gain. The
Tax Reform Act of 1986 restored the equality of dividend and capital gains
rates. But a differential soon returned. In 1990 and 1993, income tax rates
rose generally while the tax rate on capital gains rates was capped at 28
percent. In 1997 the differential widened ever further. With the top individ-
ual rate on income (including dividends) at 39.6 percent, the capital gains
rate was reduced to 20 percent.
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In 2003, Congress for the third time in the history of the income tax equal-
ized the tax rates on dividends and capital gains. But this time they were not
set equal to the rates of tax on other income, but given a preferential rate of
I5 percent. In current law, these rates are officially temporary. If Congress
does not act, these rates will revert to pre-2003 levels at the end of 2012.

The second advantage capital gains on corporate shares have over dividends
is a permanent fixture of the law. If current profits are not paid out as divi-
dends, they are not immediately subject to individual tax. Individual income
tax on corporate profit is deferred until the shareholder sells the stock and
the gain is realized, or until the corporation finally decides to distribute it.
Table 3-1 quantifies the benefit of deferral for a typical investment. In this
example, if earnings are not distributed and the stock is sold 20 years later,
the effective combined rate of tax on the original profits is 41.0 percent,
compared to 44.8 percent if dividends were paid when profits were earned.

Deferring tax is always good, but exemption is better. The third advantage
corporate capital gains can have over dividends occurs because any capital
gains accrued are exempt from income tax at death. That is, the capital gain
between the time the stock was purchased and the time of the purchaser’s
death is tax-free; heirs only pay income tax on gains from the time of death
to the time they sell the stock. With no individual tax at all over the life of
the original investor, the only income tax on profits for the original investor
is corporate tax, and the effective rate is 35 percent. (Estate tax will also be
due, but that’s a whole separate controversy we won’t get into now.)

Table 3-1. Tax Bias Against Dividends: Combined Individual and Corporate Tax Rates on
Corporate Profits

Holding Period | Annual Dividends | Capital Gain (Sale) Capital Gain (at Death)

10 years 54.8% 42.7% 35%

20 years 54.8% 41.0% 35%

Assumptions: Before-tax rate of return = 10%; corporate tax rate = 35%; dividend and capital
gains tax rates = 15%

All of these biases against dividends create a “lock-in” effect. Individuals
have a tax incentive to hold stock as long as possible. With higher taxes
on dividends than capital gains, corporate executives have a tax excuse to
retain profits. This could be considered a good thing if you want more sav-
ings. But inadequate corporate savings are not considered the problem.
Experts in corporate governance believe managers are unduly predisposed
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to retain earnings. The corporate tax reinforces this tendency. This means
that the corporate tax artificially limits opportunities for investment of
funds those within managers’ purview rather than the entire range of pos-
sibilities open to an investor.

Summary

The corporate tax wreaks all types of havoc on the economy. The economic
case for repealing the corporate tax is rock solid. But, as we shall see in the
next chapter, politics keep it a firmly entrenched fixture of federal finance.



CHAPTER

4

Why the
Corporate Tax
Won't Go Away

Obsolete, Unwanted, and Still Here

Okay, maybe the last chapter convinced you. It is crystal clear that the cor-
porate tax is a disaster for our national competitiveness. What are we wait-
ing for? Let’s get rid of this rotten tax right away.

Well, besides the fact the government really needs the tax’s $400 or so bil-
lion of revenue, and besides the fact that public is not as well educated as
you in economics, there are a few details to deal with first. They may seem
like mere technicalities, but these seemingly insignificant details could ex-
plode into big problems if not handled carefully. So, even if we want to, we
can’t just expunge the corporation tax from the Internal Revenue Code.
What’s worse and can be even more puzzling is the fact that eliminating the
tax could make the tax law more complex than it already is.

Corporations as Tax Shelters

Here’s the basic problem. The reason the corporate form exists is to pro-
vide a barrier between business and owners. Our legal system reinforces
this separateness at every juncture. This separation of owner and business is
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great for capitalism but a headache for tax collectors. Without safeguards in
the tax law that challenge this separateness, crafty individuals could use cor-
porations to hide income and assets. In the simplest case, suppose an in-
vestor is earning $10,000 of interest from his portfolio of corporate bonds.
Instead of holding the bonds directly, he can have a corporation that he
owns hold the bonds. Now the corporation is earning interest income, and
if the corporation (which he controls) does not pay dividends to the share-
holders (he owns all the shares), there is no apparent income to the share-
holder. Clearly this is a legal fiction with little economic substance. With his
shell corporation he still must pay corporate tax, but as far as the individual
tax is concerned, the investor has a created a tax-free savings account with
no limits on its size or scope of investment.

To prevent wholesale abuse the IRS must ignore separateness. In situations
where it perceives that corporations are being used as tax shelters, the IRS
must pierce the corporate veil. It must establish the identity of the beneficial
owner of the corporation. It must assign the income of the corporation to
the shareholder, and tax that income as if the shareholder received the in-
come directly.

There are already statutes to prevent the use of these “incorporated pock-
etbooks.” These laws are left over from the 1930s when movie stars and
other rich folks tried to use corporations to shelter income from rates that
reached as high 78 percent. There is not much purpose for them now, as
both the top individual and corporate rates are 35 percent. But if the corpo-
rate tax rate were eliminated—or even if the corporate rate dipped signifi-
cantly below the top individual rate—all hell would break lose. There would
be an avalanche of personal income pushing to get inside corporations, and
an army of clever attorneys there to help. Little corporations could spring up
in the millions for the sole purpose of avoiding income tax. So the corporate
tax cannot simply be repealed without the IRS hiring more agents and Con-
gress enacting complicated new rules to tax corporate income that is really
personal income.

Integration of the Individual and
Corporate Taxes

And it’s not just intentional abuse we need to worry about. For the mo-
ment, let’s assume that the natural human instinct to beat the tax man has
been suppressed. The corporate tax has been repealed, and nobody is using
corporations for the sole purpose of tax sheltering. The compliance prob-
lem may be gone, but there is still an economic problem.
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At the other end of the spectrum from small, personal holding companies
are large, publicly traded corporations—household names like Microsoft,
Procter & Gamble, and Sunoco. These behemoths of American business did
not incorporate to avoid taxes. All the same, if the corporation tax were
abolished, the profits they don’t pay out in dividends to shareholders would
remain tax-free until those earnings were distributed or cashed out as a
capital gain when shares are sold. If owners held shares until death, there
would be no income tax on accrued gains at all. That wouldn’t be fair to the
rest of us paying tax. Moreover, it would reduce the productivity of the
economy because there would be excess investment in businesses that have
incorporated and inadequate investment in those that have not.

The seemingly straightforward way to address this problem is to tax corpo-
rate shareholders the way partners in a partnership are taxed. The partner-
ship files a tax return, but this is mostly so the IRS can gather information.
The partnership itself pays no tax. Partnership income is taxed once at the
partner level. For large partnerships—Ilike the nation’s biggest law and ac-
counting firms—this can create some intensely complicated tax calculations,
as each of thousands of partners must be assigned his or her own share of
income, credits, and other tax attributes that they must file include on an
individual return. But the complexity is worth their trouble—and after all,
they are lawyers and accountants—because it allows these large businesses
to avoid corporate-level tax.

Under the partnership model of taxing corporate profits, all shareholders
would report their apportioned share of the corporation’s profit on their
individual tax returns. The profits are taxed when earned, whether or not
the shareholders actually receive cash dividends. The rate of tax on that
profit is the individual tax rate that applies to their individual level of in-
come. The partnership model would prevent use of corporations as tax
shelters, and it would eliminate tax distortions that misallocate capital be-
cause no deferral of tax is allowed.

When the corporate and individual taxes are coordinated so corporate
profits are taxed only once, it is called integration of the individual and cor-
porate tax system. The partnership model is one type of integration. It
eliminates the corporate tax. It is said to achieve complete integration be-
cause the shareholders of a corporation are taxed on all their corporate in-
come as if the corporation did not exist.

Unfortunately, the partnership model is not practical for large, publicly
traded corporations. A share of stock can have many owners in a single
year—or even a single day. How do we assign corporate-level profits to
each so they can report it on their individual tax return? And then there is
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the problem created by all the different types of corporate shares, and the
problem of financial derivatives-based stock. How do we divide profit be-
tween different classes of stock? Tracking ownership and allocating profits at
the end of each year would present near-impossible administrative and
compliance burdens.

For this reason, most integration proposals only try to eliminate double tax
when corporate income is distributed as a dividend (as opposed to when
profit is earned). When relief from double taxation is provided only to divi-
dends (not to retained earnings), it is called partial integration.

Although it is easier to implement than the partnership model, dividend re-
lief is not piece of cake. And there is a lot of dispute among experts about
the best way to do it. On one side are those who favor a shareholder credit.
Under this method, when shareholders receive dividends, they also receive
a tax credit equal to the taxes paid by the corporation. Corporations would
compute tax no differently than they do currently. The corporate tax in ef-
fect becomes a withholding tax on dividends that are ultimately taxed at the
shareholder level. The shareholder credit method is the approach favored
by other countries that have adopted corporate integration. And it is the
method endorsed by a prestigious group of academics and other experts in
an influential 1993 report from the American Law Institute.

The main alternative to the shareholder credit method is dividend exclusion.
Under this approach, corporations also compute tax no differently than they
now do. But dividends are exempt from tax as long as it can be shown that
the underlying profits were subject to corporate tax. This is the approach
favored by the U.S. Treasury Department in its 1992 magnum opus on cor-
porate integration.

There are other, more elaborate methods of corporate integration, such as
the Treasury’s Comprehensive Business Tax (CBIT), and the Business Enter-
prise Income Tax (BEIT) developed by Professor Edward Kleinbard of the
University of Southern California. These will be discussed with other sweep-
ing reform proposals in Chapter |4.

The (Non-)History of Integration

In the 1970s and 1980s, many foreign countries moved to integrate their
corporate and individual income taxes. And for a while, all the momentum
seemed to be moving in the direction that the United States would adopt a
similar system. Experts in government and in the halls of academia put
truckloads of intellectual effort into figuring out how to best integrate the



Corporate Tax Reform [39

corporate tax with the individual income tax. But it seemed every time their
work was exposed to the political process, it was promptly dropped from
serious consideration. Invariably, the problem was not so much strong op-
position as a lack of support.

In July 1975, Treasury Secretary William Simon proposed a tax credit for
shareholders equal to the estimated portion of corporate tax allocable to
dividends. The plan was politely received and then filed away to gather dust.
Later, in the waning days of the Ford administration, the Treasury Depart-
ment released a plan for fundamental tax reform that included complete
flow-through of corporate profits to individual shareholders. In a scenario
that would repeat itself over the coming decades, it seemed that these pro-
posals for corporate integration received praise mostly from academics and
little from anybody else.

Democrats, too, supported the idea of integration. The Treasury Department
under President Carter gave it considerable study, and in February 1978,
House Ways and Means Committee Chairman Al Ullman (D-Oregon) intro-
duced a plan for integration. It was a tax credit for shareholders equal to 10
percent of dividends. The percentage would be increased to 20 percent after
six years. The details don’t matter because the proposal was ignored.

In 1984, as the beginning of his effort to enact what would turn out to be
the landmark Tax Reform Act of 1986, President Reagan proposed partial
relief from double taxation in the form of a corporate deduction equal to 50
percent of dividends paid. As the bill wound its way through the legislative
process it was scaled backed and finally dropped by the Senate.

Why were the proponents of integration repeatedly rebuffed? Paradoxically,
the main impediment to their success was the group that would seem to
have the most to gain—the corporate community itself. As noted in the
prior chapter, in our tax system there has always been a significant bias
against paying dividends. That was fine with executives. They like having a
large cache of retained earnings that gives them a buffer against adversity
and the flexibility to invest when and where they want. In particular, it gives
them the power to buy other corporations. So whenever Congress gave
them a choice between some newfangled relief for dividends and good-old
tax incentives for new plant and equipment, they invariably chose the latter.

In 1992, the Treasury Department under President George H.W. Bush ex-
tensively studied the possibilities for corporate integration and made several
proposals. Its final suggestion in the closing days of the Bush presidency was
to leave the corporation tax untouched and—in a significant break from the
trend in favor of a shareholder credit—recommended a dividend exclusion
for shareholders.
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The incoming Clinton administration, focused on deficit reduction and rais-
ing taxes on business and investors, had no interest in the Bush plan. But in
2002, President George W. Bush resurrected the dividend exclusion for in-
clusion in an economic stimulus package. His proposal provided an ex-
emption for dividends to the extent that corporations actually paid tax. This
required corporations to keep records that tracked previously paid cor-
porate tax and assigned them to dividends. It would have been a significant
new compliance burden for corporations and investors.

Ultimately, Congress dropped the Treasury plan and replaced it with a sim-
ple 15 percent individual tax rate on most dividends—irrespective of how
much (if any) corporate tax was paid. This was significant tax relief for divi-
dends, but the lack of coordination between corporate and individual pay-
ments made it an extremely crude form of integration. This proposal did
provide some relief from double taxation, but it was poorly targeted and a
far cry from the more sophisticated integration proposals that experts had
worked out over the years.

The |5 percent rate on dividends (which was also provided for capital gains)
was originally scheduled to expire at the end 2008. Congress passed legisla-
tion in 2005 that extended it to the end of 2010. Just before it was about to
expire in 2010, Congress and President Obama agreed to extend the 15
percent dividend rate along with the other Bush tax cuts to the end of 2012.
With budgets so tight and politics so heated, the fate of the |5 percent rate
and other Bush tax cuts after 2012 is highly uncertain.

Meanwhile, countries around the world that had adopted shareholder cred-
its have begun to reconsider. This is a result of tight budgets and increased
competition for cross-border competition for investment. When it comes
to packaging tax benefits for corporate profits, nations clearly prefer corpo-
rate rate cuts. Why provide tax benefits for shareholders who are unlikely
to move because of high tax rates and whose portfolios have lots of foreign
investment? Low corporate tax rates target incentives to highly mobile cor-
porate capital.

Although it is nowhere on the political radar right now, we should keep in
mind that the United States may also want to shift double-tax relief away
from shareholders to corporations. Experts who were once strong sup-
porters of shareholder relief are starting to reconsider. With multinational
corporate investment moving easily from country to country, cutting the
corporate rate creates more domestic jobs than dividend relief. Dividend
tax relief is scheduled to expire in 2012, but any cut in benefits to dividends
will be met with stiff resistance from influential investors and from Wall
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Street. Still, with money being extremely tight, raising taxes on shareholders
cannot be ruled out as a funding mechanism for corporate rate reduction.

The Case Against Any Corporate Tax Cut

The economic case against the corporate tax may be unassailable, but the
political debate is far from settled. Several lines of reasoning—mostly from
the political left—have been developed as arguments against any form of
corporation tax relief.

First, there is what is known as the “entity view” of corporate taxation. All
through the 19th century, the Supreme Court affirmed the principle that
corporations were legal persons with many of the same rights as natural
persons. If they enjoy the privileges of persons, why shouldn’t they pay in-
come taxes like other persons?

Proponents of corporate taxation often argue that the corporate tax can be
justified by what economists call the “benefit principle.” Corporations are
legally separate from their owners. Corporations shield owners’ personal
wealth from liabilities that can arise from lawsuits and bankruptcy. When a
partner dies or decides to leave a partnership, the business must be legally
dissolved. A corporation has unlimited life, and its shares are freely trans-
ferable. The shares of the largest corporations trade on exchanges. Should
corporations pay for the advantages they have over other business forms?

If the current corporate tax is justified by the benefit principle, it is not con-
sistently applied. Many large corporations paying corporate tax are privately
held and not traded on capital markets. Why should these businesses pay
corporate tax!? And on the flip side, there are large, publicly traded compa-
nies that are not subject to corporate tax. Why are these companies ex-
empt!? If the corporate tax is justified by the benefit of limited liability, why
are millions of small corporations and LLPs that enjoy similar privileges ex-
empt from corporate tax?

Another version of the benefit theory of corporate taxation looks to all the
government services used by corporations and argues that it is only fair to
charge businesses for these services. Again, there are holes in the argument.
Why should these additional charges be targeted at large corporate busi-
nesses while millions of small businesses are excused? Why are only profit-
able businesses charged for services? And if the corporate tax is a fee,
wouldn’t you expect the bulk of the corporate tax to be collected from
state and local governments, which provide the majority of government
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services!? (States’ receipts from their corporate taxes are only a fraction of
the federal take.)

A third argument in favor of the corporate tax—and the one that probably
carries the most weight—is that the corporate tax is necessary to keep the
tax system fair. In this context, a fair tax system is one where the rich not

only pay more tax than the poor, but they pay taxes at higher rates than the
poor. A tax system with rates that rise with income is called “progressive,”
and “progressivity” is the guiding principle of tax policy for the political left.

Now, if you are going to use a fairness argument to support the corporate
income tax, two things have to be true. First, you must believe a tax system
should be progressive. That’s a value judgment that depends on your own
personal views.

Second, you have to believe that the burden of the corporation as a per-
centage of income is larger for high-income families than low-income families.
In the past this was the view commonly taken by most economists. This fol-
lows from the assumption that investors will invest no matter what, and will
simply have to absorb any tax increases that come their way. In recent years
some economists have argued that a significant portion of the burden of the
corporation tax falls on labor. This is consistent with the observation that
capital is increasingly mobile over international borders. In other words, if
there is a tax increase, a corporation can relatively easily move its operations
across international borders, and those who will suffer most are workers
who will lose jobs.

Who bears the burden of the corporate tax? Probably the best and most
honest answer is that we really don’t know. The uncertainty is so great that
the Joint Committee on Taxation—the official scorekeeper for Congress on
tax policy—simply does not include the corporation tax in its analysis of the
distribution of tax burdens. Economists at the CBO also acknowledge the
uncertainty. They address the problem by routinely presenting two distri-
butional analyses of the burden of taxes—one where the entire burden is
borne by the owners of capital, and a second where the burden is shared
equally by labor and the owners of capital.

The Emotional Appeal of the Corporate Tax

So, it seems the noose is tightening around the neck of the corporate tax.
Economists are now telling us that not only is the corporate tax terrible
economics, but also that it may be hurting the working class. What more do
you need to get the corporate tax repealed once and for all? The problem
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for would-be corporate tax cutters is that most Americans—even many
conservatives—share the gut feeling that big business should pay income
tax. There is no logic. But that's OK. We're talking politics.

If a magic ray gun from outer space turned us into a nation of rational ro-
bots, we would agree that corporations should pay no taxes. Any news re-
port that a large corporation was paying no tax would be greeted with indif-
ference. Our brains would tells us, “That’s the way it is supposed to be,”
and we would change the channel. But no epidemic of rationality is likely to
come soon. The idea that America’s most profitable corporations don’t pay
their fair share of taxes is big news. It is one of the easier ways for journal-
ists to stir up passions. It was true in the 1980s, and it is true now.

Let’s take as an example General Electric—always near the top of the For-
tune list of America’s 500 largest companies. In 1984, General Electric made
headlines when it was included on a list of prominent U.S. corporations that
paid no income tax in at least one year between 1981 and 1983. The source
of the information was a study by a labor-backed public interest group called
Citizens for Tax Justice. To the tax profession it was hardly a shock that
some corporations were not paying tax in the midst of a deep recession.
But to most of the public it was an outrage.

Business groups vigorously disputed the methodology of the study. They
complained, correctly, that the study did not report actual tax payments to
the IRS (which are not public), but only “income tax expense”—an accounting
concept that only roughly corresponds to actual cash payments. (I discussed
this difference between actual and accounting tax expense in Chapter 2.) But
who cares? Details may be important for analysis, but politics is more about
impressions than facts.

The findings of the 1984 study of caught the eye of one prominent citizen.
President Reagan had been a spokesman for General Electric in the 1950s.
When his treasury secretary told him that General Electric and others big
corporations were able to zero out their taxes, he replied, “l am surprised
things have gone so far.”! For the conservative president as well for the
general public, General Electric’s temporary tax holiday would be a clarion
call for tax reform.

Fast forward to 201 |. Global competition has made the case for corporate
tax reduction stronger than ever. But the public outrage about big corpora-
tions escaping taxes has not abated. Again, General Electric is in the spotlight.

'Donald T. Regan, For the Record: From Wall Street to Washington. (New York, NY: Harcourt
Brace Jovanovich, 1988), p. 153.
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On March 24, 2011, the New York Times reported that General Electric’s tax
strategies “let it avoid taxes altogether.” The story spread like wildfire over
the Internet, over the airwaves, and through the halls of Congress. General
Electric disputed many of the article’s findings and pointed out that its low
taxes were due to extraordinary losses in its financial business during the fi-
nancial crisis. But, as in 1984, the damage was done. Most of the public, which
knows and cares little about the intricacies of the corporate tax, now has the
impression that many corporations pay little or no tax because they unfairly
take advantage of tax “loopholes.”

Summary

In short, despite the solid economic arguments against the corporate tax,
public resistance to corporate tax relief is stiff. Corporations are not just
separate entities and legal persons. They are very powerful separate entities.
They are very rich legal persons. Invariably, a left-leaning politician points out
that some struggling middle-class family pays more in income taxes than a
huge corporation whose CEO makes tens of millions each year. No amount
of economic reasoning can overcome the outrage fomented by that com-
parison. Public opinion is more easily swayed by one good story than a hun-
dred economic studies. The world economy may be changing rapidly, but
human nature stays the same. And as long as it does, we will have a corpo-
ration tax or something that looks a lot like it.



CHAPTER

Cut the Rate!

The Easy, and Most Important, Part of Reform

Sometimes the corporate tax’s tortuous tangle of rules and regulations can
distract us from its most important feature: the tax rate. Unlike most every-
thing else in corporate tax law, it is simple to understand. You can actually
talk about it to regular people and they won’t look at you like you’re from
Mars. And if lawmakers want to change it, all they have to do is adjust a few
digits in the code, like resetting the temperature on your home thermostat.

It may be simple, but it is also a powerful policy tool. Currently the rate is 35
percent. If corporate capital is yielding 10 percent before tax, the after-tax
return is 6.5 percent. By simply changing that “35”to a “25,” the after-tax
rate of return on all corporate investment increases to 7.5 percent. With
heightened rewards for corporate investment, capital formation will increase,
and along with it so will productivity and international competitiveness. The
cost: Under current projections, the loss in revenue to Uncle Sam would
amount to about $100 billion a year.

Now let’s consider the difference between cutting the corporate tax rate
and other types of corporate subsidies and tax cuts. Suppose that instead of
reducing the rate from 35 to 25 percent we just gave the corporate sector
$100 billion a year (with the amount allocated to each corporation in an ar-
bitrary way—say, based on its market value). Corporations would be as
happy to receive the $100 billion, and the Treasury as unhappy to lose it, as
if there had been the rate cut. But there is one critical difference. With the
rate still at 35 percent, there has been no increase in the after-tax return on
investment. The government has spent $100 billion but has not increased
the rewards for capital formation.
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Let’s take another example. Suppose that instead of rate reduction, the
government provides $100 billion of “targeted” tax relief. Let’s say that all
industries using certain new technologies get the $100 billion of tax relief.
The new tech sector is concentrated in the home districts of congressional
leaders, and the public is fascinated with the amazing new technology.
What’s wrong with that, you say? Won’t America prosper from giving the
new technology a boost!?

Well, in short, the answer to the last question is no. Sure, that subsidized
tech sector will flourish and jobs will be created. Unfortunately, the visible
job creation that proponents tout will be offset by invisible job losses spread
through the rest of the economy, which does not receive a benefit. Unless
you believe the government has better insight than the market about where
future investment should be directed, the policy will change the composition
of capital in unproductive ways.

Look at it this way. Put taxes aside for a second. The market takes all the in-
vestment opportunities out there and lines them up in order of profitability.
Naturally, businesses choose the most profitable ones first and then continue
down the line until the profitability of the last project does not exceed the
cost of funding the investment. Now here’s the beauty of the free market:
what is best for private investors—the most profitable investments—is also
what is best for the economy. The most profitable investments are the most
productive. Following their own self-interests, businesses will choose the
most productive mix of capital.

Now add taxes. Self-interested investors rank investments by the return
they receive—their after-tax return. If the tax is uniform, taxation lowers
the rate of return proportionately for all investments. In this case, busi-
nesses choose investments in the same order as before—that is, the most
productive investments first.

If taxes are not uniform, low-tax investments rudely push their way to the
front of the line and high-tax investments are forced back. When taxes are
not uniform, less productive (low-tax) projects are undertaken while more
productive (high-tax) projects are abandoned. Targeted tax relief leaves the
economy with a less productive capital stock. Politicians and industry lobby-
ists always say the tax break they favor will promote productive investment.
But that is just a sales pitch that defies economic logic.

These ideas are the guiding principles of tax reform. And they explain—
much to the consternation of some business lobbyists—how tax reform can
increase economic growth without cutting tax revenues. Sometimes cutting
tax rates can be more important than cutting tax revenue. If targeted tax
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breaks are repealed and revenue gained is used to reduce tax rates, there
will be no loss of revenue and the economy will grow more rapidly because
its capital stock is more efficient.

Another benefit of rate reductions over targeted tax benefits is the difference
in administrative and compliance costs. A targeted tax benefit requires rules
to distinguish those who qualify from those who don’t. These can take years
to draft and can be fiendishly complex. And even still, audit disputes and court
battles will often ensue. A tax rate cut requires no explanation.

Chicken Soup for the Code

Every tax system has its flaws and cracks. For political and technical reasons,
it may can be extremely difficult to correct these problems. Lowering the
tax rate is a simple way of reducing the effects of these problems without
attacking them directly.

For example, suppose an island economy produces red grapes and green
grapes. The island has a tax on business profits of 25 percent. Island leader-
ship decides to provide a tax deduction for wages paid to workers in the
green grape industry. With a tax rate of 25 percent, green grape growers get
a tax subsidy of 25 cents for every dollar of wages paid. This creates a variety
of economic distortions that overall reduce the island’s productivity. Moreo-
ver, the red grape industry is unfairly penalized. But the green grape lobby is
too strong to force repeal of the tax break. Instead of removing the subsidy
directly, the subsidy could be reduced indirectly by cutting the tax rate.

Chapter 3 discussed many of the economic distortions caused by the corpo-
rate tax. Cutting the corporate tax rate would reduce their negative effects.

For example, by penalizing corporate investment, the corporate tax shifts the
composition of investment to non-corporate business from the corporate
sector. Small and midsize businesses distort their business practices and in-
cur extra accounting costs to avoid being classified as a taxable corporation.
Cutting the corporate tax rate would reduce the tax differential between
corporate and non-corporate business and reduce inefficiency resulting from
this differential.

Because interest costs can be deducted while dividend payments cannot, the
corporate tax encourages corporations to finance investment with debt in-
stead of equity. Reducing the corporate tax rate reduces the tax bias now in
favor of debt.
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Tax breaks complicate the code, make it less fair, and distort investment
decisions. The value of tax breaks that come in the form of deductions—like
accelerated depreciation and the special deduction for manufacturing (dis-
cussed in Chapter 7)—depends on the tax rate. Lowering the rate makes
deductions less valuable, and their importance shrinks.

Tax shelters and tax planning thrive when tax rates are high. The tax bene-
fits of this totally unproductive behavior are proportional to the tax rate. So
cutting the corporate tax not only avoids the complexity that targeted tax
breaks would entail, but it also reduces the complexity that results from all
the complicated and costly maneuvers that corporations undertake to cut
their tax bills.

One of these maneuvers is the adjustment of transfer prices for transactions
between U.S. corporate parents and subsidiaries in low-tax countries (dis-
cussed in more detail in Chapter 9). Charging a low price for the transfer of
goods or technology to a subsidiary in a tax haven shifts profits out of the
United States and lowers the corporation’s overall tax burden. The burden
of complying with transfer-pricing rules is mind-boggling. But so are the
benefits to corporations if transfer prices are carefully managed. A veritable
cottage industry of transfer-pricing consultants has sprung up to service
corporate America’s needs. Cutting the corporate tax rate would reduce
the benefit of transfer-pricing manipulation.

A Worldwide Trend

All the above are excellent arguments for cutting the corporate tax rate.
They have been around as long as the tax has existed. But there is a new ar-
gument for cutting the rate that is as compelling, and it is easy for legislators
to understand: over the last decade, corporate tax rates in foreign countries
have dropped dramatically, and the trend is likely to continue.

Figure 5-1 tells the story. It shows the U.S. statutory corporate tax rate, in-
cluding state taxes, from1981 through 201 1. (Chapter || provides more
about state corporate taxes, whose rates have averaged about 5 percent.) It
also shows for the same period the average tax rate of four large Organisa-
tion for Economic Co-operation and Development (OECD) countries:
France, Germany, Canada, and the United Kingdom; and the average for
large cohorts of OECD countries (excluding the United States). Generally,
countries with smaller economies have lower rates. Including them lowers
the average.
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Figure 5-1. U.S. and OECD average corporate tax rates, 1981-201 |. Source: Organisation
for Economic Co-operation and Development.

After the Tax Reform Act of 1986 lowered the federal corporate tax rate
from 46 to 34 percent, the United States had one of the lowest corporate
tax rates in the world. But then things changed. Over the next quarter dec-
ade, foreign tax rates declined. Completely bucking the worldwide trend,
the United States actually increased its tax rate from 34 to 35 percent in
1993. (If President Clinton had his way, the rate would have been changed
to 36 percent, but Congress revised his original proposed rate downward.)
And it has remained there ever since. The U.S. has a federal rate of 35 per-
cent, and adding the average effect of state corporate tax rates raises the
rate to 39.2 percent.

Table 5-1 shows that the United States has the second highest tax rate
among all major economies. Only Japan’s is higher. And if it weren’t for the
Great East Japan Earthquake in March 201 I, the United States would have
the top spot. The Japanese rate was scheduled to drop to 35.5 on April I,
but business leaders and the government have agreed to postpone the in-
crease in light of Japan’s need to fund reconstruction.
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Table 5-1. Corporate Tax Rates (National and Local) in 201 |

Country Rate Country Rate

Japan 39.5% Portugal 26.5%
United States 39.2% Sweden 26.3%
France 34.4% Finland 26.0%
Belgium 34.0% United Kingdom 26.0%
Germany 30.2% Austria 25.0%
Australia 30.0% China 25.0%
Mexico 30.0% Denmark 25.0%
Spain 30.0% Netherlands 25.0%
New Zealand 28.0% Switzerland 21.2%
Norway 28.0% Greece 20.0%
Canada 27.6% Poland 19.0%
Italy 27.5% Ireland 12.5%

Source: Organisation for Economic Co-operation and Development

The four large OECD economies have an average rate of about 30 percent,
and adding Japan to the average would raise it to 32 percent. Still, that
leaves the United States with a corporate rate 7 percentage points higher
than the other largest OECD economies.

The OECD average for 33 countries is about 25 percent—a whopping 14
percentage point difference from the United States. Advocates of rate re-
duction like to cite this figure, but it mildly overstates the problem because
it gives small, low-rate countries—like Iceland and Slovenia—the same
weight as large, higher-rate countries. Still, however you measure it, the
once cutting-edge U.S. corporate tax rate is now out of date.

Luckily for the United States, tax rates aren’t everything. Besides taxes, com-
panies make location decisions based on the availability of skilled labor, wage
rates, regulatory environment, infrastructure, and trade rules. And there is a
lot more to taxes than just the corporate tax rate. But more than any other
tax policy, a cut in the corporate rate sends a clear signal, especially to for-
eigners. It is an easy-to-understand indicator of a country’s business climate.
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For example, few experts outside of Ireland understand the intricacies of
Irish tax law, but everybody involved in international business knows about
its 12.5 percent corporate tax rate.

Why have the nations of the world gone on a rate-cutting binge? The an-
swer you commonly hear is that they want to improve their competitive-
ness in an increasingly globalized world. This is certainly true, but there is
more to it than that. Why are tax reductions in the form of rate cuts as op-
posed to other forms of corporate tax cuts, such as tax credits and more
generous depreciation allowances?

One part of the answer relates to the transfer-pricing problem just men-
tioned. As world markets become more integrated, more corporations op-
erate across borders. A larger portion of business is multinational. With the
rise of multinational business, there are more opportunities for businesses
to manipulate cross-border transfer prices and shift profits to low-rate
countries. If a nation reduces its corporate tax, a multinational corporation
has less incentive to move profits offshore. For example, if the U.S. reduces
its tax rate from 35 to 25 percent, the tax benefit of transfer-pricing to Ire-
land (which has a 12.5 percent rate) is reduced from 22.5 to 12.5 cents on
the dollar. This marginal incentive does not change with other tax breaks. If
the United States provides accelerated depreciation or tax credits, for ex-
ample, the benefit of shifting profits to Ireland at today’s rates remains at
22.5 cents on the dollar. A nation can forestall erosion of its tax base by
substituting lower rates for targeted incentives.

Rate Cuts vs. Incentives for New
Investment

Despite all these arguments in favor of rate cuts, there are some econo-
mists who believe that rate cuts are not the best way to cut corporate
taxes. They favor investment credits and other incentives that provide com-
parable benefits, such as accelerated depreciation. We'll talk more about in-
vestment credits and depreciation in the following chapter, but the impor-
tant point to grasp now is that these incentives can be targeted to new in-
vestment—that is, they typically only provide tax benefits to investments
made after an effective date. In contrast, rate cuts apply to the income gen-
erated after the effective date both from new investment and from invest-
ment already in place before the effective date.

Many economists consider it a waste of government money—a windfall—
to provide tax relief for investment already in place. You cannot induce



—__52] Chapter 5 | Cut the Rate!

behavioral changes with tax benefits for “old capital”—as they call it.
What’s done is done. They prefer shutting out old capital and using the
money saved to induce business decision-makers to invest prospectively.

This view is perfectly correct and compelling if your goal is maximizing capi-
tal formation. But there are other factors to consider. Incentives for new
investment also have their shortcomings. For starters, they add considerable
complexity to the code. Then, unlike a rate reduction, they do little to alle-
viate the debt-vs.-equity and corporate-vs.-non-corporate distortions. Fur-
thermore, it can be difficult in practice to design them to be neutral across
different types of investment, so they can create distortions across indus-
tries and across asset classes.

Finally, and perhaps most importantly, traditional incentives for new invest-
ment are best suited to provide incentive for businesses to expand existing
investment projects to include relatively low-profit, tangible capital. In today’s
globalized business environment, governments want to attract high-profit in-
vestment projects that usually include a large amount of intangible invest-
ment. For example, if a multinational corporation wants to create block-
buster software, it will be more attracted to a locality with a low tax rate
than with large incentives for plant and equipment. The next Microsoft
wants low rates, not investment credits.

Critical Accounting Issues

Before concluding this chapter on corporate tax rates, it is important to
highlight two accounting issues that you, as a savvy observer of the debate
on corporate tax reform, will want to understand. Yes, this may not seem
like the most thrilling topic but, as | have stressed, businesses and investors
are nuts about reported accounting profits. How tax law changes are
treated for accounting purposes is critical for determining whether corpo-
rations support or oppose particular proposals.

First, corporate tax relief in the form of rate reduction is far more advanta-
geous to reported book profits than tax incentives that are due to timing dif-
ferences. By far, the most important of these is accelerated depreciation of
equipment. Accelerating depreciation does not increase the total amount of
deductions, but does provide large financial benefit by providing them faster.

A cut in the statutory rate translates directly into a reduction in a cor-
poration’s effective tax rate and an increase in profits reported to share-
holders. In contrast, accounting rules do not allow timing differences like
accelerated depreciation to enter into the calculation of effective tax rates
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and book profits. So even though accelerated depreciation can result in a
significant reduction in taxes paid to the IRS, it provides no increase in re-
ported book profits. Accounting rules provide a strong incentive for corpo-
rations to prefer their tax breaks in the form of rate cuts rather than accel-
erated depreciation.

A second accounting issue that can greatly affect corporations’ attitudes to-
ward rate cuts involves what are known as the deferred tax liabilities and de-
ferred tax assets that appear on their balance sheets. Deferred tax liabilities
arise when for accounting purposes taxes are not paid on time (as when ac-
celerated depreciation allows taxes to be deferred). In the world of ac-
counting, they are past-due taxes.

Deferred tax assets arise when future taxes can be sheltered. They are like
prepaid taxes. For example, in a year when a corporation has negative tax-
able income, that loss can be carried forward to shelter income in future
years. That creates a deferred tax asset.

The size of many of these assets and liabilities is proportional to the corpo-
rate tax rate. For example, loss carry-forwards are less valuable if they are
sheltering future income taxed at lower rates. If the corporation tax is re-
formed and rates are reduced, many deferred tax assets and liabilities shrink
in value. The one-time change in value also gets recorded on income state-
ments. So, for corporations with net deferred tax liabilities, a rate cut will
reduce those liabilities, resulting in an increase in reported book profits. For
corporations with deferred tax assets, a rate cut will reduce the value of
those assets, resulting in a hit to reported book profits.

Because deferred tax assets and liabilities can be multi-billion-dollar entries
on corporate balance sheets, these obscure accounting adjustments can
have a large impact on a corporation’s bottom line and on the degree of its
support for corporate tax reform. For example, in 2004 a group of influ-
ential corporations successfully lobbied Congress to change a proposed rate
cut into a revenue-equivalent deduction because they had large deferred tax
assets. They did not want to report a large reduction in book profits that
would result from the devaluation of those assets. Similarly, banks that had
large losses during the last recession now have large deferred tax assets on
their balance sheets. This means rate reduction could have a large one-time
negative impact on bank profits.
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Summary

The economic case for cutting the corporate rate is stronger than ever. And
on Capitol Hill and in the business community, the chorus of support for a
major rate cut could hardly be louder. But some companies with large de-
ferred tax assets may not be so enamored of the idea. And enthusiasm will
surely drop when those wonderful rate cuts are paired with not-so-
wonderful cuts in tax breaks—the subject of the next two chapters.



CHAPTER

6

Where the
Money Is

The Big Corporate Tax Breaks

This chapter is about the three largest tax breaks for domestic profits: ac-
celerated depreciation, the research credit, and the deduction for domestic
production activities. Downsizing these three benefits will be the first thing
legislators will look to pay for cuts in tax rates. But first, an important bit of
corporate tax history.

The Investment Tax Credit

Before it was eliminated during our last corporate tax reform, the tax credit
for the purchase of new equipment was the big kahuna of corporate tax
breaks. In 1985, a year when total corporate tax collections were $61 bil-
lion, corporations generated $26 billion of investment tax credits. American
business loved the credit. Businesses that bought capital equipment got an
immediate tax credit equal to X percent of the purchase price of the
equipment. In 1962, X equaled 7. In the 1980s the credit rate was 10 per-
cent. Strangely enough, the “liberal” Kennedy administration was the driving
force behind the credit’s original adoption in 1962. And it was the “conser-
vative” Reagan administration that was instrumental in its repeal as part of
the Tax Reform Act of 1986.
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Over its entire 24-year history, the credit stirred up passionate debate
among economists. Some argued the credit did not stimulate investment.
This group believed that the only factor important in investment decisions
was capacity utilization. According to this view, capital spending would grow
when business was brisk and sales growth strong. Other economists thought
the credit had a large incentive effect on capital spending. According to this
view, investment was very sensitive to the after-tax price of capital, and in-
vestment credit had a strong effect on price. As is often the case, the eco-
nomic debate mirrored the political debate, with left-leaning economists ar-
guing that the credit was just a windfall and right-leaning economists arguing
it was a critical and influential policy tool. Most economists were willing to
concede that price did matter at least to some degree, and the investment
credit did indeed spur capital spending. But even now—after dozens of in-
depth studies—there is no agreement about the magnitude of these effects.

One of the major objectives of modern economics is to control business cy-
cles and the hardships they cause to millions. The British economist John
Maynard Keynes (1883—-1946) argued that the antidote to recession was
strong government action. The government could stir up demand directly by
spending more or indirectly by encouraging the private sector to spend more
by cutting taxes. Tax cuts for individuals were used to stimulate consumer
spending. Tax cuts for business were used to stimulate capital expenditure.

Time and again, the U.S. Congress used the investment credit as a tool for
Keynesian policy. For example, in attempt to cool down an overheated
economy, Congress temporarily suspended the credit from October 1966
to March 1967. And then it repealed the credit in April 1969, only to rein-
state it in August 1971 to promote recovery from a recession.

In addition to its potential for helping the economy fight recessions by influ-
encing demand, the investment credit was also a plus from the perspective
of supply-side economics. Business investment increases the size of the capi-
tal stock. More capital increases productivity and wages. More capital im-
proves competitiveness and long-term economic growth.

For all its demand- and supply-side potential, by the mid-1980s the invest-
ment credit had become frayed around the edges. Through the efforts of
enterprising lawyers and accountants, the credit that was supposed to spur
productivity was going to race horses and swimming pool equipment. Fur-
thermore, economists complained that the credit was the cause of large dis-
tortions. Even though the credit for the most part was a flat 10 percent in
the 1980s, it was hardly neutral in its treatment of different businesses. This
occurred because investment in structures did not qualify for the credit and
because a uniform rate tax credit is more beneficial for short-lived assets
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than long-lived assets. (That last fact is because a tax credit is a larger share
of the cumulative lifetime income of a short-lived asset than of a long-lived
asset.) So businesses that invested in short-lived investments were favored
over those that made longer-term investment. Equalizing the tax benefits of
different types of investments and different industries was a major theme of
Reagan tax reform.

But probably the biggest factor leading to the demise of the investment credit
was that it was the only tax break whose repeal generated enough revenue to
pay for a major rate cut. In the end, the investment tax credit was a victim of
its own success. With a credit rate of 10 percent and definition of qualified
investment continually expanding, it was reducing corporate tax revenue by
more than one-quarter. Once the Reagan administration committed itself to
cutting the corporate tax rates, the revenue potential of the credit’s repeal
made commitment to repealing it unavoidable.

Accelerated Depreciation

The investment credit may be dead and buried, but its close cousin is alive
and well. Accelerated depreciation provides a tax incentive for the purchase
of new capital that is economically equivalent to an up-front tax credit. Let’s
look at how it works.

To measure profit correctly, businesses must deduct all expenses from
gross receipts. One of their largest expenses is the declining value of the
plant and equipment used use in production. For example, after a year of
use, a piece of machinery purchased for $1 million may be worth only
$900,000. The $100,000 decline in value is depreciation. This is an expense
that reduces net income. Correctly measured, depreciation is referred to as
economic depreciation. When tax depreciation is larger than economic depre-
ciation, the corporation is getting a tax break.

Congress provides an incentive for the purchase of capital when it allows
businesses to exchange larger depreciation deductions in the early years for
smaller depreciation deductions in later years. True, total depreciation over
the life of the asset does not change. It is just more accelerated. But the ac-
celeration has considerable value. The delay in tax payments is the equiva-
lent to an interest-free loan—money today in exchange for an equal amount
of money tomorrow.

Table 6-1 provides an example. Let’s assume a piece of equipment has a ten-
year useful life and economic depreciation is $100,000 in each year. And
suppose for tax purposes that this hypothetical machinery can be written off
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over five years using an accelerated pattern of depreciation. Measured in
constant dollars, the tax benefits in early years are offset by tax losses in later
years. But in present value terms—dollars that are discounted to take the
time value of money into account—the net sum of tax benefits is the up-
front equivalent of approximately $70,000. In other words, for the $1 mil-
lion purchase of equipment in this example, accelerated depreciation is the
equivalent of a 7 percent investment credit.

Table 6-1. An Example of the Value of Accelerated Depreciation

Year Depreciation Tax Benefit  Present Value
of Tax Benefit
Economic  Tax Excess of Tax over
Economic
(All Numbers in
Thousands)
1 $100 $400 $300 $105.00 $105.00
2 $100 $300 $200 $70.00 $64.81
3 $100 $200 $100 $35.00 $30.01
4 $100 $50 -$50 -$17.50 -$13.89
5 $100 $50 -$50 -$17.50 -$12.86
6 $100 -$100 -$35.00 -$23.82
7 $100 -$100 -$35.00 -$22.06
8 $100 -$100 -$35.00 -$20.42
9 $100 -$100 -$35.00 -$18.91
10 $100 -$100 -$35.00 -$17.51
Total $1,000 $1,000 $0.00 $0.00 $70.35

Assumptions: Assumes a tax rate of 35 percent and discount rate of 8 percent. The
shaded cell is the tax benefit.
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In practice it is difficult to know how much capital actually declines in value
each year. Over the decades, the Treasury Department has devoted a great
deal of time trying to measure economic depreciation in order to resolve its
disputes with businesses. Gradually, concerns about accurate measure-
ment—so difficult to accomplish—gave way to designing depreciation rules
that were simpler and provided incentives for capital formation. Using its
regulatory authority, the Treasury Department simplified and made depre-
ciation allowances more generous in 1962 and again in 1971. Simplification
usually occurs by reducing the number of categories of depreciable prop-
erty. Depreciation allowances are made more generous by shortening de-
preciable lives and allowing more generous depreciation methods.

In 1980, Ronald Reagan made tax depreciation a major campaign issue. He
proposed a “3-5-10” system, where all newly purchased capital would be de-
preciated over 3, 5, or 10 years. The Reagan administration eventually had to
compromise by adding a |5-year category, but still the new depreciable
terms provided write-offs much faster than economic depreciation.

The whole idea was to provide a powerful incentive for capital spending,
and so it did. Combined with the investment tax credit, the post-1980 in-
centives were so large that the net corporate burden on profits from new
capital purchases was negative. In other words, deductions and credits for
the purchase of new capital equipment not only eliminated tax on profits on
that equipment but could also be used to shelter other income. President
Reagan’s 1981 business tax was an astounding legislative victory. But in 1986
he would move 180 degrees in the opposite direction by decelerating de-
preciation allowances and repealing the investment credit.

Accelerated depreciation for equipment reduces Treasury receipts by ap-
proximately $30 billion annually. If it were repealed, the revenue pick-up
could be used to reduce the corporate tax rate by approximately 3 per-
centage points.

Expensing

The fastest depreciation possible is the write-off of the entire purchase price
of capital in the year of purchase. This is known as expensing. This treatment
is so generous that many economists consider expensing capital investment
equivalent to a tax exemption for the income generated by that capital.

Expensing plays two roles in the current tax system. First, it serves as a
benefit for small businesses. It reduces their recordkeeping requirements,
and it is an incentive for them to increase capital spending. In 2007, the limit
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on the amount of capital expenditure that can be expensed was increased
from $25,000 to $125,000. As the result of several more recent changes in
law, the limit increased to $250,000 for 2008 and 2009 and to $500,000 for
2010 and 201 1.

The second role for expensing is to fight recessions (just as investment tax
credit was used in the 1960s and 1970s). After the terrorist attacks of 2001,
Congress allowed business the use of “partial expensing” (also known as
“bonus depreciation”). As first enacted, businesses could immediately de-
duct 30 percent of the purchase price of an asset and depreciate the re-
maining 70 percent using normal depreciation methods. In May 2003 Con-
gress temporarily increased the expensing percentage to 50 percent. As the
economy recovered, partial expensing was allowed to expire on schedule at
the end of 2004.

The financial crisis and consequent recession brought expensing back into
service. In 2008, Congress enacted 50 percent partial expensing on a tempo-
rary basis. That was kept in place through September 2010. In December
2010—as part of the bipartisan legislation that extended the Bush tax cuts
for two addition years—Congress took the “partial”’ out of partial expensing
and allowed 100 percent of the cost of capital purchases made between Sep-
tember 2010 and the end of 201 |. Currently, the expensing percentage is
scheduled to drop back to 50 percent in 2012 and 2013 and then expire.

The Research Credit

Over and over, this book will stress the bedrock tenet of economics that
no investment should receive advantageous treatment. Every lobbyist will
tell you that the subject of his or her advocacy is an exception. Usually, this
is a false claim. But there are cases where tax subsidies have genuine eco-
nomic justification. This occurs when an investment provides spillover bene-
fits to the public that are not captured by the business doing the investment.

Industrial research and development is just such a case. When a corporation
conducts research, there is a social benefit—namely, new knowledge and
technology—in addition to profit it yields to the business. Left to its own
devices, the private sector will fund less research than is optimal for the
overall productivity of the economy. So, unlike most other subsidies in the
code, there is a solid economic case for the research credit.

The research credit first came into law in 1981. It has a unique incremental
structure designed to provide maximum incentive effect per dollar of lost
revenue. Let’s use the incentive clause of a hypothetical basketball contract
to illustrate the idea behind an incremental credit.



Corporate Tax Reform [61

Say a team owner wants to provide an incentive for a rookie center to im-
prove his free-throw shooting percentage. In college he shot a miserable 50
percent. He could give the player a flat $1,000 times the percentage of suc-
cessful free throws in his season average (for example, $65,000 for a 65 per-
cent average). But the owner can be pretty sure that he will not drop below
50 percent. So why give away $50,000 for free throws he would make any-
way? Rewards for what will be done anyway do not change behavior. To
economists they are just wasted money. To provide more incentive at lower
cost, the owner could give the player $3,000 for every percentage point he
gets over 50 percent up to 70 percent. Now the rookie gets $3,000 for each
percentage point improvement. Using this incremental structure provides
three times the marginal incentive at lower cost to the owner.

Unlike the investment tax credit, which equaled a flat percentage of the
purchase price of equipment, the research credit is equal to a percentage of
the excess of current expenditures over a base amount. Originally, the base
amount was a three-year moving average of the prior three years’ research
expenditures. So, a corporation with $90, $100, and $110 of research over
the prior three years would have a base amount of $100. If the current
year’s expenditures were $120, the creditable amount would be $20.

Over the years, Congress has made many modifications to the credit. Cur-
rently, businesses have three options for computing their research credit:
(1) the “regular credit” with a 20 percent rate using a base period amount
using qualified expenditures between 1984 and 1988; (2) the “alternative
simplified credit” with a 14 percent rate and moving-average base; and (3)
the “alternative incremental” credit, which is actually the sum of three cred-
its with rates of 3, 4, and 5 percent and three different bases.

Adding to this daunting complexity is the uncertainty about the definition of
qualified research. There can never be a bright-line test of what is qualified
research and what is not. We probably can all agree that salaries of lab-
coated chemists and the costs of their Bunsen burners are legitimate re-
search expenses. But once you move out of a laboratory setting it gets diffi-
cult to make a distinction between research and other creative efforts. Soft-
ware development is one particularly problematic area. The IRS is endlessly
issuing new rules and fighting court battles that revolve around the definition
of qualified research.

Of the three major tax benefits discussed in this chapter, the research
credit is probably the least likely to ever be repealed. Every president since
Reagan has endorsed the research credit, and there has always been strong
bipartisan support for it in Congress. When it was originally enacted in



___62] Chapter 6 | Where the Money s

1981, Congress deliberately scheduled its expiration in five years so it could
review the performance of its incremental structure.

Since then, a strange dynamic has developed. Invariably, when Congress
needs to extend the credit, money is tight. To lower the estimated cost of
legislation, Congress has gotten into the habit of extending the credit tem-
porarily. Congress knows the credit has such widespread support that it will
almost certainly be extended the next time it expires. And it is no secret
that members of the tax-writing committee like to be lobbied by—and so-
licit contributions from—America’s largest corporations who receive the
lion’s share of research credits.

Since 1981, the research credit has been scheduled to expire and extended
I3 times. Only once during that period has the credit been unavailable—
between midyear 1995 and midyear 1996. Most recently, Congress ex-
tended the credit when it extended the Bush tax cuts through 2012. But the
credit was only extended through the end of 201 1.

The credit costs the Treasury about $10 billion per year. In the unlikely
event the credit is repealed (or allowed to expire), the revenue increase
could be used to reduce the corporate tax rate by about | percentage point.

The Deduction for Domestic Production
Activities

In the world of corporate tax breaks, the deduction for domestic production
activities is the new kid on the block. Born when Congress passed the
American Jobs Creation Act of 2004, the deduction was a by-product of a
long-simmering international dispute.

Before the changes of 2004, the tax code provided an explicit subsidy for
exports. The Extraterritorial Income regime (commonly known as “ETI”)
provided a partial exclusion for taxable income attributable to exporting. As
the result of a complaint by the European Union, the World Trade Organi-
zation ruled that the ETI was a prohibited trade subsidy that violated the
obligations of the United States to the WTO.

Congress repealed the ETI and replaced it with a deduction equal to a per-
centage of profits related to domestic production activity. Qualified activity
included manufacturing, construction, engineering and architectural services,
and software development. The number was 3 percent in 2005 and 2006
(effectively trimming the tax rate on qualified income from 35 to 33.95 per-
cent). The deduction rate was increased to 6 percent in 2007 through 2009
(reducing the effective rate to 32.9 percent) and to 9 percent thereafter
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(reducing the effective rate to 31.85 percent). When gas prices spiked in
2008, Congress froze the percentage at 6 percent for oil-related produc-
tion. As of this writing, President Obama and most Democrats in Congress
want to repeal the deduction altogether for oil-related production.

It is not always easy to calculate the deduction for domestic production ac-
tivities. There are complex rules for determining the activities that qualify as
domestic production. Income from roasting and packaging coffee beans
qualifies for the deduction, but income from sales of brewed coffee does
not. Income from landscaping and house painting only qualifies if it is done in
connection with construction, but otherwise it does not qualify. On top of
definitional issues like these, domestic manufacturing income qualified for
the deduction must be distinguished from foreign manufacturing income that
is not qualified.

The domestic production activity deduction reduces Treasury receipts by
about $15 billion annually. If it were repealed, the revenue pick-up could be
used to reduce the statutory corporate tax rate by approximately 1.5 per-
centage points.

Summary

The three tax breaks highlighted in this chapter—accelerated depreciation,
the research credit, and the deduction for domestic production activities—
disproportionately benefit manufacturing and technology sectors. Corpo-
rations in these sectors purchase lots of equipment that qualifies for accel-
erated depreciation. They conduct the majority of the nation’s research.
And they have a lot of domestic production. A revenue-neutral corporate
tax reform that cut these tax benefits to pay for lower rates would hurt
these sectors.

At the other end of the spectrum, retailers, wholesalers, and financial corpo-
rations would generally see a significant tax reduction from a revenue-neutral
reform. Because these companies’ tax breaks are small compared with their
profits, they generally would much prefer rate cuts to the status quo.

Although there are many variations of revenue-neutral corporate reform,
any major effort would likely depend heavily on cuts to these three tax bene-
fits. That will make it difficult for broad-based business coalitions like the
Business Roundtable and the U.S. Chamber of Commerce to support reve-
nue-neutral tax reform. That is why business has asked the administration to
relax its requirement of revenue neutrality. And that is one reason why—
irrespective of its policy merit—it is hard to be optimistic about corporate
tax reform along the lines outlined by President Obama.
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Expenditures
The Hunt for Red-Hot Loopholes

“Tax expenditure” is the official name for a tax break. As the term implies,
Congress can provide subsidies through the tax code just as well as it can
through direct spending. For example, instead of the Department of Hous-
ing and Urban Development sending checks to developers of low-income
housing, the IRS provides low-income-housing tax credits. Since the mid-
1970s, government economists have put together a tax expenditure budget.
These compilations are an extremely useful guide for tax reformers and
anybody else who wants to see the size and scope of targeted tax relief.

Of course, one person’s giveaway is another person’s essential program.
When government economists compile an official tax expenditure budget,
they include all the deductions and credits that would not be part of an ideal
income tax. But because there is no agreement about an ideal income tax,
there is no agreement about what should be included on the list. Besides
this problem of definition, there is also a problem of changing perceptions.
When seen from a distance, the aggregated total of tax expenditures usually
seems like a collection of special-interest loopholes. But upon closer inspec-
tion of each individual item, they often no longer seem so evil after all. Most
of them are either widely available or advance goals popular with Congress
and the public.
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The sum of the annual cost of all tax expenditures is $1.1 trillion. The bulk
of them are individual income tax benefits, including the exclusion for em-
ployer-provided health insurance, tax relief for retirement saving, the home
mortgage interest deduction, and the deduction for charitable contributions.
In the last chapter, we discussed the three most important corporate tax
expenditures—accelerated depreciation for equipment, the research credit,
and the special deduction for domestic manufacturing. The rest of this chap-
ter discusses some other of the more important corporate tax expendi-
tures. A complete list of the corporate tax expenditures and their revenue
effects appears at the end of the chapter.

Some Not-So-Terrible Tax Breaks

It is easy to understand why popular tax breaks like the mortgage interest
deduction and the deduction for charitable contributions would be nearly
impossible to repeal. But what about those obscure corporate tax loopholes
that are of no concern to most citizens? Surely once the light of day shines
on them, lobbyists will be forced into the shadows and the spirit of reform
will infuse the public.

Don’t hold your breath. Base-broadening tax reform is truly a wonderful
economic idea. But the bulk of corporate tax expenditures whose repeal tax
reformers are counting on to pay for big cuts in the corporate rate are not
all political poison. Far from it. The big three corporate tax expenditures in
the last chapter have powerful political and economic justifications. Acceler-
ated depreciation: Productivity growth. Research credit: High technology.
Domestic production deduction: American manufacturing. Even if you are
no friend of big business, these are hardly unsympathetic causes. The larger
corporate tax expenditures not discussed in the previous chapter are de-
scribed in the following sections. When subject to close scrutiny, most cor-
porate tax expenditures simply do not conform to the image of special-
interest tax giveaways that we hear from reformers.

Last-In, First-Out Inventories

To calculate profits, businesses must subtract the cost of the materials that
went into the product. Purchased inputs are an investment in inventory that
may not be deducted until they are actually used in production. An impor-
tant issue for accountants is how to value the costs of inventory as it is put
to use.
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The two foremost methods of accounting for inventories are the first-in,
first-out method (FIFO) and the last-in, first-out method (LIFO). Under
FIFO, it is assumed when inventories are drawn down, the oldest items are
used first. Under LIFO, it is the opposite—the newest items are assumed to
leave first. Because prices generally are rising, FIFO’s use of older items
from inventory results in the lower expense of items drawn from inventory.
Consequently, profits are higher. LIFO, using more recent prices, results in
lower profits.

One of the classic debates in accounting theory is whether LIFO or FIFO is
the better method of accounting for inventories. Neither is perfect. Ideally,
businesses would deduct some average costs of items from their inventory
when calculating their taxes. One argument strongly in favor of LIFO is that
it corrects for the overstatement of income due to inflation. If prices rise 10
percent annually, a business using FIFO that deducts one-year-old (lower-
priced) inventory has artificially inflated profits. Its revenues are inflated, but
its costs are not.

LIFO largely eliminates this problem. It eliminates the income measurement
problems caused by inflation. Ideally, the corporate tax would exclude all in-
flationary gains. Opponents of LIFO argue that providing an inflation cor-
rection exclusively for inventories is not justified unless the entire code
made corrections for inflation.

With no clear-cut policy case for repeal, the debate about LIFO is probably
best framed in terms of money. The CBO estimates that repeal of the LIFO
method (and another profit-cutting inventory accounting method known as
“lower of cost or market”) would raise approximately $98 billion over ten
years. (Most of this pick-up is in early years because the proposal requires
recapture over four years of LIFO reserves. These reserves represent the
excess profits accumulated over the years, because the oldest and least-cost
items in inventory were assumed to have never been used in production.)
Some of the main beneficiaries from the availability of LIFO are the major oil
companies. There is little doubt LIFO will be among the most discussed
revenue-raisers in any serious corporate tax reform effort.

Graduated Corporate Tax Rates

To keep things simple, up until now I've been saying the corporate rate is 35
percent. That’s not a bad approximation, because more than 90 percent of
corporate profits are taxed at that rate. But as with the individual income
tax, the corporate rate structure is graduated—high levels of taxable in-
come pay higher levels of profit—as shown in Table 7-1.
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Table 7-1. The Graduated Corporate Rate Structure

Tax Bracket Taxable Profits Between . ..
15% $0 and $50,000

25% $50,000 and $75,000

34% $75,000 and $100,000

39% $100,000 and $335,000

34% $335,000 and $10 million
35% $10 million and $15 million
38% $15 million and $18.3 million
35% $18.3 million and above

Source: Internal Revenue Service

You may have noticed the 39 percent “bubble” for profits between
$100,000 and $335,000 and the 38 percent “bubble” for profits between
$15 and $18.3 million. They’re put there to erase the benefits of the initial
lower rates for large corporations. In effect, corporations with more than
$18.3 million in profits pay a flat rate of 35 percent.

These special low tax rates for low-profit businesses are not included in the
tax expenditure budget because they do not qualify under the definitional
rules. But they are a simple and clear giveaway to one privileged class of
businesses. In the individual income tax, graduated rates are an essential fea-
ture of a tax system that tries to extract “equal sacrifice” from low- and
high-income families. But low rates for one class of corporations have no
similar justification. They may do little or nothing to promote progressivity,
as many rich people own small corporations and many lower-income fami-
lies own stock in Fortune 500 companies.

Eliminating the graduated corporate rate structure is often mentioned as a
possible revenue raiser in corporate tax reform. It was included in the Wy-
den-Coates proposed tax reform (discussed in Chapter 1), and it regularly
appears in the CBQO’s annual list of possible revenue raisers. Requiring all
corporate profits to be subject to the 35 percent rate would raise about
$2.5 billion annually.
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Low-Income Housing, Tax-Exempt Bonds, and
Charitable Contributions

The low-income-housing tax credit reduces corporation taxes by about $5
billion a year. Tax-exempt interest on state and local bonds reduces cor-
porate tax by about $9 billion a year. And deductions for charitable contri-
butions reduce corporate taxes by about $3 billion a year. These three tax
benefits are grouped together here because they share a common feature.
Although they significantly reduce corporate taxes, corporations are not the
primary beneficiaries.

In the case of low-income-housing credits and tax-exempt bonds, corpora-
tions get tax benefits, but at the same time they give up some pre-tax profits
to get these tax benefits. Corporations’ net benefit—that is, the tax benefit
minus reduced receipts—is small. The benefits from the government-
provided tax relief flow through to third parties in the form of reduced rents
for the residents of low-income housing and lower rates of interest for the
state and local governments issuing bonds.

Similarly, if the deduction for corporate charitable contributions were cut, it
would only hurt the organizations on the receiving end. Any attempt to
scale back these popular tax breaks would meet stiff resistance from sympa-
thetic parties that the public does not associate with big business.

Oil Company Tax Breaks

With gas prices exceeding $4 a gallon in the spring of 201 I, President
Obama and Democrats in Congress pushed hard to repeal many tax bene-
fits for oil and gas producers. In addition to a proposal to repeal LIFO,
President Obama’s most recent budget proposed repealing nine other tax
benefits for oil companies. The largest of these are described below.

Percentage Depletion

Depletion is to oil well owners what depreciation is to manufacturers. It is a
deduction for the decline in value of their investment property. Real deple-
tion is even harder to measure than economic depreciation because you can
never be certain how much oil is under the ground, and therefore how
much to value the extraction of oil. There are two main methods of ac-
counting for depletion. Under cost depletion, a fraction of a well owner’s cost
of investment is deducted each year, where the fraction is a rough estimate
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of the percentage of the well’s reserves extracted in that year. Under the
often much more generous percentage depletion method, depletion is arbi-
trarily assumed to be equal to a fraction of gross income from the well. This
often gives the owner deductions over the life of the well far in excess of
the original investment.

In the 1956 movie classic Giant, as Rock Hudson and his oil-rich buddies
share cocktails around the swimming pool, they toast the 27.5 percent oil
depletion allowance. Those heady days of humongous tax breaks for big oil
are long gone. The percentage was reduced to 22 percent by the Tax Re-
form Act of 1969. In 1974, with gas prices and oil profits soaring, percentage
depletion was repealed entirely for big oil companies (called the “integrated
majors”). Under current law, percentage depletion is only available to inde-
pendent producers, and the allowable deduction varies from 5 to 22 per-
cent of gross income from a producing property. Percentage depletion costs
the Treasury about $1 billion annually.

Expensing of Intangible Drilling Cost

In addition to the cost of the oil-producing property itself, oil companies in-
cur significant costs for preparing and drilling wells. These costs—mostly in
the form of wages, fuel, supplies, and repairs—are investments that should
be capitalized and deducted over the life of the well. But current law allows
these expenses to written off immediately, except for bigger oil companies,
which must spread 30 percent of the costs over 5 years. Disallowing expens-
ing of intangible drilling costs is estimated to raise $8.5 billion over 10 years.

Deduction for Domestic Production

This deduction, discussed in the previous chapter, is not limited to oil com-
panies. However, while it is generally equal to 9 percent of profits for other
businesses, the deduction is only 6 percent of profits for oil companies. The
repeal of the domestic manufacturing production for oil companies is esti-
mated to raise $15.9 billion over 10 years.

Limitation on Tax Credits for Foreign Taxes
Paid by Oil Companies

As discussed in the following chapter, U.S. companies are taxed on their
worldwide income. But to prevent double taxation of foreign profits, the
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United States grants a tax credit roughly equal to foreign taxes. There are
always disputes about what constitutes a creditable foreign tax. Income and
profits taxes generally qualify. Excise taxes generally don’t. But in the wide
world of taxation there are a lot of in-betweens.

The creditability of taxes on oil company foreign profits is particularly prob-
lematic. In countries where a company is extracting oil, it will pay royalties
for the rights to pump the oil (usually on a per-barrel basis), and it may also
pay profit taxes. This two-pronged relationship with the host country gov-
ernment makes the oil company a “dual-capacity taxpayer.” Royalties—
considered a normal cost of business—are not creditable. Without restric-
tions, foreign governments and oil companies would negotiate contracts
where companies only paid foreign governments (creditable) profits taxes
instead of (deductible) royalties. The dividing line between royalties and
creditable foreign taxes is a hotly contested issue. The Obama administra-
tion proposes to limit creditable foreign taxes to taxes paid by all businesses
in that country; special taxes on oil production would no longer be credit-
able. The proposal is estimated raise $9.2 billion over ten years.

On May 17, 2011, the Senate took up the issue of repealing these tax breaks
for the five integrated majors—ExxonMobil, ConocoPhillips, Chevron, Shell,
and BP. To prevent the legislation from being killed, supporters needed 60
votes, but they only got 52 votes—most of them from Democrats. But it
isn’t over yet. This issues is unlikely to disappear from public view, as Dem-
ocrats love to juxtapose tax breaks for high-profit big oil companies with
Republicans’ proposed cuts in social programs.

Incentives for Alternative Energy

Tax subsidies for alternative energy serve two policy goals: (1) to reduce air
pollution and greenhouse gas emissions, and (2) to promote energy security
by reducing dependence on oil from foreign sources. In general, they enjoy
widespread support.

Republicans like tax subsidies for alternative energy because they are tax
cuts. Democrats like them because they can help reduce global warming.
Everybody wants to reduce dependence on foreign oil.

Unfortunately, tax subsidies are fundamentally flawed tools for achieving
these goals. There are two reasons why. First of all, none of these tax sub-
sidies encourages us to conserve energy in the most basic ways—turning off
lights, driving less, taking stairs instead of the elevator. Second, in promoting
only specified alternative technologies, they put Congress in the position of



72| Chapter 7 | Corporate Tax Expenditures

picking winners and losers in one of the fastest-growing and most unpre-
dictable sectors of the economy. Suppose an entrepreneur develops soft-
ware that promotes more efficient distribution of electricity. Because the
innovation is not associated with any of the technologies identified by Con-
gress for a subsidy, it gets no government support.

When it comes to reducing something, a tax on that something is more effi-
cient than a subsidy to substitute for that something. A carbon tax is a far
better method of reducing global warming than subsidies for alternative en-
ergy. It promotes conservation as well as new technology, and it doesn’t
pick any favorites among existing and future technologies. Similarly, to pro-
mote independence from the potentially debilitating economic effects of
swings in oil prices, a tax on petroleum products is a more efficient solution
than a subsidy for oil substitutes. To quiet the uproar from the rise in en-
ergy prices that would result from any tax, revenues from the new taxes
could be distributed to the public as refundable tax credits.

Even with a 100 percent rebate of the revenue to the public, carbon and
other broad-based energy taxes currently have little political support. In
contrast, tax subsidies for all types of alternative energy have grown rapidly
over the last decade, despite the growing drumbeat for tax reform and for
getting rid of tax breaks for special interests. Now there are more than a
dozen subsidies for alternative energy in the tax code—some for individuals,
some for business, and some for both. The following paragraphs describe
three of the more important of these for corporations.

Credit for Investment in Clean Coal Facilities

The term “clean coal” has several different meanings. It may refer simply to
the more efficient burning of coal through pulverization and gasification. It
may refer to “scrubbing” coal free of chemical pollutants like carbon diox-
ide. Or it may refer to advanced processes that allow carbon dioxide to be
removed from coal emission and sequestered. The clean coal credit is avail-
able for all these technologies. It came into law as part of the Clean Energy
Act of 2005. It can only be utilized by corporations with projects approved
by the Department of Energy. A total of $1.65 billion of credits is available
under that legislation.

Production Credit for Wind Energy

Wind turbines on top of towers hundreds of feet tall are becoming increas-
ingly common on the American landscape. You can thank U.S. tax law. Most
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investment in wind power would not be economically viable without the al-
ternative energy production tax credit. The credit is equal to 2.2 cents per
kilowatt hour of electricity generated for the first ten years of the life of a
production facility. Currently, the production tax credit is set to expire at
the end of 2012.

Investment Credit for Solar Energy

The sun’s energy can be harnessed for electric production directly with
photovoltaic cells or by concentrating the sun’s energy to generate steam to
move turbines. Solar energy can also be used to heat buildings, homes, and
pools. The main tax subsidy for solar energy is a tax credit equal to 30 per-
cent of the purchase price of solar equipment. The credit is currently
scheduled to expire at the end of 2016.

Production and investment credits are also available for other less widely
employed alternative energy sources, including investments in geothermal
power generation, qualified hydropower facilities plants, microturbine
power plants, and combined heat and power property. Also, facilities fueled
by biomass, landfill gas, and trash may be eligible for tax credits.

Until recently, banks and other financial companies have been among the
largest investors in wind and solar products. The tax credits helped reduce
their tax liabilities as their profits soared in the heady days before 2008.
When the bottom dropped out of the financial services industry, it also
caused a crisis in the wind and solar energy sectors. Financial firms without
tax liability could no longer use the credit. As a result, investment in alter-
native energy projects dried up. In response, Congress allowed investors, for
2009 and 2010 only, the option of receiving a cash grant from the Treasury
in lieu of tax credits for wind, solar, and other alternative energy sources.

The status of alternative energy tax breaks seems to be in a constant state
of flux. Most the benefits are temporary. Every year or two there is another
energy tax bill that creates new subsidies, modifies existing ones, and tem-
porarily extends those that are expiring. This is a source of great frustration
to the industry. But it keeps the lobbyists in Washington fully occupied.

Conclusion

A strong case can be made that some provisions of the tax law that are con-
sidered tax expenditures—such as LIFO and the deduction for charitable
contributions—are not expenditures at all but legitimate business expenses.
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For the most part, however, there is a good economic case for repealing
most tax expenditures. Naturally, lobbyists will put up a fight to retain them.
But it is also likely the public will lose much of whatever zeal it had for re-
form when it learns that many of these tax expenditures are not sinister tax
loopholes, but subsidies for causes that enjoy widespread support.

Chapter Appendix:
The Corporate Tax Expenditure Budget

Table 7-2 gives a complete list of the 84 corporate tax expenditures, as
compiled by the Office of Tax Analysis of the U.S. Treasury Department and
reported in the president’s Budget for Fiscal Year 2012. Dollar amounts are
in millions.

Table 7-2. The Corporate Tax Expenditure Budget

. 2012-

Tax Expenditure 2010 2011
2016

Deferral pf income from controlled foreign $38,130 $41,410 | $212,840
corporations
Accglerated depreciation of machinery and 17,140 5,400 109,440
equipment
Deduction for U.S. production activities 10,010 10,510 62,450
Exclusion of interest on public-purpose state and 9.850 8,990 73,120
local bonds
Credit for increasing research activities 5,770 3,850 10,320
Credit for low-income-housing investments 5,370 5,690 34,270
Expensing of research and experimentation 3220 4,250 32,960
expenditures
Graduated corporation income tax rate 3,000 3,280 17,840
Inventory property sales source rules exception 2,680 2,910 18,770
Deferred taxes for financial firms on certain
. 2,330 0 0
income earned overseas
Exclusion of interest on life insurance savings 1,500 1,570 9,220
Deductibility of charitable contributions, other 1,370 1,430 8,430
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. 2012-

Tax Expenditure 2010 2011
2016

than education and health
Energy production credit 1,370 1,430 7,810
Exemption of credit union income 1,270 1,240 7,920
Exclusion of interest on hospital construction 1,140 1,040 8,490
bonds
Special ESOP rules 950 1,030 5,950
Work opportunity tax credit 860 770 1,050
Excess of percentage over cost depletion, fuels 830 910 4,930
Exclgsion of interest on ’ponds for private non- 760 690 5,620
profit educational facilities
Temporary 50 percent expensing for equipment 760 620 ~1.700
used in the refining of liquid fuels ’
Special Blue Cross/Blue Shield deduction 750 715 3,120
Excess.of percentage over cost depletion, non- 720 240 3,560
fuel minerals
New markets tax credit 650 720 3,160
Deducti.bility of charitable contributions 620 650 3,950
(education)
Tax credit for orphan drug research 470 550 4,630
Exclusion of interest on owner-occupied 400 360 2,950
mortgage subsidy bond
Expensing of exploration and development costs, 350 460 2,010
fuels
Exclusion of interest on rental housing bonds 340 310 2,510
Tax incentives for preservation of historic 300 300 1,600
structures
Exclusion of interest for airport, dock, and similar 270 250 2,020
bonds
Credit for investment in clean coal facilities 240 400 1,770
Tax exemption of certain insurance companies 200 200 1,070
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. 2012-
Tax Expenditure 2010 2011
2016

owned by tax-exempt organizations
Credit for holders of zone academy bonds 190 200 790
Exclusion of interest on student-loan bonds 180 160 1,310
Deductibility of charitable contributions (health) 180 190 1,130
Expensing of certain small investments 170 960 -1,310
Advanced energy property credit 160 540 1,060
Alternative fuel production credit 160 160 270
Exclusion of interest on bqr}ds for water, sewage, 150 130 1,100
and hazardous waste facilities
Expensing of multiperiod timber-growing costs 150 180 970
Empowerment zones and renewal communities 150 100 600
Credit for energy-efficient appliances 150 60 0
Natural gas distribution pipelines treated as 120 120 430
15-year property
Amortization of all geological and geophysical 120 90 190
expenditures over two years
Exclusion of interest on small-issue bonds 110 100 780
Expensing Qf exploration and development costs, 110 110 660
non-fuel minerals
Exemption of certain mutuals’ and cooperatives 110 110 600
income
Energy investment credit 100 120 3,560
Tax.credit and deduction for clean fuel-burning 20 40 170
vehicles
Exclusion of interest on bonds for highway

3 - O 60 60 270
projects and rail-truck transfer facilities
Alcohol fuel credits 60 70 260
Deferral of gain on disposition of transmission -50 -150 -520
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. 2012-
Tax Expenditure 2010 2011
2016
property to implement FERC policy
Allowance of deduction for certain energy-
L. . s 50 60 230
efficient commercial building property
Exclusion of gain or loss on sale or exchange of
. . . 50 40 60
certain brownfield sites
Employee retention credit for employers in
- . 50 20 10
certain federal disaster areas
Special alternative tax on small property and
. . 40 40 200
casualty insurance companies
Special rules for certain film and TV production 40 20 30
Tax credit for certain expenditures for maintain-
. . 40 20 30
ing railroad tracks
Qualified school construction bonds 30 60 740
Small life insurance company deduction 30 30 150
Accelerated depreciation on rental housing -30 -30 -110
Indqstrial CO, capture and sequestration tax 20 30 450
credit
Credit for holding clean renewable-energy bonds 20 20 100
Deferral of gain on sale of farm refiners 20 20 100
Deferral of tax on shipping companies 20 20 100
Credit to holders of Gulf Tax Credit bonds 20 20 60
Biodiesel and small agri-biodiesel producer tax
- 20 10 0
credits
Expensing of environmental remediation costs 10 -110 -540
Deduct@on for endangered species recovery 10 20 140
expenditures
Exclusion of interest on energy facility bonds 10 10 50
Exclusion of utility conservation subsidies 10 10 50
Sé(g);nsing of certain multiperiod production 10 10 50
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Tax Expenditure 2010 2011 22001 126_

Expensing of reforestation expenditures 10 10 50
Investment credit for rehabilitation of structures 10 10 50
Credit for disabled-access expenditures 10 10 50
Exclusion of interest on veterans housing bonds 10 0 50
g(r)frc]lti; for construction of new energy-efficient 10 10 10
Welfare-to-work tax credit 10 10 0
Employer-provided child care credit 10 0 0
Qualified energy conservation bonds 0 0 50
Expensing of certain capital outlays 0 10 50
Tribal Economic Development bonds 0 10 40
Recovery Zone bonds 0 0 0
ﬁecr(;tealf}rfgsgi Icllgpreciation of buildings other than 2,440 2,950 16,190

Source: President’s Budget for Fiscal Year 2012
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8

How Should
Foreign Protfits
Be Taxed?

Growing Controversy, Growing Importance

What do Microsoft, General Electric, Cisco, Merck, and Google have in
common? All of these icons of American business now earn more than half
of their profits outside the United States. As shown in Table 8-1, ten years
earlier most of their profits had been domestic. More than ever before ma-
jor U.S. corporations are truly multinational businesses. These companies
may lobby for the research tax credit and other domestic tax breaks, but it
is the tax treatment of foreign profits that is by far their most important tax
issue. Far more than any other factor, low taxes on their foreign earnings
contribute to the low effective tax rates they report to shareholders.
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Table 8-1. Foreign (non-U.S.) Share of Worldwide Profits of Some Leading U.S.
Multinationals

1998-2000 Average 2008-2010 Average
Microsoft 17% 60%
General Electric 39% 82%
Cisco 33% 79%
Merck 28% 57%
Google* -- 58%

* Google did not become a public company until August 2004.

Foreign Profits: To Tax or Not to Tax?

Economists always want a level playing field, but in international taxation the
playing field is hopelessly bumpy. Countries set their own tax rates. They
deliberately try to tilt the playing field in their favor to attract investment.
The disparity in tax rates raises the question of how to tax profits when a
corporation is headquartered in one country and does business in another.
Should the tax rate of the home country or host country prevail?

Naturally, each nation taxes business taking place within its own borders.
The United States taxes Toyota on its operations in the United States. And
Germany taxes IBM on its operations in Germany. The most vexing ques-
tion of international taxation is, How should a nation tax its multinationals
on their foreign profits? Should Japan tax Toyota on its U.S. operations?
Should the United States tax IBM on its German profits?

There is no simple answer. Consider the relevant example of a U.S. corpora-
tion with a 35 percent domestic tax rate and a 20 percent foreign rate. If the
United States adds a |5 percent tax to foreign profits, both domestic and
foreign profits are taxed at equal rates. This is referred to as the “world-
wide” approach to international taxation. The good thing about this ap-
proach is that it creates a level playing field between domestic and foreign in-
vestment undertaken by U.S. corporations. There is no tax incentive to lo-
cate operations abroad. But then there is this: if U.S. corporations pay a 35
percent tax while foreign competitors pay 20 percent, there is a significant
competitive disadvantage for U.S. companies operating in foreign markets.
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The major alternative to the worldwide system is known as “territoriality.”
Under this approach, the United States would only tax corporate profits
generated inside its borders. Foreign profits of its U.S. multinationals would
not be taxed by the United States. Foreign profits would only be subject to
the 20 percent tax imposed by the host government. This puts U.S. com-
panies on equal footing with foreign competitors. Both pay 20 percent. But
now the U.S. company is not tax neutral in its choice between domestic and
foreign investment. It has a tax incentive to locate operations outside the
United States.

For as long as there has been a corporate tax, there has been a fierce de-
bate about whether territorial or worldwide taxation should be the guiding
principle of international tax policy. In practice, the U.S. system has been a
compromise between the two. In the 1960s, the Kennedy administration
proposed that the United States move to a pure worldwide system. It did
not succeed. But as a compromise, Congress did agree to raise taxes on
foreign profits in situations where inappropriate tax avoidance was likely. A
quarter of a century later, the Tax Reform Act of 1986 tightened foreign tax
rules even further.

More recently, the pendulum has definitively swung in the opposite direc-
tion. Many of the rules instituted in 1962 and in 1986 have been undone by
a combination of legislation, regulation, and crafty tax planning. At the same
time, in order to promote the competitiveness of their multinationals, most
other countries have gone even further and adopted territorial systems.
Currently, there is tremendous pressure on Congress from the business
community to the do the same for U.S. multinationals.

Key Features of U.S. Taxation of Foreign
Profits

The two most important features of U.S. international tax law are the for-
eign tax credit and what those in the trade refer to as deferral—the ability to
avoid paying U.S. tax on foreign profits until those profits are paid back as
dividends to the U.S. parent company.

Structurally, the U.S. tax system is that of a worldwide system. The U.S.
claims the right to tax all the income of its residents and resident corpora-
tions no matter where it is earned. In a worldwide system, the foreign tax
credit prevents double taxation. It works like this. If a corporation earns
$100 of foreign profit in a country with a 20 percent rate, it pays $20 of for-
eign tax. The home country also taxes that profit at, let’s say, a 35 percent
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rate. But to prevent double taxation, the home country grants the corpora-
tion a foreign tax credit of $20 for the $20 of foreign tax paid. The net after-
credit home country tax of $100 of foreign profits is $15. Total (foreign and
domestic) tax is $35. The multinational pays the same amount of tax
whether profits are earned at home or abroad. This can make life tough for
home country multinationals trying to compete in a worldwide marketplace.

Although U.S. corporations technically are subject to worldwide taxation,
effectively they have most of the benefits of a territorial system. This is pri-
marily because of deferral. The United States does not tax foreign profits as
they are earned. Foreign subsidiaries incorporated under foreign laws effec-
tively shelter foreign profits from U.S. tax. In general, the United States does
not “see” any foreign profit unless and until the U.S.-controlled foreign sub-
sidiary pays a dividend to its U.S. parent. U.S. taxes on foreign profits are
deferred until repatriated to the United States. Deferral can generate signifi-
cant tax advantages. In fact, the ability to defer paying U.S. tax on foreign
profits until profits are repatriated allows foreign profits of U.S. multination-
als to almost entirely escape U.S. taxation.

If foreign tax rates were roughly equal to the U.S. rate, deferral would not
provide much of a benefit. But in general that is not the case. Except for
corporations engaged in mining, oil drilling, and natural gas extraction, taxes
on foreign profits of U.S. multinationals have been falling and are now gen-
erally low. This has occurred for two reasons. First, foreign countries have
reduced their corporate tax rates. Second, multinationals have been ex-
tremely successful in shifting their profits from relatively high-tax countries
like France and Germany into low-tax countries like Luxembourg and Ire-
land. The combination of minimal U.S. tax and low foreign tax makes foreign
investment very attractive to U.S. multinational corporations.

Deferral can have a large impact on a corporation’s reported effective tax
rate and on its book profits. Although potentially liable to U.S. tax, un-
repatriated foreign profits are considered exempt from U.S. tax for account-
ing purposes. If a multinational designates foreign earnings as being “perma-
nently reinvested”’—even though in reality they are only indefinitely kept
abroad—no U.S. tax liability needs to be subtracted from reported profits.
Reported effective tax rates of U.S. multinationals have declined dramatically
in recent years. By far the largest factor behind this development is the in-
creasingly advantageous tax treatment of foreign profits.

But there is a price. To keep foreign profits free from U.S. tax, multinationals
must not repatriate those profits back to the United States. This incentive to
keep earnings offshore is called the “lock-out effect,” and it has a significant

impact on the way a multinational manages its funds. In practice, unless there
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are sufficient foreign tax credits to offset the U.S. tax liability that awaits
them at the border, U.S. multinationals are extremely reluctant to repatriate
foreign profits. As a result, U.S. corporations have accumulated over $1 tril-
lion of foreign earnings in foreign jurisdictions.

Should Foreign Profits Get a Holiday?

If a multinational’s foreign profits are locked out, it cannot use foreign earn-
ings to pay dividends to its shareholders. It cannot use foreign earnings to
acquire U.S. companies. And it puts limits on cash that be used for domestic
investment and job creation.

In response to these concerns, Congress in 2004 gave U.S. multinationals a
“one-time” tax holiday for foreign profits repatriated to the United States.
For one year, foreign subsidiaries could pay dividends to U.S. parents and
pay only 5.25 percent U.S. tax. American corporations brought back $362
billion under provisions of this law. Most of the repatriated money was
used to pay dividends, repurchase shares, and acquire other corporations.
There is little evidence that the provision fostered domestic capital forma-
tion or created any new jobs. An attempt to enact a second holiday for
foreign earnings was defeated in the U.S. Senate in early 2009. But a coali-
tion of America’s largest multinationals continues to seek a repatriation
holiday and argues that it will foster much-needed U.S. job creation. But
there is little reason to think a second round of tax relief will be any more
successful than the first.

Should the United States Adopt a
Territorial System?

Business has been lobbying for decades for the United States to adopt a ter-
ritorial system, and those efforts have moved into high gear since Japan and
the United Kingdom adopted territorial systems in 2009. But like so many
things in tax law, the devil is in the details. Multinationals’ support for such a
change depends on exactly how the rules are written.

In 2005, the president’s Advisory Panel on Tax Reform and the congres-
sional Joint Committee on Taxation both floated proposals that would put
the United States on a territorial system. But both these proposals were es-
timated to raise revenue! This current U.S. system is so generous to corpo-
rations that entirely exempting foreign profits from U.S. tax would be a tax
hike! Obviously, American corporations do not want a territorial system
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that raises their taxes. What they want is a territorial system like the one
adopted in the United Kingdom. This would cut their taxes.

Why do the 2005 territorial proposals raise revenue while a system like the
United Kingdom’s loses revenue?! The main difference is how exempt for-
eign profit is measured—in particular, whether or not expenses related to
foreign income can be deducted from U.S. income. Under widely accepted
accounting principles, expenses should always be matched with income. The
matching principle is a fundamental principle of U.S. tax law. One corollary of
the matching principle is that no deduction should be allowed for expenses
that are used to generate tax-exempt income. (With income from invest-
ment A already exempt, such a deduction would reduce taxes on invest-
ment B.) So, for example, interest on loans that are used to purchase tax-
exempt securities is not deductible.

Many expenses incurred in the United States can be related to foreign prof-
its. A portion of expenditures on research and of salaries incurred at U.S.
headquarters are expenses that contribute to foreign profits. And, because
money is fungible, interest on domestic debt frees up capital that helps fi-
nance foreign operations. The two 2005 territorial proposals adhere to the
matching principle. Accordingly, because foreign profits would be exempt,
the deductions for the portion of expenses allocable to foreign profits
would be disallowed. Under the generous U.K. territorial system, deduc-
tions for expenses related to foreign income are allowed. A system that al-
lows deductions for expenses allocable to exempt income is so generous
that it no longer taxes foreign investment, but subsidizes it.

Now all of this sounds pretty arcane, but it is absolutely essential for under-
standing the debate about the future of U.S. international tax policy. A terri-
torial system with deduction disallowance rules is a tax increase vehemently
opposed by business. Without deduction disallowance rules, a territorial
system is a tax cut business would warmly welcome.

Should the United States Raise Taxes on
Multinationals?

It is a sign of our unsettled times that while there is much talk of entirely

exempting foreign profits, there are also serious proposals to increase tax
on foreign profits. The tax expenditure budget includes three major items
concerning foreign-source income that could be repealed to pay for a re-
duction of the corporate rate or for deficit reduction.
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Deferral of U.S. Tax on Unrepatriated Foreign
Profits

Orriginally proposed by the Kennedy administration, repeal of deferral would
subject all foreign profits of U.S. multinationals to U.S. tax. The United
States would have a true worldwide system. The impact of such a change is
largest for corporations with low foreign taxes.

Large businesses abhor the idea. It is totally unacceptable to them. They
consider it a relic from the past. They argue that it is out of touch with re-
ality, given that most other countries have moved in the opposite direction
and adopted territorial regimes. But repeal of deferral still has a few propo-
nents. For any chance of political viability, it must be coupled with rate re-
duction. The Wyden-Coats tax reform plan, which reduces the corporate
rate to 24 percent, includes repeal of deferral. And some economists have
estimated that repeal of deferral by itself could on its own reduce the cor-
porate tax rate to 28 percent in a revenue-neutral reform.!

Deferral of Foreign Finance Profits

No matter how much a country may want to give tax relief to foreign prof-
its, it must protect its domestic tax base. It must always be on guard against
corporations shifting truly domestic profits to foreign jurisdictions. Accord-
ingly, one of the most basic anti-abuse rules in international tax law is to
prevent passive income from portfolio investments from getting the same
favorable treatment given to active foreign profits. If foreign passive income
went untaxed, there would be a mass migration of investment accounts to
offshore locations. Even your most fervent advocates of tax relief for multi-
nationals acknowledge this.

In practice, it is not always clear where the dividing line is between passive
and active investment. The problem of distinguishing the two is most acute
in the financial services sector. For example, when a bank manages a portfo-
lio of business loans, are the profits active or passive? In 1986, Congress ba-
sically said all foreign financial service profits were passive and therefore
could not get the benefit of deferral. In 1997, Congress reversed itself and
allowed a large amount of financial service income to be considered active

! Harry Grubert and Rosanne Altshuler, “Corporate Taxes in the World Economy: Reforming
the Taxation of Cross-Border Income,” paper prepared for the James A. Baker III Institute for
Public Policy Conference, “Is It Time for Fundamental Tax Reform?: The Known, the Un-
known, and the Unknowable,” December 2006.
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and therefore eligible for deferral. This allowed large American banks to
substantially reduce their worldwide tax rates.

President Clinton tried to rescind the 1997 change by exercising his line-
item veto—a power newly granted by Congress in that year. But the Su-
preme Court subsequently ruled the line-item veto unconstitutional. Now,
what is known in the trade as the “active financing exception” is a promi-
nent fixture in the Washington lobbyist scene. Like the research credit, it is
popular with business and repeatedly extended on a temporary basis. It is
currently scheduled to expire at the end of 201 | and is estimated to cost
the Treasury nearly $5 billion annually.

Foreign Sourcing of 50 Percent of Profits from
Exports

As noted in Chapter 7, Congress in 2004 repealed the ETI export incentive
in response to pressure from the European Union. But the EU did not catch
everything. U.S. tax law still retains one other incentive for exports. The in-
centive works by allowing some exporters to get extra foreign tax credits. It
works like this. Under U.S. law, foreign tax credits cannot exceed 35 per-
cent of foreign profits. Corporations that are constrained by this limit dearly
want to enlarge foreign profits. Under any reasonable rules about sourcing
the profits from exports, most export profits would be attributed to the
United States where most of the value was created. But U.S. rules gen-
erously deem half of those profits foreign. This favorable export profit
source rule has no expiration. The Treasury estimates that this rule reduces
federal revenue by $7.5 billion a year.

Repeal of these tax expenditures is too blunt an approach even for most
Democrats who want to raise taxes on multinationals. Instead, they have
proposed targeted reductions in foreign tax credits and deferral. By far the
most noteworthy are those from President Obama. These proposals would,
according to a May 4, 2009 Treasury Department release, “ensure that our
tax code does not stack the deck against job creation here on our shores.”

Obama Administration Proposals

During the 2008 presidential campaign, President Obama made the tax treat-
ment of foreign profits a high-profile campaign issue. In his 2009 and subse-
quent budgets, his administration has outlined a number of highly technical
proposals that would raise nearly $200 billion over ten years by reducing
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foreign tax credits and the benefits of deferral. One proposal would eliminate
deferral for extraordinarily high profits from intellectual property parked in
tax-haven holding companies. Another would limit profit shifting from high-
tax to low-tax foreign countries. And yet another would limit U.S. tax deduc-
tions until associated profits are subject to U.S. tax. American multinationals
have lobbied vigorously against these proposals, so Congress has shown little
willingness to follow through. Only one of President Obama’s proposals to
increase corporate taxes on foreign profits has become law, and this change is
expected to raise only $10 billion over 10 years.
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Globalization and
the Modern

Multinational
The World Is Getting Smaller

Falling trade barriers and rapid reductions in the costs of communication
have transformed the way large American corporations do business. Na-
tional borders don’t matter so much anymore. Fifty years ago, most research
and manufacturing was done in the United States. And the bulk of revenues
came from sales to U.S. customers. Foreign sales subsidiaries were organized
along national lines. Today, vast amounts of U.S. multinationals’ production
capacity, and even some research, have shifted overseas. Between 1980 and
2010, the number of manufacturing jobs in the United States dropped from
19.2 million to I 1.6 million. Modern multinational operations are highly in-
terdependent. Various components of a product line many be manufactured
in different countries, and there may only be one supply chain for that prod-
uct worldwide. Sales forces are organized regionally. In this environment,
there is more intrafirm international trade.

In addition to an increase in the scope and scale of cross-border opera-
tions, another major difference of modern corporations from those of yes-
teryear is the increased prominence of intellectual property (IP). These “in-
tangibles” can be legally sanctioned like patents, trademarks, and trade-
names. Or they can appear in less formal (though not less valuable) guises,
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such as know-how, customer lists, and workforces in place. The corporate
giants of the past like U.S. Steel and General Motors generated value
through economies of scale in production. Many modern corporations like
Microsoft, Apple, and Merck generate their value from IP created through
research and development (as in the case of patents) and massive market-
ing efforts (as in case of tradenames).

Both globalization and the bigger role played by intangible property vis-a-vis
plant and equipment have had huge implications for the taxation of large
corporations. The opportunities to move both real operations and paper
profits to low-tax jurisdictions have multiplied, and U.S. corporations are
taking advantage of them.

Jobs and International Tax Rules

There are two overarching facts that you will never hear from lobbyists for
U.S. multinationals. First, it is true that the combination of low foreign tax
rates and the ability to defer taxes on foreign profits does create a signifi-
cant tax incentive for U.S. corporations to move production and jobs to
low-tax countries. With the U.S. corporate tax at 35 percent and the Irish
rate 12.5 percent, and with the ability to indefinitely defer U.S. tax, there
are obvious tax advantages for a U.S. corporation to locate production in
Ireland over the United States.

Second, it is true that America’s multinational corporations are moving jobs
out of the United States. As shown in Figure 9-1, U.S. multinational cor-
porations cut their domestic employment by 1.9 million. Over the same pe-
riod U.S. multinationals increased their employment overseas by 2.4 million
between 1999 and 2008.
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Figure 9-1. U.S. multinational job creation, 1999-2008. Source: U.S. Department of
Commerce.

During the 2008 presidential campaign, Barack Obama took these two facts
and used them to imply U.S. tax rules were the cause of the hollowing out
of American manufacturing. And after his inauguration, the president fol-
lowed through on campaign promises to do something about it. In early
2009, he made several proposals to curtail tax benefits for U.S. multi-
nationals. In a May 4, 2009, press release, the White House stated: “Our tax
code actually provides a competitive advantage to companies that invest and
create jobs overseas compared to those that invest and create those same
jobs in the U.S.”

But there are other issues to consider. Before the rush to limit foreign tax
credit and deferral, we should try to understand the quantitative effect taxes
have had on the job exodus and the potential for President Obama’s pro-
posals to create jobs. Furthermore, we must take into consideration the
possibility that foreign investment could have some beneficial impact on the
U.S. economy.

Many factors besides taxes—including wage rates, infrastructure, energy
costs, and proximity to markets—enter into a corporation’s decision of
where to locate a production or distribution facility. There are good rea-
sons to believe that these other factors have played a larger role than tax
differences in the loss of U.S. manufacturing jobs from the United States.
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First of all, just as a matter of arithmetic, wages are almost always a much
larger expense for business than income taxes. And the opportunities for
wage reductions are much larger than they are for tax reductions. For ex-
ample, wage bills can be cut by as much 90 percent by moving production
from the United States to China or India. Tax benefits from rate differentials
are small potatoes in comparison.

Second, only a fraction of the countries where multinationals are increasing
employment are low-tax countries. In China and India, tax rates are not es-
pecially low. In these countries, the influence of wage rates clearly domi-
nates any tax benefits. In other countries where growth in foreign employ-
ment has been large—such as in Western Europe—the main draw is access
to large consumer markets.

Though taxes may not be the largest factor in explaining employment shifts,
they cannot be ignored either. They do play a role in plant location de-
cisions, as any drive through the Irish countryside or the villages of Switzer-
land will make crystal clear. Low-tax Ireland is a favored location for manu-
facturing operations of U.S. high-tech and pharmaceutical companies. Low-
tax Switzerland is increasingly used as the location for European headquar-
ters of U.S. corporations.

But total employment by U.S. corporations in Ireland is only 85,000. In Swit-
zerland, it is only 45,000. Obviously this job creation is not responsible for
the millions of jobs losses in the American Midwest. Moreover, not all of
these jobs can be considered lost U.S. jobs. Many of these jobs would be in
Ireland and Switzerland even without low tax rates. Furthermore, many of
these jobs—if not in low-tax Ireland of Switzerland—would be outside the
United States anyway. So, while favorable international tax rules could be a
small contributing factor to U.S. job loss, they cannot be blamed for the de-
cline in American manufacturing.

Finally, to the extent that low taxation of foreign profits has increased for-
eign investment by U.S. companies, some of that foreign investment can
have positive effects for U.S. job creation. Business groups and some econo-
mists argue that jobs created by foreign investment are more numerous
than the jobs lost. According to their view, the United States can create
more jobs at U.S. headquarters and research facilities if multinationals have a
strong foreign presence. The larger the potential market for U.S. goods that
incorporate U.S. technology, the more U.S. companies will invest in re-
search. In effect, tax-favored foreign subsidiaries serve as “export platforms’
for U.S. goods, services, and technology.

’

U.S. multinationals argue that foreign investment does not substitute for
domestic investment. On the contrary, greater investment abroad means
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greater domestic investment and job creation in America. So tax breaks
for foreign investment increase foreign jobs and domestic jobs. If they do
not have tax advantages comparable to multinationals based in foreign ju-
risdictions, multinationals argue that they will not be able to compete in
foreign markets and will have to cut domestic employment that supports
foreign sales.

In summary, U.S. tax law does gives American companies an incentive to lo-
cate operations abroad. But it is unlikely that this alone has had any signifi-
cant impact on the overall employment picture. Much more significant than
the outmigration of jobs is the outmigration of the domestic corporate tax
base, discussed in the next section.

The Price Is Not Right: Profit Shifting

Affiliates within a multinational enterprise are in a state of continuous inter-
action. They provide each other goods, services, and a wide variety of IP. For
tax purposes, it necessary to tally profits separately in each country in which
the multinational operates. So when an affiliate in Country A ships goods,
provide services, or allows use of its patents to an affiliate in Country B,
affiliate A must charge affiliate B just as if they were unrelated parties. If the
charge is fair, there is a fair allocation of profits. If A charges too much, profit
is shifted from B to A. If A charges too little, it is the other way around.
These intracompany, interaffiliate charges are generally referred to as transfer
prices.

In practice there is usually a wide range of possible transfer prices, and a
great deal of controversy between corporations and tax officials about
which price within that range should be used. The stakes are large. Transfer
pricing is not a detail. By adjusting transfer prices, multinational corporations
are able to shift huge amount of profits from high- to low-tax countries and
substantially reduce their worldwide tax bills.

The following sections illustrate some examples of how this is done.

Example #1: Irish Manufacturing

Suppose a U.S.-headquartered corporation has an affiliate that manufactures
computer components in Ireland. It costs the Irish subsidiary $10 to pro-
duce the component. The United States incurs $60 of marketing and other
costs for the sale of each product. The ultimate sale price to outside cus-
tomers is $100. The question is how the $30 of profit will be allocated be-
tween Ireland and the United States.
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The IRS determines by looking at comparable operations and sales between
unrelated parties that a reasonable return for the Irish subsidiary would be

50 percent over costs, or $5 per component. Therefore, a reasonable price
for sales from the Irish subsidiary to the U.S. parent is $15 per item.

The U.S. multinational and its transfer-pricing consultants, however, assert
that the scientists in Ireland have made significant improvements to the
product, and, with no help from the U.S. parent, Irish engineers have
streamlined the manufacturing process. The company also argues that be-
cause of advances made by competitors, the U.S. patent rights shared with
Ireland years ago no longer have much value. It also asserts that the U.S.
tradename is unknown to the public outside the United States.

For all those reasons, the multinational asserts the correct transfer price is
not $15 but $25. After a heated battle, the IRS finally agrees to the claim
because it is under pressure to settle cases promptly and because it does
not have the resources to properly review all transfer-pricing disputes.
That leaves the Ireland subsidiary with profits ($15) at triple the appropri-
ate level ($5). The inflated profits are subject to low Irish tax rates, rather
than higher U.S. rates. This lowers the company’s effective tax and in-
creases after-tax profit.

Example #2: Patent Transfer to Bermuda

A U.S. pharmaceutical company anticipates that concerns about excessive
levels of a certain protein in human blood will soon be a major health issue in
the United States. It also realizes that, as the result of prior research, it has
already developed a compound (intended to treat an unrelated ailment and
never brought to market) with the “side effect” of reducing that protein.

The remaining additional product development, including drug trials, will
take place in the United States. The compound will be sold primarily in the
United States, where the company already has a well-trusted name and an
extensive U.S. sales force. Without any tax planning, all profit from the new
product would be generated in the United States.

The U.S. corporation decides to set up a company in Bermuda to hold the
patent rights to the new drug. To achieve that, the Bermuda affiliate must
“buy into” the rights to the existing compound by making an up-front pay-
ment. Because the previously disregarded compound had been considered
to be nearly worthless (with respect to its intended use), valuation experts
are able to make the case that the buy-in payment from the Bermuda affili-
ate—and therefore the U.S. profit from the sale of the technology—should
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be small. Subsequent research payments by the Bermuda subsidiary are not
large relative to expected sales revenues.

The hoped-for result is soon realized. The repackaged compound is a
blockbuster, and most of the profit is attributed to the Bermuda subsidiary
where the patent legally resides. The company is able to do that because it
successfully argues that most of the profit was created by the Bermuda-
funded research.

Example #3: Luxembourg Lending

Besides adjusting transfer prices, multinationals can also shift profits across
borders by lending from one affiliate to another. Consider a U.S. company
that has a profitable subsidiary in France. It also has an affiliate in low-tax
Luxembourg. The Luxembourg affiliate makes a loan to its French sister that
is large enough to ensure that interest paid by the French firm to the Lux-
embourg company nearly eliminates profit in France. The business profit
formerly generated in France has been transformed into interest earnings
for the Luxembourg subsidiary. Consequently, profits avoid French tax and
become subject to very low tax in Luxembourg.

In the not-too-recent past, this type of “foreign-to-foreign” profit shifting was
harshly penalized under U.S. ta rules. Prior the late 1990s, if the two related
affiliates on each side of the loan were corporations, the United States taxed
the interest immediately. Instead of paying tax to the high-tax country, as it
was doing before the loans, the corporation would have to pay tax to the
United States. Now it is easy to get around this rule. Under “check-the-box”
regulations promulgated by the Clinton Treasury, the U.S. parent can deem
the Luxembourg subsidiary an unincorporated branch and avoid U.S. tax. This
allows the shifting of profits to a tax haven without any U.S. taxation.

These examples are highly simplified representations of real international tax
planning. It was recently reported that Google used a complicated structure
known as a “double Irish Dutch sandwich.”! Between the U.S. parent com-
pany that developed the key software and the foreign subsidiaries making re-
gional sales of advertising, Google placed an operating subsidiary considered
Irish (under U.S. law) and Bermudian (under Irish law), a Dutch holding com-
pany, and an Irish holding company. The transfer of IP into this structure al-
lowed Google to reduce U.S. tax on income from the U.S.-developed intan-
gible property, reduce Irish corporate tax, avoid Irish withholding tax, and

! Jesse Drucker, “Google 2.4% Rate Shows How $60 Billion Lost to Tax Loopholes,” Bloomberg,
October 21, 2010.
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avoid U.S. tax rules that penalize related-company royalty payments. Goo-
gle’s reported worldwide tax rate over the last three years was about 23
percent, and its foreign tax rate averaged about 3 percent.

The Magnitude of the Profit-Shifting

Problem

Surveys of tax managers of multinational enterprises consistently show that
transfer pricing is their single most important international tax issue. And
there is little doubt that that transfer pricing is one of the leading, if the not

the number one, issue for the IRS in its dealings with large businesses.

The data confirms the widespread success of cross-border profit shifting.
Profits gravitate to jurisdictions with low tax rates. Table 9-1 presents the
data on the profitability of affiliates of U.S. multinational corporations in five
low-tax countries. In all these jurisdictions, the average effective tax rate on
U.S. affiliates was below 10 percent. These are all small jurisdictions, their
economies equal to about | percent of the world’s economy. But, as small
as they may be, together they account for 24 percent of foreign profits of

U.S. multinationals. Their rates of profit are many multiples of those of
other countries with higher tax rates.

Table 9-1. High Rates of Profit in Low-Tax Jurisdictions

Before-Tax Profits | Average Tax Rate E:::)ilt:yr;:r
Bermuda $16.2 2.6% $5,404,333
Singapore $14.6 7.4% $115,422
Ireland $45.4 7.7% $488,730
Switzerland $18.2 9.1% $219,217
Cayman Islands $7.4 9.4% $1,123,333
Five-tax-haven total $101.8 7.2% $326,230
World total $430.2 29.6% $42,947

Source: Bureau of Economic Analysis, U.S. Department of Commerce.
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There is also evidence that the Treasury’s revenue losses from transfer
pricing is growing. Figure 9-2 shows that the degree of income shifting out
of the United States has risen. From 1999 through 2007, foreign profits of
U.S. multinationals have increased by 163 percent, while over the same pe-
riod traditional indicators of economic activity have increased by far less:
sales grew by 101 percent; tangible property, plant, and equipment grew by
50 percent; and employee compensation grew by 66 percent. This trend is
particularly pronounced for multinational corporations whose profitability
depends heavily on intangible assets. Annual reports filed by many pharma-
ceutical and high-tech companies show declining worldwide tax rates, with
a significant swing in the share of profits booked abroad, without a com-
mensurate increase in real foreign business activity. All the data strongly
suggest U.S. multinationals are readily able to shift profits into tax havens
and thereby significantly reduce taxes properly owed to the United States.
Estimates of the annual revenue loss from transfer pricing vary from $30
billion to $60 billion.

Employee
Compensation

Property, Plant, and | a
Equipment 50%

| 6%

Sales 108%
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Figure 9-2. Growth of Foreign Affiliates of U.S. Multinationals, 1999-2007. Source: Bureau
of Economic Analysis, U.S. Department of Commerce.
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Summary

What can the government do to reduce excessive profit shifting? There are
no easy solutions. There is little doubt that increasing IRS resources to im-
prove staffing would help. But if anything, it appears Congress will be cutting
rather than increasing IRS budgets. Some have advocated that the federal
government adopt a “formulary” approach, similar to that used by U.S.
states and Canadian provinces, to apportion income on the basis of measur-
able quantities, like sales, assets, and payroll. (State formulary apportion-
ment is discussed more in Chapter | 1.) Because multinationals have few real
business activities in island havens like Bermuda and the Cayman Islands, this
could eliminate use of IP holding companies in these havens. But unilateral
adoption of a formulary approach would require the United States to rene-
gotiate dozens of tax treaties, and may in any case be susceptible to abuse.
One thing is certain: tax reforms that lower tax rates would reduce gov-
ernment’s revenue loss from profit shifting. And in fact this has been a ma-
jor motivation for the wave of rate reductions around the world.



CHAPTER

10

Pass-Through
Entities

Do-It-Yourself Tax Reform

In the last chapter, we learned how America’s largest corporations are help-
ing themselves to tax cuts by shifting profits offshore. In this chapter, we’ll
see how the corporate tax is being shrunk at the other end. More and more
of America’s small and midsize businesses have organized their affairs so
they are entirely and forever free of the corporate tax.

Businesses subject to the corporate tax are C corporations. There are
three no-corporate-tax alternatives: S corporations, partnerships, and sole
proprietorships. Collectively, these three tax classifications are referred to
as “flow-through” or “pass-through” entities because, unlike C corporations
where profits can be bottled up until they are distributed, the profits of
these businesses are passed through immediately to owners who must re-
port this income on their individual tax returns.

The share of total business activity taking place in pass-through entities has
risen significantly over the last three decades. As shown in Table 10-1, pass-
through entities accounted for 83 percent of all business returns in 1980. By
2008 that figure had increased to 94 percent. Their share of total receipts,
only 13 percent in 1980, grew to 35 percent by 2008. Their share of profits
grew from 22 to 49 percent.
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Table 10-1. Business Shares by Filing Status, 1980-2008

1980 1990 2000 2008
S Corporations
Returns 4% 8% 11% 13%
Receipts 3% 13% 15% 18%
Net income 1% 9% 17% 15%
Partnerships
Returns 11% 8% 8% 10%
Receipts 4% 4% 9% 14%
Net income 3% 4% 22% 22%
Sole Proprietorships
Returns 69% 74% 2% 2%
Receipts 6% 6% 4% 4%
Net income 18% 30% 18% 12%
All Pass-Through
Businesses (Sum of Above)
Returns 83% 89% 91% 94%
Receipts 13% 23% 29% 35%
Net income 22% 43% 57% 49%
C Corporations
Returns 17% 11% 9% 6%
Receipts 87% 77% 71% 65%
Net income 78% 57% 43% 51%

Source: IRS, Statistics of Income.
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In 1994, there were 2.3 million Subchapter C corporations subject to the
corporate tax. By 2008 the number had shrunk to 1.8 million. Because
mostly smaller businesses are switching from Subchapter C to pass-through
status, large corporations account for an increasing share of corporate tax
revenue. In 1994, the top 1,500 corporations paid 70 percent of corporate
tax revenue. In 2008 it only took the top 600 corporations to account for
70 percent of corporate tax revenue.

Because the corporate tax is being hollowed out from below, it is more than
ever a tax on big business. This development is the result of two phenomena:
the dramatic increase of Subchapter S corporations and the surge, mostly in
the 1990s, in the number of limited liability partnerships (LLPs) and limited li-
ability companies (LLCs).

Subchapter S: Sweet Spot for Smaller
Businesses

Subchapter S of the Internal Revenue Code was enacted into law in 1958.
At the time, there was growing concern that big corporations were becom-
ing too dominant in the American economy. The intent of Subchapter S was
to strengthen America’s small and family-owned businesses. Subchapter S
corporations could have the best of both worlds: the legal privileges of a
corporation—limited liability, free transferability of shares, unlimited life—
without paying any corporate tax. From the perspective of state law, Sub-
chapter S corporations are no different than other corporations. “Subchap-
ter S” is a tax-filing status, not a separate type of legal entity.

Subchapter S corporations are essentially taxed liked partnerships. Under
the original statute, if a corporation had |5 or fewer shareholders, and
those shareholders were individuals and U.S. residents, the profits of the
corporation would not be subject to corporate tax. Instead, those profits
would flow through and immediately be subject to tax on the owners’ indi-
vidual tax returns. In addition to eliminating the double tax on profits, flow-
through treatment provided an additional benefit. It allowed shareholders of
start-up S corporations to deduct business losses on their individual returns.

The allowable maximum number of S corporation shareholders was in-
creased to 35 in 1982, to 75 in 1996, and to 100 in 2005. For most S corpo-
rations, the limitation on the number of shareholders is not an issue. In
2008, S corporations with three or fewer shareholders accounted for 95
percent of S corporation returns.
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The dramatic rise popularity of Subchapter S status is shown in Figure 10-1.
There were half a million S corporation returns filed in 1980. That number
rose to |.6 million in 1990, 2.9 million in 2000, and 4 million in 2008. As was
shown in Table 10-1, profits of Subchapter S corporations in 1980 equaled
just | percent of all business profits. In 2008 the figure was 15 percent.
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Figure 10-1. The fantastic growth of S corporations, 1980-2008 (in millions). Source: IRS,
Statistics of Income.

Traditional Partnerships Give Way to LLPs

The role of partnerships has also grown rapidly over the last three decades.
Their share of total business profits has risen from 3 percent in the 1980s
to 22 percent in 2008. This increase is almost entirely due to the sky-
rocketing growth of two new forms of business organization: the LLP and
the closely related LLC.

Both LLPs and LLCs are creatures of state laws. They give non-corporate
business owners liability protection comparable to corporate shareholders.
For tax purposes, LLPs and LLCs are generally classified as partnerships. Re-
quirements vary from state to state, but, speaking in the most general
terms, professional firms practicing law, accounting, and medicine are fre-
quently organized as LLPs, and other lines of business form LLCs. For the
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purposes of this book, there are few practical differences between the two,
and for simplicity’s sake we will refer to both as LLPs.

In the early 1980s, LLPs barely existed. Now they are available under the
laws of all 50 states and the District of Columbia. Figure 10-2 shows IRS
data on businesses filing tax returns as LLPs as well all other partnerships.
The “other partnerships” category includes plain-old partnerships with un-
limited liability. And it also includes limited partnerships (different from
LLPs), where some partners have limited liability and some (general part-
ners) have unlimited liability. The first year the IRS collected data on LLPs
was in 1993. About 20,000 existed at the time, compared to 1.45 million
other partnerships. Subsequently, while other partnerships slowly declined,
LLPs grew rapidly in numbers—from 720,000 in 2000 to 1.9 million in 2008.
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Figure 10-2. The rapid rise of LLPs. Source: IRS, Statistics of Income.

Subchapter S corporations and LLPs both share the essential features of lim-
ited liability and freedom from corporation tax. The choice between the
two is determined by other considerations. For example, midsize businesses
may find LLPs more attractive than S corporations because as LLPs they can
have more than 100 owners. In addition, unlike S corporations, LLPs can be
owned by foreigners and corporations. For small businesses, LLPs can be
more attractive than Subchapter S corporations because state-law filing re-
quirements may be less burdensome and less costly.
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Sole Proprietorships: Mom-and-Pops and
Consultants

A sole proprietorship is the designation the IRS gives to any individual (or
married couple filing jointly) who reports business income on Schedule C of
Form 1040. In the days of old, this is how your traditional mom-and-pop
business might report business profits to the IRS. It was simple and it
avoided the double tax burden of the corporate tax.

When it comes to sheer numbers, you can’t beat sole proprietorships. There
were 22.6 million in 2008. There are twice as many sole proprietorships as
there are corporations and partnerships combined. Approximately one out
of every six individual tax returns filed includes sole proprietorship income.
Figure 10-3 shows that instead of becoming obsolescent, sole proprietor-
ships have grown steadily in every year from 1980 to 2007. Only the great
recession of 2008 was able to buck the trend. The growth from 9 to 23 mil-
lion sole proprietorships has occurred despite the simultaneous increase in
the use of Subchapter S organizations with one owner. In 2008 there were
2.4 million Subchapter S corporations with one shareholder.
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Figure 10-3. Sole proprietorships, 1980-2009 (in millions). Source: IRS, Statistics of Income.

What factors explain this growth? With injury lawyers everywhere, you
might wonder why any small business owner would not seek to protect
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personal assets by incorporating under state law and continue avoiding cor-
porate tax using Subchapter S.

The staying power of sole proprietorships might be explained at least in part
by increased compliance by small businesses and service providers who pre-
viously worked “off the books” and now report their income to the IRS. But
this is only speculation, as no data is available.

Another explanation is that some sole proprietorships are in fact able to get
limited liability protection. Many states allow businesses with one owner to
form LLCs. The number of LLCs that file as sole proprietorships grew from
126,000 in 2001 to 843,000 in 2008. But this represents less than one-fifth
of the increase in sole proprietorships over that period.

More likely, the staying power of sole proprietorship tax filing is the result
of fundamental changes in the American economy and in the legal relation-
ships between employers and workers. Figure 10-4 shows that, adjusted for
inflation, the size of the average sole proprietorship has been cut in half be-
tween 1980 and 2008. Small businesses are getting smaller. This is probably
due to as an increase in self-employed consultants, an increase in the num-
ber of workers formally classified as “independent contractors,” and in-
crease in access to high-speed Internet, which allows almost anybody to be-
come an entrepreneur overnight.
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Figure 10-4. Average receipts of sole proprietorships, 1980-2009, in thousands. Source:
IRS, Statistics of Income.
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Not Such Small Business After All

The essence of reform is getting rid of loopholes—hopefully to pay for
lower tax rates. There is no better corporate tax loophole than complete
exemption from corporate tax. Small businesses get this tax break because
of America’s veneration of small business. But not all pass-through entities
are small businesses.

Tables 10-2 and 10-3 show the extent to which large businesses entirely es-
cape the corporate tax. In 2008 there were 14,000 S corporations with more
than $50 million in receipts. They accounted for 29 percent of all S corpora-
tion profit. Their average level of profit was $6.4 million. Other IRS data (not
shown in Table 10-2) indicates that over 8 percent of Subchapter S corpora-
tion profits were earned by businesses with over $250 million in assets.

Table 10-2. Subchapter S Corporations with $50 Million or More in Receipts, 2008

Percentage of
. Average .
Total Profit . Total (All Size)
Number - Profit .
(Billions) (Millions) S Corporation
Profit
All Industries 14,192 $90.7 $6.4 29%
Agriculture and forestry 147 $0.7 $4.7 25%
Mining 122 $3.9 $31.9 28%
Utilities 25 $0.4 $14.3 58%
Construction 2,201 $13.1 $6.0 36%
Manufacturing 2,363 $20.0 $8.5 47%
Wholesale and retail trade 7,031 $24.0 $3.4 44%
Transportation and
warehousing 405 $1.7 $4.1 23%
Information 148 $2.3 $15.6 44%
Finance and insurance 153 $7.1 $46.4 23%
Real estate, rental, and leasing | 81 $0.3 $4.2 3%
Professional and technical
services 515 $6.5 $12.6 13%
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Percentage of
. Average .
Total Profit . Total (All Size)
Number . Profit .
(Billions) (Millions) S Corporation
Profit
Holding companies 95 $4.6 $48.9 72%
Administrative and support
services 450 $3.2 $7.1 26%
Educational services 32 $0.5 $16.0 19%
Health care and social assis-
tance 192 $0.8 $4.2 3%
Arts, entertainment, and rec-
reation 76 $0.8 $10.5 22%
Accommodation and food
services 115 $0.5 $4.2 13%
Other services 39 $0.3 $8.5 5%

Source: IRS, Statistics of Income.

In 2008 the IRS received 3.1 million partnership returns. Only about 18,000
of those returns, 0.6 percent of the total, had assets of $100 million more.
But these partnerships—with an average of 300 partners—accounted for 64
percent of the profits of all partnerships. Average profit for this group was
$16.2 million.

There is no obvious dividing line between small and large businesses. It is all
a matter of judgment. Nevertheless, the data from Tables 10-2 and 10-3 in-
dicates that a significant portion of the relief from double taxation accrues
to businesses that are large by anybody’s definition.
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Table 10-3. Partnerships with $100 Million or More in Assets, 2008

Average Total Average $§:Z|e (rﬂg:i;:)
Number | Number of | Profit Profit .
Partners | (Billions) | (Millions) | ©artnership
Profit

All Types 18,180 300 $294.3 $16.2 64%

By Legal Form

LLP 6,899 82 $27.9 $4.0 51%

Other 11,281 434 $266.4 $23.6 66%

By Broad

Industry Class

Finance 9,884 222 $146.8 $14.9 67%

Real estate 4,403 116 $1.2 $0.3 29%

Other 3,893 708 $146.2 $37.6 62%

Source: IRS, Statistics of Income.

What should be the dividing line between businesses subject to corporate
tax and those not? That’s not an easy question to answer given that there is
no economic justification for the corporation tax in the first place. Eco-
nomic theory suggests that if there must be a second layer of tax on busi-
ness, all business income should be subject to the tax. As a practical matter,
this is not possible because of America’s veneration of small business. Given
that immutable political constraint, we should probably at least try for con-
sistency: we should not allow some large businesses to avoid paying taxes
while most large business must.

In its list of possible tax reform options, the president’s Economic Recovery
Advisory Board in 2010 included proposals that would require publicly
traded partnerships to pay corporate taxes, and would require businesses
above a certain size to be subject to corporate tax. And in mid-201 1, ru-
mors abounded that the Treasury Department was considering a proposal
that would impose corporate tax on all businesses with more than $50 mil-
lion of receipts. Proposals like these are likely to remain on the table as long
as tax reform and deficit reduction are getting serious consideration.
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Summary

One of the most difficult political hurdles for corporate tax reform is its po-
tentially negative effect on pass-through businesses. For example, if deduc-
tions and credits for all business are used to pay for rate reductions on corpo-
rations, the opposition of pass-through businesses—including the hugely in-
fluential small-business lobby—would be absolute. And when it comes to
proposals that entirely eliminate the corporate tax (discussed in Chapters
I3 and 14), they often include new taxes that subject pass-through entities
to new tax burdens. Carried away by their enthusiasm for a level economic
playing field, tax reformers tend to gloss over this issue. But it is a sure bet
that any tax reform plan that has a real chance of becoming law will have to
grapple with this issue front-and-center.
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State Corporate
Taxes

Making a Bad Situation Worse

At the federal level, the corporate tax is our most complex and economi-
cally damaging tax. State corporation taxes take this bad situation and make
it worse. To collect their corporate tax, each state starts with the federal
corporate tax and then makes adjustments and modifications to meet its
own set of policy and revenue objectives. Then each must engage in the al-
ways contentious fight with corporations about what share of national prof-
its falls inside its jurisdiction. For all this aggravation—for all this fingernail-
scratching-on-the-blackboard pain—the states collectively never raise more
than one-third of the revenue that the IRS collects from the federal corpo-
rate tax—and in some years considerably less.

Forty-two states and the District of Columbia have full-fledged corporation
taxes. Four have broad-based business taxes that in varying degrees take the
place of corporation taxes. (Two of the four are classified as corporation
taxes by the Census Bureau.) And the four remaining states have no cor-
porate or general business tax at all. In 2009 the Census Bureau tallied a
grand total of $40.5 billion in state corporate tax revenues.

The corporation tax is not a major source of revenue for most states. Indi-
vidual income taxes and sales taxes are far more important. Nationwide,
corporate tax accounts for 3.6 percent of total state revenues. Table | |-1
shows that in only six states does the corporate tax (or a general business



112 | Chapter 11 | State Corporate Taxes

tax) account for more than 5 percent of total state revenue: New Hamp-
shire (8.7%), California (8.4%), Wisconsin (7.8%), Alaska (7.1%), lllinois
(6.8%), and New Jersey (5.8%). Nearly one-quarter of all state corporation
tax is collected by the state of California.

Table I 1-1. State Corporation Taxes, Rates, and Revenue

Corporate Corporate Tax As
Jurisdiction Top Corporate Rate Tax Revenue | a Percentage of
(2011) (Millions) Total State
(2009) Revenue (2009)
United States -- $40,478 3.6%
Alabama 6.50% $494 2.3%
Alaska 9.40% $632 7.1%
Arizona 6.97% $592 2.5%
Arkansas 6.50% $346 2.7%
California 8.84% $9,536 8.4%
Colorado 4.63% $330 3.2%
Connecticut 7.50% $444 2.0%
Delaware 8.70% $209 3.6%
District of Columbia 9.98% $420 3.6%
Florida 5.50% $1,837 4.0%
Georgia 6.00% $695 2.1%
Hawaii 6.40% $79 1.2%
Idaho 7.60% $142 2.6%
Illinois 9.50% $2,752 6.8%
Indiana 8.50% $839 3.0%
Towa 12.00% $264 2.0%
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Corporate Corporate Tax As
Jurisdiction Top Corporate Rate Tax Revenue | a Percentage of
(2011) (Millions) Total State
(2009) Revenue (2009)
Kansas 4.00% $371 3.2%
Kentucky 6.00% $390 2.0%
Louisiana 8.00% $613 2.7%
Maine 8.93% $143 2.2%
Maryland 8.25% $749 3.1%
Massachusetts 8.25% $1,790 4.8%
Michigan Business Tax (4.95%) $703 1.5%
Minnesota 9.80% $779 3.4%
Mississippi 5.00% $324 2.3%
Missouri 6.25% $279 1.5%
Montana 6.75% $164 3.4%
Nebraska 7.81% $198 2.7%
Nevada No corporate tax -- 0.0%
Business Profits
New Hampshire Tax (8.5%) $493 8.7%
New Jersey 9.00% $2,529 5.8%
New Mexico 7.60% $204 2.1%
New York 7.10% $4,428 4.8%
North Carolina 6.90% $901 2.9%
North Dakota 6.40% $130 3.0%
Commercial Activities
Ohio Tax (0.26%) $521 2.1%
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Corporate Corporate Tax As
Jurisdiction Top Corporate Rate Tax Revenue | a Percentage of
(2011) (Millions) Total State
(2009) Revenue (2009)
Oklahoma 6.00% $343 2.0%
Oregon 7.60% $259 3.3%
Pennsylvania 9.99% $1,741 4.5%
Rhode Island 9.00% $108 2.3%
South Carolina 5.00% $219 1.1%
South Dakota No corporate tax $49 2.0%
Tennessee 6.50% $816 4.4%
Texas Margin Tax (1%) -- 0.0%
Utah 5.00% $246 2.8%
Vermont 8.50% $87 1.9%
Virginia 6.00% $633 2.4%
Washington No corporate tax -- 0.0%
West Virginia 8.50% $421 3.8%
Wisconsin 7.90% $657 7.8%
Wyoming No corporate tax -- 0.0%

Source: U.S. Census Bureau and the Tax Foundation.

The heyday of state corporate taxation was the 1980s, when tax revenue
averaged 7.6 percent of corporate profits. In the 1990s, the average de-
clined to 5.4 percent. And since then the average has been 4.1 percent. This
decline, illustrated in Figure | 1-1, is due to a combination of legislative relief
and aggressive tax planning.
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Figure I 1-1. State corporation taxes as a share of U.S. domestic profits, 1948-2009.
Source: U.S. Census Bureau and Bureau of Economic Analysis.

State corporate taxes may be down, but they are not out. State budgets
have been extremely tight as a result of the recession. And unlike the fed-
eral government, states cannot borrow to meet their general revenue
needs. It will not be easy for any state to forgo the revenues it gets from
business taxes. For example, despite a Republican legislative majority, Re-
publican governor Nikki Haley of South Carolina was unable to win passage
in the 201 | legislative session of her August 2010 campaign proposal to re-
peal the state’s corporate income tax.

Trench Warfare

Businesses and state tax collectors are engaged in an endless battle over the
corporate tax. State legislators cannot seem to make up their minds who to
side with—one year wishing to collect more revenue, the next wishing to
provide incentives. The results is an uncertain and ever-changing corporate
tax landscape where the amount of effort expended administering and com-
plying with the tax is out of proportion with the revenue collected. In addi-
tion to the usual fights over tax rates and targeted tax breaks that we see at
the federal level, state corporation taxes have their own special set of con-
voluted controversies. The following paragraphs describe three of them.
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First there is the issue of nexus. This term refers to the level and nature of
business activity that a corporation must have in a state before the state can
impose tax. Obviously, if a corporation has a manufacturing facility inside a
state’s border, the corporation will be liable for the state’s corporation tax.
But what about delivery of products to a neighboring state? Does that sec-
ond jurisdiction have nexus? Does it matter if the corporation uses its own
trucks? Does it matter if those trucks are garaged and repaired by the cor-
poration in the neighboring state? Does the presence of a sales force in the
neighboring state establish nexus? These are not easy questions to answer.
And each state has its own set of rules. Businesses have accused the states
of trying to “export” taxes to out-of-state businesses and repeatedly have
tried to get Congress to require states to use a limited and uniform nexus
standard. (And yes, Congress does have the constitutional authority to re-
strict the ways states collect taxes.)

The second issue is what is known as combined reporting. Many states allow
profits to be attributed to out-of-state subsidiaries even when those subsidi-
aries are closely associated with in-state business. This loophole makes it pos-
sible for corporations to shift profits from high-tax states to low-tax states
and to no-tax out-of-state holding companies. The most prominent example
of the abuse made possible by a lack of combined reporting is the sequestra-
tion of valuable trademarks into Delaware holding companies. These compa-
nies charge parent companies royalties for the use of these trademarks, re-
ducing profits in the states where the companies really do business. About
half the states with corporation taxes have combined reporting. Legislators
wishing to increase revenue continuously advocate for combined reporting,
while legislators wishing to improve competitiveness of in-state businesses
fight against it.

The third area of controversy is formulary apportionment. In the 1950s, under
the threat of action by the federal government, most of the states agreed to
a three-factor formula for apportioning profits for purposes of imposing cor-
porate tax. Under this system, a state’s share of a corporation’s taxable prof-
its was equal to the average of the state’s share of the corporation’s nation-
wide sales, property, and payroll. Over the past two decades, states have
been moving away from the equal-weighting of the three factors to increased
weighting of sales. Some states have gone to the limit and only use sales. This
trend reduces taxes on in-state producers at the expense of companies “im-
porting” products into the state. Besides the political advantages, this change
encourages in-state job creation because taxes on in-state investment and
employment are cut.
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Possible Reforms of State Taxes

State corporation taxes contribute greatly to the non-uniform treatment of
businesses within the United States. State corporate tax rates vary. State
definitions of taxable corporate profits vary. State definitions of taxable
corporate entities vary. State formulas for apportioning the profits of multi-
state businesses vary. On top of all this, states are keen to provide special
corporate tax incentives on a case-by-case basis—along with property and
sales tax incentives and other forms of aid—to businesses threatening to
move out of or on the verge of moving into their jurisdictions. All of the
resulting complexity and efficiency-draining distortions reduce national
competitiveness.

One way to eliminate most of the complexity and controversy surrounding
state corporate taxes would be to require states that wish to impose a cor-
poration tax to use the federal corporate tax base, allow the IRS to adminis-
ter the tax, and then apportion taxable corporate income of multistate busi-
nesses under a uniform set of rules. This approach does not eliminate tax
competition because states could still bid against each other by choosing
whatever tax rate they wish. This approach would be similar to what has
been adopted in Canada. It is also similar to the common consolidated cor-
porate tax base now being considered by the European Union to replace its
member states’ corporate taxes.

There are two paths for achieving this reform. States could enter into nego-
tiations under the auspices of some public-spirited, nonpartisan institution
and voluntarily agree to a uniform add-on tax. Unfortunately, states instinc-
tively cling to their sovereignty like a dog clings to a bone. States are reluc-
tant to give up any of their taxing authority. They will never agree to coor-
dination unless under strong coercion (as they were in the 1950s when they
moved toward uniform apportionment formulas).

The only viable path is the second alternative: congressional action. Under
the Constitution, Congress has the power to affirmatively regulate state
taxing power. But there is no interest in Congress for this type of reform.
Business groups like the current system. The extra complexity is worth it to
them because the pressure is always on states to provide more loopholes.
With business and the state governments opposed, Congress has no politi-
cal motivation for change.

If fundamental tax reform were ever to occur at the federal level, it could be
a catalyst for change at the state level. For example, there is a lot of discus-
sion of replacing the current corporate tax with some sort of value-added
tax or of replacing all federal income taxes with a flat tax. (We'll discuss
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these options more in Chapters |13 and 14.) States currently collecting cor-
porate tax depend heavily on federal rules and enforcement efforts. Because
it would be extremely difficult for states to continue corporate taxation if
the federal corporate tax were repealed, states would almost certainly have
to move in parallel with the federal government. Whatever the federal re-
placement for the corporate tax might be, that would be the new starting
point for determining state business taxes.

Some states have already replaced or are considering replacing their corpo-
ration taxes with entirely new business taxes. In 2005, Ohio repealed its
corporate tax and replaced it with a 0.26 percent tax on gross business re-
ceipts, known as the Commercial Activity Tax (CAT). This tax applies to all
businesses, not just corporations. This change by Ohio will help Ohio manu-
facturers by redistributing the business tax burden to retailers, wholesalers,
and service firms. It is certainly simpler than the corporate tax. However,
the tax is unfairly and unevenly applied from the perspective of the con-
sumer. Goods that go through many intermediate stages of production and
delivery by different firms may be subject to much higher cumulative levels
of tax than goods that are built from scratch and delivered to a customer by
a single firm.

Beginning in 2008, Texas stopped collecting corporate tax. It now has what is
called the Texas Margin Tax. This tax applies to all businesses, not just cor-
porations. The tax rate is | percent for most businesses and 0.5 percent for
wholesalers and retailers. Under the new law, the “margin” subject to tax is
the lesser of (1) total revenue minus cost of goods sold, (2) total revenue
times 70 percent, or (3) total revenue minus employee compensation. The
first of these means the business is effectively subject to a value-added tax.
The second of these options means the business is effectively subject to a
gross receipts tax. The third option is not like anything in any tax textbook,
but serves the important political purpose of reducing the burden on labor-
intensive service-oriented businesses—like law and accounting firms—that
may never have been subject to a general business tax before.

California still has a corporate tax, but reform proposals have received
some attention. In 2010, at the end of his administration, former Governor
Arnold Schwarzenegger endorsed a sweeping reform plan that included a
new Net Business Receipts Tax. Under the proposal, all businesses, not just
corporations, would pay a tax on the difference between their gross re-
ceipts and their purchases from other businesses. There would be no de-
ductions for wages or interest. Essentially, the new tax would be a value-
added tax. The revenues from the new tax would be used to eliminate the
state corporation income tax, dramatically cut the state sales tax rate, and
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flatten the progressive rate structure of the income tax. The tax got no-
where in the legislature. Conservatives opposed a new tax on business. Lib-
erals opposed the tax because they believed the burden would fall dispro-
portionately on the poor.

Summary

The complexity and issues with the federal corporation tax are so over-
whelming that it is tempting to dismiss state corporate taxes as relatively
unimportant. But the problems cannot be ignored. Our current tangled web
of state corporation taxes is antithetical to the goals of simplicity, fairness,
and efficiency. If we wish to truly reform corporate taxes in the United
States, fundamental changes to state corporation taxes must be included.
Unfortunately, politics and tight budgets keep prospects of a widespread
state corporate tax cleanup extremely remote.



CHAPTER

12

Corporate Tax
Simplification
Always the Bridesmaid

Paying tolls on a crowded highway is nobody’s idea of a good time. Econ-
omists analyzing the phenomenon will tell you tolls impose three separate
costs on drivers. First, there is the monetary cost of paying the toll itself.
Second, there are the efficiency costs on drivers who take slower and less
direct back roads to avoid paying the toll. Third, for drivers who do not take
the back roads, there are the burdens involved in the process of paying the
toll: out-of-pocket costs (e.g., extra gasoline used idling), the hassles (e.g.,
whining kids, bumper-to-bumper traffic), and the time wasted waiting in line.

Taxes, like tolls, impose these same three types of costs. First, taxpayers
have the monetary costs of the taxes themselves. Second, there are the effi-
ciency costs that stem from taxpayers’ changing their behavior to minimize
tax. Third, there are the out-of-pocket costs, the anxiety, and the time in-
volved in the process of paying the tax. This chapter is about the third of
those three costs—the compliance costs—as they relate to corporate taxes.

Tax Complexity in General

Somewhere out there are people who are organized, public-spirited math
wizards not intimidated by bureaucratic rules. And then there are the rest
of us.
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For most Americans, the annual ritual of paying income taxes is misery. There
is the cost in time and money of recordkeeping, reading instructions, filling
out forms, and meeting deadlines. And then, if you think you might qualify for
one of those tax breaks politicians like to advertise, congratulations! That in-
volves more forms and instructions. There is the anxiety of making a mistake
and being audited. And just when you are starting to feel a little relieved as
you wind up your filing obligations to Uncle Sam, most of us have to repeat
the exercise to pay state income taxes. TurboTax and other tax software
have done a lot to smooth out the rough spots. But still, for most Americans,
the words “April 15th” are more dreaded than “root canal” or “we have to
call the plumber.”

Small businesses experience the same pain multiplied a dozen times. They
are not big enough to have their own in-house staff, but they face far more
tax complexity than the average individual taxpayer. Business compliance
costs are, adjusted for size, higher for small business than for large business.
And as with individuals, the intangible anxiety costs are extremely high.
Small businesses are often struggling financially and taxes could put them
over the edge. Expert and confident in their fields of specialization, small
business owners are intimidated and frustrated by seemingly endless and
undecipherable requirements for complying with tax rules.

Economists have tried to measure the compliance cost of taxation on the
American public, but it is an extremely difficult task. There is a lot of varia-
tion in costs across different types of taxpayers. A single individual with one
job and one bank account should have little difficulty. For a wealthy couple
with a small business and a diversified portfolio, it is an entirely different
story. Furthermore, very few of us really can make an accurate assessment
of time spent complying with the tax law. With those caveats in mind, a rea-
sonable ballpark estimate for the total cost of compliance for the economy,
based on a review of the available estimates, might be about | percent of
GDP—about $150 billion. That works out to an average of about $450 for
every individual in the United States.

The IRS estimates that Americans spend a total of 6.1 billion hours each
year complying with federal taxes. To arrive at this figure, the IRS multiplies
the number of forms filed by the estimated average time it takes to com-
plete the form. That’s equivalent to the full-time employment of 3 million
workers. If you paid those workers approximately $25 an hour, you arrive
at the | percent of GDP figure discussed above. Some analysts—especially
anti-tax conservatives—estimate the figure to be double or triple that
amount. They could be right. Nobody really knows. All estimates of com-
pliance costs are nothing more than educated guesswork.
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Corporate Tax Complexity

What portion of those costs is related to the corporation tax? Most of the
hours attributed to tax compliance are related to the taxation of individuals,
sole proprietorships, partnerships, and Subchapter S corporations. Also in-
cluded in the overall total are the compliance costs associated with em-
ployment taxes, estate and gift taxes, and excise taxes.

If the IRS methodology is to be believed, only a small fraction of total com-
pliance costs is related to C corporations. In 2008, approximately 1.8 million
C corporation returns were filed. Estimated average time to complete the
return was 194 hours. Multiplying the two figures yields total time spent on
corporate taxes equal to 350 million hours—about 6 percent of the esti-
mated 6.1 -billion-hour total. If the average cost of corporate labor is $50 an
hour, the compliance cost would be $17.5 billion annually.

A 2002 study sponsored by the IRS that used survey results estimated that
midsize and large businesses incurred compliance costs of approximately
$22 billion in 1999. Adjusted for economic growth, that figure would be ap-
proximately $34 billion in 2008. About three-quarters of all business re-
ceipts from businesses with over $100 million in assets are from C corpora-
tions. So another estimate of C corporation compliance cost is three-
quarters of $34 billion, or about $25 billion.

Again, as with overall tax compliance costs, any estimates of compliance costs
relating to the federal corporate tax are speculative. One problem is that it is
difficult to separate the costs of financial accounting and planning from the
costs of tax accounting and planning. Another problem is separating corpo-
rate tax compliance costs from other tax compliance costs. All big corpora-
tions have tax departments, but a lot of their time is spent working on other
taxes, including property taxes, payroll taxes, and excise taxes. Third, a lot of
corporate tax compliance cost is not related to the U.S. federal corporate
tax. General Electric pointed out in its latest annual report that it filed over
6,400 income tax returns in over 250 global taxing jurisdictions, and that the
company is under examination or engaged in tax litigation in many of these ju-
risdictions. A fourth problem is that not all compliance costs are incurred by
the tax department. For example, an IRS audit involving transfer-pricing issues
will involve managers from all parts of the organization.

Sources of Complexity

We will never arrive at a precise figure for corporate compliance costs, but
we can be certain it is large. Time is better spent in figuring out where the
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complexity exists and what can be done to reduce it. The following three
examples illustrate some of the problems.

Corporate Alternative Minimum Tax

The purpose of the corporate alternative minimum tax (AMT), like the indi-
vidual alternative minimum tax, is to prevent any taxpayer from getting so
many tax benefits that no tax is paid at all. Yes, Congress likes to shell out
tax benefits, but it is bad press when anybody is “zeroing out”—especially
large, profitable corporations.

To avoid this problem, Congress requires corporations with over $7.5 mil-
lion of gross receipts to check and see if they are liable for AMT. To calcu-
late AMT, corporations start with regular taxable income and then enlarge
that figure by removing certain tax benefits. AMT income is then multiplied
by the 20 percent AMT rate. To the extent the new AMT number exceeds
regular corporate tax, the corporations owe AMT. So after a corporation
computes its regular corporate tax, it must compute a second tax liability
using a different set of rules. The corporate AMT is an accounting and ad-
ministrative nightmare.

In most cases, the AMT is a temporary tax. That’s because AMT liability can
be credited against future regular tax liability. Here is an example of how it
works. Suppose every year in the past a corporation computed an AMT of
$30 million and a regular corporate tax of $35 million. No AMT was ever
due. Then, in the current year, AMT jumps to $37 million. There is AMT lia-
bility of $2 million in the current year. In the next year the corporation re-
turns to its usual pattern. It has $35 million of regular tax and $2 million of
AMT credits. Net tax payment in the next year is $33 million. Over all the
years, regular corporate tax averages $35 million, and average AMT is zero.

Despite all this mumbo jumbo, the AMT has not been effective in eliminating
the unsightly phenomenon of large, profitable corporations paying little or
no tax. This is because the tax breaks (called “preferences”) used to cal-
culate AMT are a small subset of tax benefits available to corporations. The
real culprits behind big low-tax corporations—high levels of corporate debt,
aggressive transfer pricing, accelerated depreciation, and tax shelters—are
not caught by the AMT. The corporate AMT is a toothless tiger.

Not only does the corporate AMT fail to serve its original purpose, it only
raises a relatively small amount of revenue. Table 12-1 shows AMT payments
and net AMT revenue raised after credits for the years 1987 through 2008.
In many years, AMT credits against regular tax have exceeded AMT liability,
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making the AMT an overall revenue loser. Over 22 years, the corporate
AMT has raised a total of only $13 billion. Although corporate tax reformers
are desperately searching for revenues to pay for rate reduction, their pro-
posals usually also include elimination of the corporate AMT. This is one of
the most obvious ways of simplifying the corporate tax.

Table 12-1. Corporate AMT Revenues, 1987-2008 (in Billions)

Year AMT Payments AMT Credits Used N(-(}LQZTCIE:;%;J ¢
1987 2.2 2.2
1988 3.4 0.5 2.9
1989 3.5 0.8 2.7
1990 8.1 0.7 7.4
1991 5.3 1.5 3.8
1992 4.9 2.3 2.6
1993 4.9 3.0 L9
1994 4.5 3.3 1.2
1995 4.3 4.8 -0.5
1996 3.8 4.7 -0.9
1997 3.9 4.1 -0.2
1998 3.3 3.4 -0.1
1999 3.0 3.5 -0.5
2000 3.9 5.2 -1.3
2001 1.8 3.3 -1.5
2002 2.5 2.0 0.5
2003 2.3 3.4 -1.1
2004 3.4 3.7 -0.3
2005 3.3 7.1 -3.8
2006 3.7 5.9 —2.2
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Year AMT Payments AMT Credits Used N(-(}LQZTCIE:;%;J ¢
2007 3.2 3.2 0.0
2008 2.3 1.9 0.4
Sum 81.6 68.3 13.3

Source: IRS, Statistics of Income.

Taxation of Foreign Profits

Another major source of complexity for large corporations are U.S. tax
rules for taxing foreign profits. It is generally agreed that U.S. rules for mul-
tinational taxation are more complicated than the rules of other countries.
Still, although a lot can be done to simplify these rules, much of the com-
plexity is unavoidable.

You might think that completely exempting foreign profits of U.S. corpora-
tions (a so-called “territorial” system, discussed in Chapter 8) from U.S. tax
would do wonders for complexity. After all, what could be simpler than col-
lecting zero tax? Well, it turns out that many of the complex rules would
remain, and some might have to be strengthened. Disputes would continue
to rage between multinationals and the IRS over transfer pricing and other
issues concerning the location of income and expenses. To protect the U.S.
tax base, foreign profits from passive investment must continue to be sub-
ject to U.S. tax. And now that foreign profits would be eligible for exemp-
tion instead of just deferral from U.S. tax, complex anti-deferral rules de-
signed to prevent abuse would become anti-exemption rules.

There is one area of international taxation that would enjoy considerable
simplification under a territorial system. Foreign tax credit rules would no
longer be needed for exempt income. Moreover, the huge hassle U.S. multi-
nationals face trying to match dividend repatriations to those available for
foreign tax credits would become a welcome relic of the past.

The Research Credit

Not all complexity in the tax law is foisted on corporations by a money-
hungry Congress. Sometimes they ask for it. And there is perhaps no better
example of this than the immensely popular tax credit for research activities.
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As pointed out in Chapter 6, there are three alternative methods of com-
puting the credit. Two of these options are incremental credits in which the
credit rate is a function of the difference between current expenditures and
prior years’ expenditures. This means that calculation of the credit requires
information from multiple past years, as well the current year. Sometimes
that recordkeeping must extend back to the 1980s. If there have been any
mergers and acquisitions between the current year and so-called base years,
complex adjustments must be made. Start-up companies have their own
complex set of rules.

Further problems arise due to the inherent difficulty in defining qualified re-
search expenditures. There is a running battle between the IRS and industry
about the definition of qualified research. The statute seems to say that in
order to qualify, research should involve the discovery of new information.
But under intense pressure from corporations, that requirement has been
dropped. Then there is the question of expenditures on different types of
personnel. Of course, scientists working in labs should qualify. But what
about supervisors, administrators, and sales personnel, who are also in in-
volved in research? Research is not easy to quantify and there will never be
a bright line separating qualified research from nonqualified.

The Prospect for Corporate Tax
Simplification

Despite the incessant talk about the need for tax simplification, Congress
and the IRS are rarely able to make inroads. The need to prevent abuse, to
be accurate, to be fair, to deliver benefits through the tax system, and to
reach political compromise almost always take precedence. All the major
proponents of the Tax Reform Act of 1986 wanted to simplify the tax law.
They failed miserably. The 1986 act added vast new complexity to the tax
law. And since 1986, the tax law has become even more complex.

It is important to distinguish simplification efforts for individuals and small
businesses from those for large corporations. The compliance costs for indi-
viduals and small business are proportionately larger than they are for large
corporations. Furthermore, they have an emotional element—absent from
corporate tax compliance—that makes them a hot-button political issue.

Because of the widespread tax anxiety among the populace, any politician
can get applause for proposing to simplify the code. This is the appeal of the
Flat Tax (discussed in the next chapter) and its promise of a postcard-size
tax return. Most efforts by politicians to simplify tax law are overwhelmingly
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focused on the problems faced by individuals and small business. Corporate
tax simplification is purely about dollars and cents. When the posturing and
speechmaking are done, simplification is no longer a priority. In the making
of corporate tax policy, simplification is often a nice ex-post justification and
added talking points in favor of a proposal. And when a popular, new provi-
sion coming down the legislative pipeline adds complexity, the concept of
tax simplification is simply ignored.

To repeal the corporate AMT, we would have to live in a world where Con-
gress valued simplicity more than revenue. To repeal the research credit, we
would have to live in a world where businesses valued simplicity more than
they valued billions of tax credits. We don’t live in such a world.

And even if we did, there are significant limitations on what even the most
radical corporate tax simplification could achieve. As long as states and
other countries around the world have corporate taxes, most of the basic
headaches of corporate tax remain in place even if somehow the federal
corporate tax were to disappear. And here is the real kicker: Switching to a
simpler system necessarily adds complexity, as taxpayers must learn new
rules and comply with two sets of rules during the transition period. There
is nothing simple about simplification.

Summary

Simplification should remain a priority in tax reform. The benefits may be
smaller than advertised, and the effort required more arduous than many
believe. But it is still worth the effort. Reducing compliance costs by a few
billion dollars frees resources and brainpower that can be put to far more
productive uses than dodging and weaving from Uncle Sam.
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13

Fundamental Tax
Reform

Ready for a Revenue Revolution?

There is conventional tax reform. And then there is fundamental tax reform.

Conventional tax reform involves modifying the current system by lowering
tax rates and broadening the tax base. Fundamental tax reform involves get-
ting rid of individual and corporate income taxes entirely and replacing them
with a whole new tax system. Conventional tax reform is a gargantuan po-
litical task, but it has been done—Iike manned flight to the moon. Fun-
damental tax reform in a large economy is entirely unprecedented—Iike go-
ing to Mars.

The two most popular options for fundamental reform ideas are the Flat
Tax and the Fair Tax. The Flat Tax would replace the corporate and indi-
vidual income taxes with a single-rate tax on individuals and businesses. The
tax would be so simple that most taxpayers would only need to file a post-
card-size return. The most prominent advocates of the Flat Tax are Steve
Forbes, millionaire publisher and former candidate for the Republican presi-
dential nomination, and Dick Armey, Republican from Texas and former
Majority Leader of the House of Representatives.

The Fair Tax would replace the current tax system with a national sales tax.
Individuals would no longer have to file tax returns at all! Former Republi-
can congressman John Linder of Georgia has been the main promoter of the
Fair Tax.
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Before discussing these fundamental reforms, | will provide an overview of
the value-added tax (VAT). This may seen a strange to anybody who is fa-
miliar with conservatives’ visceral hatred of the VAT, which they view as the
funding mechanism that makes possible the extensive social programs in
Europe. What does the “liberal” VAT have to do with the “conservative”
Flat and Fair Taxes? As we shall see, they are in fact almost economically
identical. They are all taxes on consumption.

The critical distinction between existing VATs and proposed fundamental
reforms is context. Consumption taxes like VATs so far have been add-on
taxes appended to the existing income tax system. Consumption taxes like
the Flat and Fair Taxes would be replacement taxes that would ultimately not
increase the overall size of tax collections. Conservative enthusiasm for
consumption taxes like the Flat Tax and the Fair Tax would instantly evapo-
rate if they were proposed as add-on taxes.

Value-Added Taxation

Value-added is a measure of business activity. It is the difference between a
business’s sales revenue and the cost of its purchases from other businesses.
In the vertical chain of production and distribution—Ilike that, say, from a
wheat farmer to a supermarket selling bread—the sum total of all the value
added by each business in the chain equals the retail sales price.

Value-added taxes are collected from businesses. The biggest differences be-
tween VATs and corporate taxes are that VATs do not allow deductions
for wages and interest and—on the plus side for business—they allow capi-
tal to be expensed instead of requiring depreciation. Another difference is
that value-added taxes apply to all businesses, corporate and non-corporate
(although for administrative simplicity there are often exceptions for the
very smallest of businesses). As shown in Table 13-1, VATs are collected by
governments of all the world’s biggest economies, except the United States.

Table 13-1. VATs Around the World

Country Year VAT First YAT Rate
Implemented in 2010

Australia 2000 10.0

Canada 1991 5.0

Chile 1975 19.0

China 1994 17.0
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Country Year VAT First YAT Rate
Implemented in 2010
France 1968 19.6
Germany 1968 19.0
Greece 1987 19.0
Hungary 1988 25.0
Ireland 1972 21.0
Italy 1973 20.0
Japan 1989 5.0
Korea 1977 10.0
Mexico 1980 16.0
Netherlands 1969 19.0
New Zealand 1986 125
Norway 1970 25.0
Poland 1993 22.0
Portugal 1986 20.0
Spain 1986 16.0
Sweden 1969 25.0
Switzerland 1995 7.6
Turkey 1985 18.0
United Kingdom 1973 17.5
United States -- None

Source: Organisation for Economic Co-operation and Development

Around the world, the trend seems to be for increasing reliance on value-
added taxation. In 201 1, the Conservative-led ruling coalition in the United
Kingdom raised the VAT rate from 17.5 to 20 percent. And in Japan, highly
influential business groups are lobbying for an increase in the VAT from 5 to

at least 10 percent.
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Value-added taxes are much more favorable than income taxes for saving
and investment. The main reason for this is that VATs generally allow busi-
nesses an immediate write-off of capital purchases. The value of expensing is
so beneficial that economists consider it equivalent to exempting capital in-
come from tax. With income from saving exempt, only consumption is
taxed. That’s why a VAT is considered a consumption tax.

There are two key features of consumption taxes that drive their eco-
nomics and the politics. First, consumption taxes do not penalize savings like
income taxes do. So replacing the income tax with a consumption tax will
increase saving. Increasing saving will increase capital formation, which in
turn increases productivity and competitiveness. The main economic justi-
fication for replacing an income tax with a consumption tax is the boost it
will provide to competitiveness. Although economists argue about the size
of the economic benefit, there is widespread agreement that consumption
taxation is economically superior to income taxation.

The second important feature of consumption taxation is that it is rela-
tively more burdensome on low-income households than high-income
households. That’s because poor families typically spend a larger share of
their income than do rich families. (For example, a poor family may, by
borrowing, spend more than its income, while a rich family may save 20
percent of its income.) And so, all things otherwise kept equal, a switch
from income to consumption taxation would shift the burden of taxation
down the income scale.

Republicans object to value-added taxation because they see it as a “money
machine” for big government. Democrats object to the redistribution of the
tax burden to the poor. Pundits quip that Democrats will favor a VAT when
they realize it is a money machine and Republicans will support it when they
realize it redistributes burden away from high-income households.

No matter what your personal preferences may be, you should acknow-
ledge that if a VAT is ever going to become law in the United States, there
will have to be accommodations made to alleviate the burden on low-
income families. With the intent of alleviating the burden on the poor, most
VAT systems now in place provide preferential treatment for various neces-
sities. Those items typically include home-prepared food, medical care, and
some types of clothing. Although it is widely adopted, tax experts consider
this bifurcated approach a clumsy and complex solution to the fairness issue.
(After all, rich people can purchase large amounts of “necessities” eligible
for a reduced VAT rate.)
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A preferred alternative among policy experts for the regressivity problem is
to provide cash rebates (or refundable tax credits) to low-income house-
holds. One novel approach made possible by modern technology would
provide tax relief for necessities only to low-income families using “smart
cards” to verify their identity.

Before concluding this brief overview of value-added taxation, it is worth
taking a moment to discuss the VAT’s role in cross-border trade. Most
VATs around the world have a feature known as border adjustability. By in-
ternational agreement, VATs are taxes on domestic consumption. That
means exports are not subject to tax by the exporting country, and imports
are subject to tax as they enter the country. Border-tax adjustments are not
available for corporate taxes.

Many politicians consider border-tax adjustability to be a major benefit of
value-added taxation. They view border adjustments as subsidies for ex-
ports and tariff-like penalties on imports. However, most economists be-
lieve that the trade advantages of border adjustments are only an illusion.
Border-tax adjustments are necessary to keep a level playing field between
imports and domestically produced goods (both taxed at the same rate
when there are border adjustments) in each country’s home market.

The Flat Tax and the Fair Tax

If somebody could invent a consumption tax that had all the pro-growth
benefits without unduly adding extra burden on the poor, it would be a
considerable achievement. The Flat Tax is a consumption tax that attempts
to do exactly that.

The Flat Tax is a VAT split into two parts. As noted previously, a VAT is a
tax imposed exclusively on businesses. A Flat Tax takes some of the VAT
business burden and imposes it on individuals. If you recall, a VAT does not
allow a deduction for wages. In contrast, the Flat Tax does allow businesses
to deduct wages. So, instead of wages being taxed at the business level, as
under a VAT, wages are taxed at the individual level under a Flat Tax. To
alleviate the burden on low-income families, the Flat Tax grants a large
standard deduction—something like $20,000 each year for a family. Table
[3-2 shows how, except for the standard deduction, the Flat Tax is equiva-
lent to a VAT.
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Table 13-2. The Equivalence of the Flat Tax and the VAT

VAT (20% Rate) Flat Tax (20% Rate)
Business Tax Business Tax
Gross receipts $100.00 | Gross receipts $100.00
Less Less
Materials cost $25.00 Materials cost $25.00
Capital expenditures  $10.00 Capital expenditures  $10.00
Employee
compensation $50.00
Total cost $35.00 Total cost $85.00
Equals Equals
Tax base $65.00 Tax base $15.00
Tax at 20% rate $13.00 Tax at 20% rate $3.00
Individual Tax Individual Tax
Employee
None compensation $50.00
Less
Standard deduction $20.00
Equals
Tax base $30.00
Tax at 20% rate $6.00
Total business and Total business and
individual tax $13.00 | individual tax $9.00
Total tax without
standard deduction $13.00

The Flat Tax has largely the same economic characteristics of any broad-
based consumption tax. Because the tax effectively exempts capital income,
the bias against capital formation under current law is eliminated. By replacing
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the current individual income and corporate taxes, the Flat Tax could foster
increases in productivity, wages, economic growth, and competitiveness.

By eliminating the corporate tax, the bias in favor of debt over equity would
vanish and so would the bias in favor of non-corporate business. These eco-
nomic benefits, however, could turn into political liabilities. Debt-heavy
business would howl in protest unless the rate were sufficiently low. Non-
corporate businesses that paid no entity-level tax before now would incur
large new federal tax liabilities.

A pure Flat Tax would eliminate all credits and special deductions. But there
have been Flat Tax proposals that have allowed the deductions for mortgage
interest and charitable contributions to remain. In the real world, any Flat
Tax that had a chance of becoming law would probably retain many tax
breaks that exist under current law. Even still, the exemption of capital
gains, interest, and dividends from individual income tax—eliminating so
many hundreds of special tax rules on saving and investment income—
would make the new tax system much simpler relative to current law.

Because of the generous standard deduction, the Flat Tax imposes less bur-
den on the poor than a plain-vanilla VAT. But wealthy families still would
significantly benefit relative to current law because corporate profits would
no longer be double-taxed, the estate and gift taxes would be eliminated,
and the progressive rate structure would be flattened. To address the lack
of high-end progressicity in the Flat Tax, some have proposed what is called
an X-tax. The X-tax essentially has the same structure as the Flat Tax, with
the important difference that wages are taxed at progressive rates.

For those who seek to pull the income tax out by its roots, the major com-
petitor to the Flat Tax is the Fair Tax, a national retail sales tax that would
replace all existing federal taxes. Congressman Linder first proposed the tax
in 1999, and when he left Congress in 2010 his latest version of the bill had
over 60 cosponsors. Companion legislation introduced by Senator Saxby
Chambliss (R-Georgia) had four cosponsors. The Fair Tax Book, coauthored
by Linder and radio host Neil Boortz, spent time on top of the New York
Times bestseller list in 2006.

Like the VAT and the Flat Tax, the Fair Tax is a consumption tax and shares
the economics of those taxes. It would help promote economic growth by
removing the income and corporate taxes’ bias against saving and invest-
ment. But it would also redistribute the tax burden from the rich to poor.
To partially address this last problem, the Linder plan would provide families
cash rebates for the amount of tax that would be paid on purchases equal to
poverty-level income.
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The Fair Tax plan would eliminate the IRS. The tax would be collected by
the states. There is much dispute about the rate needed for a Fair Tax to
make up the revenue lost from the repeal of all other federal taxes, but it
almost certainly is in the neighborhood of 30 percent. But probably the
most damaging critique of the Fair Tax is that it ventures into the no-man’s
land of tax enforcement. Collecting all revenue at high rates from retailers
and service providers could result in widespread tax evasion. The difficulty
of enforcing a broad-based sales tax at high rates is often explained to be
the reason most nations have adopted the economically equivalent VAT in-
stead of a sales tax.

The Name Game

One word of warning before concluding our discussion of value-added taxa-
tion. Many sweeping tax proposals are essentially VATs even though their
proponents will never identify them as such. It is political poison—especially
in conservative circles—to propose a VAT, which many identify with “so-
cialist Europe.” That’s OK. Call them anything you want. What is important
for readers to remember is that VATs are consumption taxes; and all con-
sumption taxes, including retail sales taxes, are essentially similar to each
other in their economic impacts.
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More Bold
Reforms

Downsizing or Replacing the Corporate Tax

Conventional tax reform is incremental change. Fundamental reform, the
topic of the prior chapter, is radical change. This chapter describes six pro-
posals in between conventional and fundamental reform. They add new
taxes to the system that replace or significantly downsize the corporate tax.
None of these new taxes have been tried in the United States, and except
for the VAT, they are untried anywhere else in the world.

The aim of fundamental tax reform proposals is to end income taxation in
the United States and replace it with a consumption tax. And in the process,
the corporation tax and all its problems are wiped off the map. The pro-
posals in this chapter have less-sweeping goals. Some are bold efforts at in-
tegrating corporate and individual income taxes. Some are designed to move
the United States more in the direction of a consumption tax while still re-
taining some aspects of income taxation.

Before describing these intrinsic structural changes, we should do a reality
check on the stuff around the edges of these changes—the proposed elimi-
nation of all or most tax breaks. In general, all tax reforms aspire to jettison
tax expenditures from our tax laws in order to promote fairness, simplicity,
and economic growth. Unfortunately, if any of these proposals came close
to enactment, it is almost certain the changes would include complicated
transition rules and the retention of tax breaks for many special interest
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groups. The repeal of our current income tax system does not mean politics
as we know it will be transformed. Because the issue of eliminating tax
breaks is largely separable from the restructuring of a tax system, we should
judge proposed changes on the structural changes that define them.

Sweeping Integration Proposals

The Treasury Department under President George H.W. Bush wanted to
eliminate the corporate tax biases that favor debt over equity and favor non-
corporate over corporate investment. In January 1992, the Treasury released
its plan to replace the rickety-old corporate tax with a bold new tax called
the Comprehensive Business Income Tax (CBIT). It is called “comprehensive”
because returns on all capital—whether paid out as dividends or interest—
would be subject to one and the same entity-level tax. It is called a “busi-
ness” tax because it would apply to all businesses, not just to currently tax-
able Subchapter C corporations. And it is called an “income” tax because the
proposal, while eliminating the double tax on corporate profits, would not
move the United States to a consumption tax system.

Under the proposal, as with several other more conventional integration
proposals (discussed in Chapter 3), dividends would not be subject to tax at
the individual level. The truly innovative feature of the CBIT is the treat-
ment of interest on business debt. It would not be taxed at the individual
level. And it would not be deductible at the business level. By doing this, all
returns to business investment—both debt and equity—would be treated
equally. All would be taxed once, at the business level. (The Treasury at the
time suggested a 31.5 percent rate.) And all would be tax-free at the indi-
vidual level. Furthermore, under the CBIT, capital purchases would be de-
preciated, not expensed.

The main political problem for the CBIT is that corporations with significant
interest expense would be subject to a major tax increase. After President
Bush lost the 1992 election, the CBIT faded from view. It was momentarily
resurrected in 2002 when the Treasury Department under President
George W. Bush explored it as an option. But the administration ended up
proposing a less ambitious approach to integration: a dividend exclusion. As
it wound through the legislative process, that proposal eventually morphed
into the |5 percent preferential rate on dividends that we have today.

Professor Edward Kleinbard of the University of Southern California has
proposed a tax that, like the CBIT, would eliminate double taxation of cor-
porate profits and eliminate the differential tax treatment of debt and equity.
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Kleinbard, a former chief of staff of the congressional Joint Committee on
Taxation, calls his proposal the Business Enterprise Income Tax (BEIT). As un-
der CBIT, all businesses would be subject to tax, and capital purchases would
be depreciated. The main difference is that, while under the CBIT businesses
get no deductions for interest or for dividends, under the BEIT they would
now receive a deduction equal to a risk-free rate of return on invested capi-
tal. Kleinbard calls this deduction a cost of capital allowance (COCA). Individual
investors holding stocks and bonds would include the COCA in taxable in-
come each year instead of interest and capital gains. What about the investor
income in excess of COCA!? Business would pay tax on that excess. Individu-
als would be exempt from tax on that excess.

Both the CBIT and the BEIT are business taxes that eliminate double tax of
corporate profits but leave the United States with an income tax. To pro-
mote capital formation and economic growth, many believe the United
States should substitute consumption taxation for income taxation. It is pos-
sible to convert the CBIT into a consumption tax by allowing businesses to
expenses, rather depreciate, their capital investments.

In 2005, the president’s Advisory Panel on Tax Reform proposed the Growth
and Investment Tax (GIT). Like the CBIT, all businesses are subject to the tax
and businesses would not be allowed to deduct interest. But unlike the
CBIT, capital purchases are expensed. (It turns out that the structure of the
GIT is the same as that of business component of the Flat Tax and of the X-
tax, discussed in the previous chapter.) Unlike the Flat Tax and X-tax, the
GIT system taxes dividends, interest, and capital gains at the individual level.
Because this capital income is taxed at a preferential 15 percent rate, the
GIT, in addition to eliminating the double tax on corporate profits, moves
the United States more in the direction of an overall consumption tax.

It is understandable for the newcomer to be disoriented by the alphabet
soup of business tax options. One key thing to remember about the three
taxes just described—the CBIT, the BEIT, and the GIT—is that while they
may resemble a VAT, they do allow deductions for wages and other em-
ployee compensation. This is not a minor detail, as wages are often the larg-
est component of a business’s deductible expenses.

More VATs

Professor Michael Graetz of Columbia University Law School has proposed
a Competitive Tax Plan for the United States. The plan calls for the imposi-
tion of a European-style VAT with a rate between 10 and |5 percent. The
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revenue raised from the VAT would be used to eliminate 90 percent of
taxpayers from the income tax rolls. Before World War Il only the
wealthiest Americans paid income tax. The Graetz proposal would convert
the U.S. income tax back from a “mass tax” to a “class tax.” Graetz, a for-
mer Deputy Assistant Secretary of the Treasury, would also use VAT reve-
nue to reduce the top individual and corporate tax rates to 25 percent.

With 100 million fewer taxpayers filing income tax returns, the proposal
would greatly reduce the national compliance burden. Replacing income tax
revenues with consumption tax revenues would increase investment and
economic growth. Despite this, conservatives object to the plan because
they fear establishment of a VAT would make future tax increases more
likely. And even if it results in higher compliance costs, they feel it is impor-
tant that most Americans pay at least some nominal amount of income tax.

In December 2007, the Treasury Department floated a proposal that would
impose a VAT of between 5 and 6 percent and use the revenue to repeal
the corporate tax and individual income tax on business income. Because
the name “VAT” has negative connotations for many, the Treasury called its
new tax the Business Activities Tax (BAT). Replacing the corporation tax, one
of the most economically damaging of taxes, with one of the least distorting
taxes would provide a significant boost to economic growth.

Market Capitalization Tax

The objective of the Market Capitalization Tax is neither to eliminate the
double tax on corporate profits nor to move the United States toward a
consumption tax. Proposed by Professor Calvin Johnson of the University of
Texas Law School, the tax would replace the loophole-ridden and highly
complex corporate tax with a simple, low-rate tax on the market value of
the outstanding debt and equity of publicly traded companies. The tax
would be imposed quarterly at a rate of 0.2 percent (20 basis points). So, a
corporation with market capitalization of $300 billion (like Apple, for exam-
ple) would pay $2.4 billion annually.

Because the value of both outstanding debt and equity would be subject to
tax, the tax would not favor debt over equity. The proposal would eliminate
the inequity of large, publicly traded partnerships escaping corporate tax
while publicly traded corporations incur large tax bills. The proposal would
remove incentives for most conventional types of tax planning. The pro-
posal would be so simple that tax returns would not even have to be filed
because the IRS could ascertain market value from public sources and sim-
ply send the company a bill!
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Summary

Although not as sweeping as a Flat or a Fair Tax, all of the proposals dis-
cussed in this chapter would be huge changes in U.S. tax law—Ilarger in im-
pact than even the landmark Tax Reform Act of 1986. The political difficul-
ties would be enormous. Although all are designed to be revenue-neutral,
history tells us that the losers scream louder than the winners. Because the
size of the changes, there would be considerable uncertainty about direct
effects on each taxpayer and the indirect effects on the overall economy.
Even if the new taxes are simpler, there will be necessarily increased com-
plexity during the transition period, when all taxpayers and the IRS must
deal with the new and the old tax systems simultaneously. All the proposals
would also create complications for states whose taxes may or may not
continue to conform to federal taxes. In taxation, the gap between chalk-
board and reality can be vast.
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The Budget and
Political Reality

Something Impossible Is Going to Happen

Before the Great Recession of 2007-2009, all proposals for tax reform—
whether big or small, fundamental or incremental, untried or traditional,
liberal or conservative—shared one common feature. None of them raised
revenue (and a few were overall tax cuts). Enacting tax reform is difficult
enough. It is often called the “impossible dream.” No tax reform advocate
wants to take on the additional political baggage of simultaneously raising
taxes in a nation as anti-tax as the United States. But tax reformers no
longer have that luxury. Tax reformers can no more ignore the effect of
the burgeoning federal debt than the tides can ignore the gravitational pull
of the moon. Even if you share the views of the current Republican leader-
ship in Congress that tax reform should not raise revenue, there is no de-
nying that that the national debt casts a long shadow over any tax debate.

The United States has two types of deficit problems. Except for a brief res-
pite at the end of the Clinton administration, politics-as-usual has left the
U.S. government spending far more than it collects in revenue. The results
are those annual budget deficits that lie in plain sight. Meanwhile, less visible
to the public, as time marched forward and Americans on average grew
older, the United States kept moving closer to the inevitable financial col-
lapse of Social Security and Medicare. Until recently, with the federal debt
hovering around 40 percent of GDP, well within the bounds of historical and
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international precedent for sound government finance, everybody assumed it
would be many election cycles before definitive action would be needed.

The 2007-2009 recession and turmoil in financial markets changed all that.
There was an automatic increase in government spending on social programs
and a rapid decline in the tax revenue that depends so heavily on the strength
of employment and the stock market. In addition, Congress enacted spending
cuts and tax decreases to stimulate aggregate demand. This catapulted our
federal debt from 40 to 69 percent of GDP in less than four years.

The 2011 Deficit Reduction Deal

On August 1, 201 1, by a vote of 269 to 161 (Republicans: 174 to 66; Demo-
crats: 95 to 95), the House of Representative approved the Budget Control
Act of 201 1. On August 2, by a vote of 74 to 26 (Democrats: 45 to 6; Re-
publicans: 28 to 19; Independents: | to 1), the Senate followed suit. President
Obama signed the bill into law the same day. Any relief this new law pro-
vided from concerns about deteriorating federal finances was short-lived. On
August 5, the Standard & Poor’s bond-rating agency downgraded U.S. gov-
ernment debt from AAA to AA+ and sent financial markets into turmoil.

The landmark budget legislation was the result of months of heated negotia-
tions in which Republicans threatened not to raise the government’s debt
ceiling if significant spending cuts were not enacted. In the end, Congress
and President agreed to a deficit reduction plan that the CBO estimated will
reduce the deficit by $2.1 trillion over ten years.

That’s a lot of money. And for Congress to agree to spending cuts of any
significant magnitude is certainly a political milestone. But what is its eco-
nomic significance? Is it enough deficit reduction to stabilize the federal gov-
ernment’s finances?

To answer that question you need make projections of future deficits. This
cannot all be all scientific because it requires making educated guesses about
future political outcomes. The best anybody can do is pick clear, middle-of-
the-road assumptions and be transparent about the choices.

Figure 15-1 shows projections of future deficits before and after passage of
the Budget Control Act of 2011 (BCAI I). The pre-BCAI | line makes the
following assumptions: that discretionary spending grows with inflation (and
therefore shrinks as a percentage of GDP); that Medicare, Medicaid, and So-
cial Security proceed as under current law with the exception that limits on
physician Medicare reimbursement are not allowed to take effect; that
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troop levels in Iraq and Afghanistan are reduced to 45,000 by 2015; that the
individual alternative minimum tax is indexed for inflation (and not allowed
to expand its reach to tens of millions of middle-class taxpayers); that the
package of repeatedly expiring tax provisions are extended indefinitely; and,
most importantly, that the Bush tax cuts originally set to expire at the end
of 2010, and now scheduled to expire at the end of 2012, are all extended
indefinitely. These assumptions are largely consistent with those made by
the CBO, by the White House, and by other budget experts in their projec-
tions of deficits under “current policy.”

12%
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Deficit as a Percentage of GDP
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Figure 15-1. Historical and projected deficits, 2000202 1. Source: Congressional Budget
Office and others (see Appendix A).

The pre-BCAI | line shows that after the effects of the recession pass, pro-
jected deficits are expected to decline. But in the second half of the next
decade, the effect of long-term budget problems overwhelms federal finances
and the deficit grows steadily through 2021 and beyond. Under this current
policy projection, the federal deficit equals 5.9 percent of GDP in 2021.

The deficit reduction in the new legislation works in two stages. Stage one
reduces spending by approximately $900 billion. These cuts are specific and
explicitly included in the legislation. Stage two calls for additional cuts in
spending of $1.2 trillion—divided evenly between defense and Medicare—
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that will come into effect in 2013 if by December 23, 2011 Congress does
not approve a deficit reduction plan devised by a special bipartisan, bi-
cameral 12-member joint select committee.

The post-BCAI | line in Figure 15-1 shows projected deficits, including both
phases of deficit reduction in the new legislation. Under this projection, the
federal deficit equals 4.7 percent of GDP in 2021. In other words, the new

law is projected to result in a decrease in the deficit of 1.2 percent of GDP
for that year.

Sustainability and Balance

When it comes to determining how large the deficit should be, there are
two standards that are most commonly discussed. The first has a lot of in-
tuitive appeal: balancing the budget. The second is a concept used by econo-
mists: sustainability.

Currently, there is a growing interest—particularly among Republicans—
about enacting an amendment to the Constitution to require a balanced
federal budget. The most common objection to a balanced-budget amend-
ment is that it would eliminate the ability of federal government to fight re-
cessions with deficit-increasing stimulus. Another issue usually glossed over
by proponents of a balanced-budget amendment is that the magnitude of
deficit reduction required to balance the budget is so enormous that it is
hard to conceive how that the political system as we know it could ever
agree to the necessary policies.

As shown in Figure 15-1, the projected deficit in 2021 is 4.7 percent of
GDRP. It was extremely difficult for Congress and the president to agree to
the August 201 | legislation that reduced the projected deficit in 2021 by ap-
proximately 1.2 percent of GDP. Balancing the federal budget would require
more than four times that amount of additional deficit reduction in 2021.

An alternative goal is budget sustainability. When economists say they want
to put federal finances on a sustainable path, they mean they want the fed-
eral debt to grow no faster than GDP. In other words, the level of out-
standing debt relative to GDP does not increase.

In terms of annual deficits, sustainability requires the federal deficit be re-
duced to about 3 percent of GDP. Even though this is a far more modest
goal than balancing the budget, achieving sustainable federal finance would
still be an onerous political task. To get the deficit-to-GDP level down to 3
percent from its currently projected 4.7 percent level in 2021 would require
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deficit reduction of another |.7 percent of GDP in 2021 on top of the 1.2

percent of GDP agreed to in August. Currently, 1.2 percent of GDP is
about $180 billion.

The proverbial 600-pound gorilla in this room is the fate of the Bush tax
cuts scheduled to expire at the end of 2012. Allowing them to expire for all
income classes would reduce the deficit in 2021 by about 3.1 percent of
GDP—more than enough to put federal finances on a sustainable path. But
Republicans are adamantly opposed to curtailing any of these cuts. And
President Obama wants the cuts to be extended for families with incomes
below $250,000. The Obama proposal of allowing the Bush cuts to lapse
only for households with incomes over $250,000 would reduce the deficit
by approximately | percent of GDP.

Prospects for Corporate Tax Reform

What are the chances corporate tax reform will actually happen? In the
Beltway prediction game, it is always safe to be pessimistic and cynical. By de-
sign our federal government is slow to adopt change. Reform is antithetical
to special interests, and special interests have both the motivation and influ-
ence to dominate the politics of issues that the public does not have the at-
tention span to follow. These factors have always been obstacles to reform.

Our large, unprecedented debt overhang makes reform even more difficult.
There are three reasons. First, there is little or no hope that Congress will
simultaneously cut taxes when it reforms the corporate tax. A tax cut
would certainly lubricate the process. Second, the closing of many revenue-
raising corporate loopholes may take place before reform is on the table.
For example, there is some talk of closing loopholes in order to reduce the
deficit. The most politically vulnerable loopholes will be attacked first. If they
are used for deficit reduction, that takes away the most combustible reve-
nue-raising fuel for building the tax reform fire.

Finally, there are the physical and time constraints of the legislative process.
All previous tax reforms have been time-consuming and complicated. In the
House of Representatives, revenue measures are the jurisdiction of the
Ways and Means Committee. Its counterpart in the Senate is the Com-
mittee on Finance. These committees also have jurisdiction over Medicare,
Medicaid, Social Security, and management of the public debt. No matter
how great the clamor for corporate tax reform, it must be scheduled in be-
tween or after other sweeping changes in America’s fiscal framework.
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Even after passage of the Budget Control Act of 201 I, the U.S. government
is in deep financial trouble. If we remain on automatic pilot we will go over
the fiscal abyss unless spending cuts and tax increases previously considered
unthinkable are enacted. Something impossible—like a major cut to Social
Security, or a large tax increase, or a default on government debt—is going
to happen. Hopefully, corporate tax reform that broadens the base, lowers
the rate, simplifies, and promote economic growth will be included in the
major fiscal realignment the government so desperately needs.

Throughout this book, | have tried to be realistic in my assessment of the
political difficulties in passing corporate tax reform and not overstate the
economics benefits. You, the reader, deserve that. That does not mean
that corporate tax reform doesn’t deserve to be a priority for our leaders
in Washington.

Summary

Corporate tax reform is thick in the air in Washington, D.C. But it is a long
way from making news to making law. Corporate tax reform will not be
glamorous work. Politicians will have to gain an in-depth understanding of
our corporate tax system and how it affects the economy. They will have to
be thinking thoughts that cannot be expressed in sound bites. They will have
to roll up their sleeves more and talk into microphones less. They will have
to stand up to well-paid, well-connected lobbyists who are working full-time
to change their minds. But corporate tax reform is something real that they
can do to make our economy more competitive and create jobs. And if that
means lawmakers have to work long hours, we’ll be glad to bring the coffee.
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