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When it comes to the competition
between states for new jobs and investment, many factors determine which states
prosper, and which fall behind.
Some factors, like having access to ports
or a skilled labor force, can’t easily be
changed by lawmakers, at least
in the short run. But there
is one factor affecting states’
competitiveness that lawmakers
have direct control over, and
can dramatically improve today:
the quality of state tax systems.
That’s the motivation behind
the Tax Foundation’s State
Business Tax Climate Index,
which ranks how “business
friendly” the 50 state tax systems are, providing a roadmap
for state lawmakers concerned
with keeping their states taxcompetitive.
According to the new 2007
edition, Wyoming has the most
business-friendly tax system of
any state while Rhode Island
is the least hospitable to businesses.
After Wyoming, the states with the most
business-friendly tax systems for 2007 are:
South Dakota, Alaska, Nevada, Florida,
Texas, New Hampshire, Montana,
Delaware and Oregon.

“The State Business Tax Climate Index is
a tool for lawmakers, the media, and individuals alike to gauge how their states’
tax systems compare,” said Tax Foundation economist Curtis Dubay, co-author
of the report. “The best states in the
Index are those that levy taxes
on a broad base and at a low
rate. A broad-based, low rate
tax system is pro-growth and
business friendly.”
Following Rhode Island, the
least hospitable business tax
climates are: Ohio, New Jersey,
New York, Vermont, California,
Nebraska, Iowa, Maine and
Minnesota.
Because states do not enact tax
changes in a vacuum, every
tax change will affect a state’s
competitive position relative to
its neighbors, as well as globally.
“With labor and capital more
mobile than ever, states need
to have tax systems that are
competitive in attracting
business investment,” said
Tax Foundation attorney Chris Atkins,
co-author of the report. “In the global
competition for jobs, no state can
afford to be saddled with a tax system
that unduly punishes new business
investment.”
continued on page 6
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Since we kicked off our new “Tax Policy Podcast” series
in July, I’ve been lucky enough to interview some of the
smartest people in the tax policy world, including Glenn
Hubbard, Dean of the Columbia School of Business; Bill
Archer, former Chairman of the Ways and Means Committee; and Douglas Holtz-Eakin, former director of the
Congressional Budget Office.
Each of these interviews has enriched my understanding
of how taxes affect our economy and America’s competitiveness in the global marketplace.
I also hope these interviews are as educational for Members of Congress—who
receive them by email each week—as they are for me. One interview that should
be required listening for every lawmaker on Capitol Hill is my discussion with
economist Martin Sullivan, contributing editor at Tax Analysts, who warns that
“by standing still, America is moving backward” in the global tax competition.
Sullivan reports that over the past ten years, 22 of the 25 countries that comprise
the European Union have cut their corporate tax rates, lowering the average corporate tax rate in Europe by 10 percentage points, from 43 percent to 33 percent.
Meanwhile, in the United States, the combined federal and state corporate tax
rate has been stalled at about 39.5 percent since 1993, when the federal rate was
actually increased. The U.S. now only trails Japan with the second highest overall
corporate tax rate among industrialized countries. And we wonder why American
firms are outsourcing.
Contrary to what might be expected, European countries tend to collect more in
corporate taxes with lower rates, as a percentage of total tax collections, than we
do with our higher rates. Why? First, European lawmakers broadened their tax
bases and closed loopholes while they cut the rates. Second, the lower rates have
kept profits at home by reducing the incentive for companies to shift income to
lower-tax nations. Lastly, the lower rates have attracted new corporate investment
in those economies. Higher growth means more tax revenues.
Especially interesting is that these tax cuts are being enacted by left-leaning
governments rather than “supply side” conservative ones. While these actions are
motivated by competitive necessity rather than ideology, Mr. Sullivan believes
Democrats in this country would do well to take a lesson from this playbook.
Why not? After all, it took Richard Nixon to go to China, and Bill Clinton to
“end welfare as we know it.” American competitiveness should not be a partisan
issue. If a lower corporate tax rate will keep more profits and thus more tax
revenues in the United States, then it is also likely that it will keep more jobs
at home as well. That should be something both parties can agree on.
			

Sincerely,

			
			

Scott A. Hodge
President

New Tax
Policy Podcast
Features
Leading
Economists

“One thing most
Americans don’t
understand is that
when American
firms operate
overseas, they
create jobs back
here in the
United States.”
– Bill Archer

This summer, the Tax Foundation
launched a weekly audio podcast featuring interviews with prominent lawmakers
and scholars in an effort to shed light on
the nation’s tax system.
Glenn Hubbard, Dean of the Columbia
Business School and former Director
of the President’s Council of Economic
Advisers, kicked things off in July by
arguing that the U.S. corporate tax system
drags down the economy far more than
corporate tax systems in other nations.
Hubbard reported on recent research
conducted by numerous economists who
have found that the U.S. corporate tax
is a much larger cost to
our economy than was
believed to be the case
just 10 years ago.
“In a global economy,
the high U.S. corporate
tax is a job killer and an
investment killer,” said
Hubbard. “It also leads
to a high cost of compliance. All of these costs
are borne by somebody,
and that somebody is
us—either in terms
of the prices of the
goods we buy, the wages we earn, or the
returns we get on our investments.”
In another podcast, Douglas Holtz-Eakin,
Director of the Greenberg Center at the
Council on Foreign Relations and former
Director of the Congressional Budget
Office argued that a rising tide of
protectionism worldwide threatens
international prosperity.
“One can think of the past 75 years
as the long, slow process of unwinding
catastrophically bad tariffs from the
Great Depression,” said Holtz-Eakin.
“One would hope we don’t do a U-turn
on the success we’ve had.”
Bill Archer, a senior policy analyst at
PricewaterhouseCoopers and former
Chairman of the House Committee
on Ways and Means, said that the U.S.
corporate tax system is an unnecessarily
heavy drag on the economy.

“One thing that most Americans do not
understand,” Archer said, “is that when
American firms operate overseas, they
are also creating jobs back here in the
United States, jobs that play off of those
overseas operations. When we tax corporations too heavily, we hurt our ability
to create jobs in the United States.”
Archer said the U.S.’s high tax rate
on corporations is exacerbated by our
unusual “worldwide” system, compared
to the “territorial” approach, in which
most nations only tax profits earned
within their borders. The contrast
between these two approaches becomes
especially stark when large firms merge.
“A good example is Chrysler,” said
Archer, “The tax code in this country
forced them to become a German corporation rather than a U.S. corporation.
And that is not in the best interest of the
United States or jobs in this country. Our
tax code is just screwed on backwards.”
Senator Max Baucus, the ranking
member of the Senate Finance Committee said that the U.S. Treasury should
submit a business plan to reduce the tax
gap, or the amount of income taxes that
are owed but not paid each year, partly
due to mistakes and underreporting
because of rising tax complexity.
“We unfortunately are faced with about
$350 billion each year of income taxes
that are legally owed but not paid,” said
Baucus. “I know we have to simplify the
code, address tax reform, and make sure
the system is fair, but in the meantime
let’s get these income taxes collected.”
Full transcripts and audio of the Tax
Policy Podcast are available online at
www.taxfoundation.org/podcast/.
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Turning Sales
Tax “Holidays”
into Permanent
Tax Relief
“Politicians
love sales tax
holidays
because they
can claim
credit for a
tax cut without
losing much
revenue.”
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Lawmakers advertise sales tax holidays as
generous tax cuts on back-to-school shopping items, particularly for low-income
residents. But these temporary suspensions
of state and local sales taxes on certain
goods are poor tax policy, according to a
new report by the Tax Foundation.
Sales tax holidays have been a feature of
state and local tax systems for more than
a quarter century, and continue to rapidly
spread throughout the country. Ohio and
Michigan began the trend in 1980 when
they offered tax holidays for automobile
purchases. In 2006, 15 states and the
District of Columbia will conduct sales
tax holidays.
“As sales tax holidays gain popularity among lawmakers, it becomes more
important to point to their faults, which
have been widely recognized by state tax
experts in the past,” said economist Curtis Dubay, co-author of the new analysis.
Sales tax holidays distort consumers’
shopping decisions in an arbitrary way,
pushing them to buy items chosen for a
tax exemption by lawmakers, and away
from items they would normally buy.
Since it is impossible to compose a complete list of items deemed necessary for
consumers, and because consumers’ needs
change over time, the list of tax-exempt
items is commonly determined by political factors
rather than economic
considerations.
For example, a student
shopping for back-toschool products may be
forced to decide between
a backpack, covered
under a sales tax
holiday, and a satchel,
which is not covered
under the holiday. The
student may prefer the
satchel, but because the
backpack has preferential tax treatment,
she ends up with the backpack instead.
Tax holidays not only single out certain
products for special treatment, but also
discriminate across time periods. When
tax holidays are enacted, some consumers may be out of town or unable to shop,
making them ineligible for tax relief for

no good reason. Ideally, consumers should
be left free to make purchases based on
personal preferences and economic considerations, not tax considerations.
“The tax system should generally be as
simple as possible. Sales tax holidays
add considerable complexity to already
complex state sales tax systems,” said
economist Jonathan Williams, co-author
of the analysis.
States typically limit sales tax holidays
to only certain goods, such as “backto-school purchases,” and most states
also limit the dollar value of items that
qualify. These requirements significantly
add to the complexity and administrative
burden of tax holidays.
Putting aside the economic problems
with tax holidays, an examination of the
results of past sales tax holidays shows
they often fail to deliver the benefits
promised. Supporters of tax holidays
argue that they will help both consumers
and retailers, but the evidence does not
support this claim.
Evidence from New York shows that tax
holidays do not increase overall sales of
retail goods. Instead, they merely shift
the timing of retail purchases to the taxexempt period. So while retailers may sell
more pencils and erasers during the tax
holiday, total retail sales do not increase
over the course of the year.
With the same budget impact, lawmakers could easily make small reductions
in the general sales tax rate. If they did
so, all consumers would be eligible for
tax savings—regardless of what products
they choose to purchase and when they
choose to purchase them.
The full analysis, “Sales Tax Holidays:
Politically Expedient but Poor Tax Policy,”
is available online at www.taxfoundation.
org/publications/show/1742.html.

New Legislation
Would Simplify
State Business
Taxes

“H.R. 1956
should not be
labeled a
‘tax hike’
or opposed
on that
basis.”

The U.S. House of Representatives is
soon expected to vote on legislation that
would forbid states from imposing a corporate tax on any corporation that has
no physical presence in the state.
According to estimates by the Congressional Budget Office, in the first year
after passage of the Business Activity
Tax Simplification Act, or H.R. 1956,
state tax revenues would drop by $1
billion and federal tax revenues would
rise by $107 million.
“Some in Congress have asserted that
because federal revenues are projected
to rise after enactment,
the bill as a whole must
therefore be counted as a
tax hike,” said Tax Foundation attorney Chris Atkins,
author of a new analysis of
the bill. “But as CBO’s cost
estimates reveal, taxpayers would pay lower taxes
overall under the bill.”
In 2007 alone, taxpayers
would see net tax reductions of almost $900
million. Thus, the legislation should not be labeled
a “tax hike” or opposed on that basis,
according to the new analysis.
Currently, states can require companies
to file and pay most corporate taxes just
for selling products to state residents. This
way of thinking about state tax liability is
referred to as economic presence or nexus.
CBO estimates that the legislation
would deplete state revenues overall, but
enhance federal revenues. The states
would lose revenue because fewer firms
would be paying business activity taxes;
the federal government would gain revenue because corporations would have
fewer state tax payments to deduct on
their federal tax return. In subsequent
years, CBO anticipates even greater
state revenue losses and a corresponding
boost in federal revenue.

Thus, while the federal treasury will
grow as a result of this bill, affected
taxpayers will actually see overall tax
reductions. Since the intent of the bill
is to protect state taxpayers from unwarranted imposition of state business
activity taxes, it is more logical to view
the revenue impact from the taxpayer’s
perspective rather than that of the
federal tax collector.
For example, Ohio’s new Commercial
Activities Tax (CAT) applies a 0.26
percent tax rate (when fully phased in)
to the Ohio-based sales of a corporation,
regardless of the presence of property
or payroll in Ohio. Thus, a corporation
with $5 million in Ohio sales currently
has to pay the CAT even if it has no
Ohio property, no Ohio-based employees, and no physical presence in Ohio.
If it were to become law, the new legislation would restrict Ohio from applying its
CAT in this hypothetical situation, and
thus reduce taxes for our hypothetical
corporation by $8,450—even after it loses
the federal deduction for CAT taxes paid.
“Naturally, it’s disconcerting for state
legislators and tax collectors to have
a revenue source pre-empted by the
federal government,” said Atkins.
However, the estimated revenue loss
is so small—roughly 0.1 percent of
state revenue—that it is well within
the margin of error in every state’s revenue estimate and states will have time
to make any adjustments they need.
Furthermore, to the extent that states
adjust to the bill by shifting the burden
of taxation back to their own resident
individuals and corporations, they will
enhance the transparency of their
tax system.
Read the full analysis, “The Business Activity
Tax Simplification Act: A Good Standard for
Multi-State Business,” online at www.taxfoundation.org/publications/show/1720.html.

Tax Fact:

Top personal income tax rate in 1963: 91 percent.
Today: 35 percent.
Fall 2006  •  

Measuring
Tax Climates
(continued from
page 1)

“The State
Business Tax
Climate Index
is a tool for
lawmakers,
the media, and
individuals alike
to gauge how
their states’
tax systems
compare.”

Tax Fact:

Although the market is now global, the
Department of Labor reports that most
mass job relocations are from one U.S.
state to another rather than to an overseas location.
Certainly job creation is rapid overseas, as
previously underdeveloped nations enter
the world economy. So state lawmakers
are right to be concerned about how their
states rank in the global competition for
jobs and capital. But they need to be more
concerned with companies moving from
Indianapolis, IN to Ithaca, NY, rather
than Indianapolis to India.
Examples of companies choosing states
due to favorable tax systems are plentiful.
A recent example, from 2005, is Intel’s
decision to build a multi-billion dollar
chip making facility in Arizona due to its
favorable corporate income tax system.
California struggles to retain businesses
within its borders because Nevada provides a low tax alternative.
Anecdotes such as these reinforce what we
know from economic theory: taxes matter
to businesses, and those places with the
most competitive tax systems will reap the
benefits of business friendly tax climates.
A recent report from
the Rockefeller Institute
said that state tax revenues were 8.9 percent
higher in the first quarter
of 2006 than during
the same period a year
earlier. This continues
a trend of surging state
revenues that Rockefeller
traces back to the latter
half of 2003.
“With state tax revenues
surging, many state
lawmakers are proposing fundamental tax
reforms,” Atkins said. “These lawmakers
understand the importance of investing
their surpluses in improving their states’
business tax climate. Policymakers can

Length of 1040 form and instructions in 1913: 4 pages.
Today: 144 pages.
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then use the State Business Tax Climate
Index to pinpoint changes to their tax system that will explicitly improve their state’s
standing in relation to competing states.”
The goal of the Index is to focus lawmakers on good tax fundamentals in
their states, rather than short-term tax
abatements and exemptions designed to
temporarily lure high-profile companies,
baseball teams, and auto plants from
other states.
For example, in 2000 officials in Columbus, Ohio, lured a moving company with a
5-year package of tax goodies. In 2004, the
company had not only failed to add 100
jobs as promised, but it had actually fired
98 employees, sending lawmakers into a
panic to yank the final year of tax breaks.
Even states with excellent business tax
climates trot out extra tax incentives. In
1996 Florida lawmakers lured a major
credit card company to open a call center
with a generous $4 million tax refund
package. Eight years later lawmakers were
shocked at the announcement that the
company was closing the Tampa call
center and laying off 1,100 workers.
Generally the Index rewards tax codes
that are neutral; that is, they have low,
flat tax rates that apply to everyone. This
makes tax law simpler and more transparent and avoids double taxation.
“In such a system, people would base their
economic decisions on the merits of the
transactions,” said Dubay, “not simply the
tax implications.”
Read the full State Business Tax Climate
Index online at www.taxfoundation.org/
publications/topic/90.html.

Making Taxes Simple: What’s America’s Total Tax Burden?
People often ask the Tax Foundation, “What is the total cost of government?” Each year, our economists attempt to answer that question by
calculating Tax Freedom Day, or the day when Americans earn enough
to stop paying taxes and begin to work for themselves. To arrive at the
estimate, we divide the most authoritative figure for total tax collections
by the most authoritative figure for the nation’s income.
The answer this year is that taxes—local, state and federal—will amount
to 31.6 percent of America’s income. We then convert that percentage
into days worked. If we started on January 1, it would have taken until
April 26 to earn enough to pay taxes in 2006. Tax Freedom Day arrived
three days later in 2006 than it did in 2005 and 10 days later than in
2003 and 2004 when a combination of slow income growth and tax cuts
caused Tax Freedom Day to arrive comparatively early, on April 16.
Connecticut residents have the heaviest tax burden and celebrate
Tax Freedom Day the latest (May 12), followed by New York (May 9),
New Jersey (May 6), Washington (May 4), and Minnesota (May 3).
Alabama’s April 11 is the earliest of all. The next are Alaska (April 12),
Mississippi (April 13), Oklahoma (April 14), and Tennessee (April 14).
For more information about total tax burdens, please visit
www.taxfoundation.org/taxfreedomday/

Looking Ahead

From the Archives: 1967

Business Activity Tax Simplification Act: The U.S.
House of Representatives is soon expected to vote on
the Business Activity Tax Simplification Act, or H.R.
1956. The legislation would forbid states from imposing
a corporate tax on any corporation that has no physical
presence in the state. State legislators have opposed the
legislation because it would mean that a revenue source
would be pre-empted by the federal government. But, a
recent analysis by the Tax Foundation showed that in
2007 alone, taxpayers would see net tax reductions of
almost $900 million. For more on this legislation, see
page 5 of this issue of Tax Watch.
Excise Tax Repeal: A bill floating around the U.S.
House of Representatives, H.R. 1898, would amend
the Internal Revenue Code of 1986 to repeal the
excise tax on telephone bills and other communication services. If passed and signed into law, the
legislation would affect bills originating more than
90 days after the legislation’s enactment.
Senator Sends SOS on Spending: Sen. Judd Gregg
(R-NH), Chairman of the Senate Budget Committee, has introduced the Stop Over-Spending Act of
2006, or S. 3521. Among other provisions, the legislation would give the president line-item veto power
and appoint a commission on entitlements.
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Support the
Tax Foundation

New Charity Rules Allow More
Generous Gifts
In August, President Bush signed a law
creating new rules for charitable giving
that allow for more generous charitable
gifts to nonprofit charities
like the Tax Foundation.
For example, the new law
allows donors older than
70.5 years old to withdraw
up to $100,000 annually
from their individual retirement accounts as long as
they give the money directly
to charity.
As a 501(c)(3) tax-exempt
educational organization,
the Tax Foundation relies
on voluntary tax-deductible
contributions from individual taxpayers, foundations
and corporations across the
country.

Since 1937 the Tax Foundation has
played an essential role in helping educate American taxpayers, policymakers,
and the media about the importance of
tax policy and the role of government
in our society. As a Tax Foundation
member, you enjoy the pride of helping
maintain one of the nation’s oldest nonpartisan, non-profit think tanks.
Your generous financial gift to the
Tax Foundation helps assure that our
research and publications will continue
to shape sound tax policy in America—
for the good of future generations of
taxpayers, as well as our own.
To learn about making a tax-deductible
donation to the Tax Foundation, please
visit www.taxfoundation.org/donate/.

Our Economists in the News
• Investor’s Business Daily, “Taking The Wind Out Of Windfall”
• Columbus Dispatch, “Campaign ad watch”
• Washington Post, “House delays vote on state corporate tax bill”
• USA Today, “States attack property taxes”
• USA Today, “Soaring property taxes elicit backlash among homeowners”
• Charlotte Observer, “New podcast on corporate taxes”
• Orange County Register, “Prop. 86 a tax increase nonstarter”
• Detroit News, “Reagan tax cuts set the stage for more dynamic economy”
• Forbes, “The Best States For Business”
• New York Sun, “Tax Momentum”
• Boston Globe, “Shoppers, Rejoice!”
• Cincinnati Enquirer, “Death tax can be a killer”
• MarketWatch, “Will tax cuts matter on Election Day?”
Be sure to visit our Press Room online at
www.taxfoundation.org/press/.
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