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America Celebrates Tax Freedom Day

®

Rising Incomes Cause Rising Taxes

Tax Freedom Day®—the day when
America earns enough to pay taxes and
starts working for itself each year—will
arrive on Wednesday, April 26 in 2006,
according to the Tax Foundation’s annual

A significant tax cut has been enacted in
each of the last five years, but these tax
cuts did little to diminish the progressive
nature of the federal income tax.
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calculation using the latest government
data on income and taxes.
“Tax freedom arrives three days later in
2006 than it did in 2005,” said Tax Foundation President Scott Hodge, “and fully
10 days later than it did in 2004 when a
combination of slow income growth and
tax cuts caused Tax Freedom Day to arrive
comparatively early, on April 16.”
However, 2006’s Tax Freedom Day is still
considerably earlier than it was in 2000,
when the economic boom, the tech
bubble and higher tax rates pushed tax
burdens to a record high, and Tax Freedom Day was postponed until May 3.
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“The economy has been growing at a
good clip since mid-2003,” said Hodge,
“and those growing incomes are pushing
people into higher tax brackets. When
that happens, tax collections grow faster
than incomes.”
The report shows Americans will still
spend more this year on taxes than
food, clothing and housing combined.
In 2006 Americans will work a total
of 116 days to pay taxes—77 days for
federal taxes and 39 days for state and
continued on page 6
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The Tale of Two Lousy Tax Codes
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New York and New Jersey have always competed with each
other for jobs and investment. But most jobs leaving those
states these days aren’t headed across the Hudson River.
They’re headed for tax-friendly states like Nevada and Florida.
Now more than ever, companies are running for cover
from punishing state taxes in New York and New Jersey.
According to the Bureau of Labor Statistics, New York’s
job losses ranked 3rd worst in the nation between 1993
and 2000, and New Jersey ranked 14th worst—with
many of those jobs poached away by low-tax states.
The good news? New York lawmakers are catching on. The state’s top two
income tax rates expired on January 1, and Governor Pataki’s new budget
declares full-scale war on the state’s abysmal tax code. Taking cues from his
recent tax reform commission—chaired by free-market economist Lawrence
Kudlow—Pataki’s budget serves up $3.5 billion in tax cuts to New Yorkers,
including an estate tax repeal, cuts in income and corporate tax rates, and an
elimination of the marriage penalty.
The bad news? New Jersey is headed in the opposite direction. After just eight days
in office Governor Corzine proposed a litany of tax hikes, including amazingly unpopular new taxes on clothing, retirement plan earnings, and cable television.
In the past New York and New Jersey have often handed out short-term tax
goodies to companies that hide flaws in their state tax systems. These short-term
tax lures appear to “create” jobs. But they can’t fix deep flaws in tax systems of
both states. What’s more, those expensive giveaways send a damning message
about a state’s tax climate.
But New York’s latest push for tax reform shows there’s a better way to lure
jobs: knuckle down and fix the state’s tax code, level the playing field for new
and existing companies alike.
The Tax Foundation’s newly released State Business Tax Climate Index grades
each state’s “tax-friendliness” to companies. With more than 100 variables and
thousands of data inputs, the Index gives lawmakers a simple way to compare
their tax systems to neighboring states.
Where did New York rank at the beginning of Fiscal Year 2006? Dead last.
New Jersey? Second-to-last.
Both have plenty of room to improve. There are few taxes in either state that
aren’t higher, more complex and more aggressively enforced than in most
other states. From unemployment insurance taxes to sales and income taxes,
both states punish their taxpayers.
But in the long-run, only fundamental tax reform can soothe what ails New York and
New Jersey. Governor Pataki has thrown down the tax reform gauntlet. Let’s hope his
replacement continues that approach, and that Governor Corzine picks it up as well.
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Scott A. Hodge
President
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Are Your
State Taxes
BusinessFriendly?

New York has the least business-friendly
tax system of any state, while Wyoming
has the most hospitable tax system,
according to a newest release of the
Tax Foundation’s “State Business Tax
Climate Index.”
The third edition of the study ranks
the 50 states on how “business friendly”
their tax systems are, providing a roadmap for state lawmakers concerned with
keeping their states tax-competitive
with their neighbors.

Best States for Business

“States do
not enact tax
changes in a
vacuum. Every
tax change will
affect a state’s
competitive
position.”

Following Wyoming, the states with the
most business-friendly tax systems for
2006 are: South Dakota,
Alaska, Florida, Nevada,
New Hampshire, Texas,
Delaware, Montana and
Oregon.
According to the study’s
authors, it’s no surprise
why these states do well.
“Every one of the best
tax systems raises sufficient revenue without
imposing at least one
of the three major state
taxes: sales taxes, personal income taxes and corporate income
taxes,” said staff economist Curtis Dubay,
co-author of the study.
Following New York, the least hospitable
business tax climates are: New Jersey,
Rhode Island, Ohio, Vermont, Maine,
Kentucky, Nebraska, Iowa and Arkansas.
“States do not enact tax changes in a
vacuum,” said Scott A. Hodge, co-author of the study. “Every tax change will
affect a state’s competitive position relative to its neighbors, as well as globally.”

Why Business Tax Climates Matter

“The temptation is for state lawmakers to lure high-profile companies with
packages of tax bonuses,” said Hodge,
“but that strategy can backfire.”
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.
“Ohio’s experience shows preferential
tax bonuses don’t guarantee jobs will
stay permanently,” said Hodge. “Often
they mask deeper flaws in state taxes.
The Tax Foundation’s new index helps
draw those to lawmakers’ attention.”

Focus on Tax Reform, Not Targeted Incentives
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.
“The ideal tax system, whether at the
state, federal, or international level,
should be neutral to business activity,”
said Dubay. “In such a system, people
would base their economic decisions
on the merits of the transactions rather
than the tax implications.”
Read the full “State Business Tax Climate
Index” online at www.taxfoundation.org.

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.
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Lawmakers
Should Steer
Clear of
Wal-Mart Tax
“The Wal-Mart
tax is clearly
labor policy
masquerading
as tax policy.”
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A new Maryland law aimed at making Wal-Mart pay its “fair share” of
employee health expenses is flawed tax
policy that will end up hurting the type
of working families it is aimed at helping, according to a new analysis from
the Tax Foundation.
In January, 2006, the Maryland General Assembly voted to override Gov.
Robert Ehrlich’s veto of the Maryland
Fair Share Health Care Fund Act (better known as the “Wal-Mart tax”). The
bill’s proponents believe that Wal-Mart
purposely pays its employees low wages
and low health benefits due to the
availability of Medicaid, and that this
constitutes a taxpayer subsidy of WalMart. Union activists want to introduce
a similar bill in at least 30 states.
But the Tax Foundation analysis shows
the legislation is seriously flawed.
“Maryland’s Wal-Mart tax violates the
principle of tax neutrality, which holds
that tax laws should be applied broadly
to raise revenue for necessary government functions,” said staff attorney
Chris Atkins, author of the analysis.
“Tax policy should not be used by lawmakers to alter the behavior of firms.”
By setting an arbitrary
standard for health care
expenses, the analysis shows the tax will
lead to lower wages for
Wal-Mart employees in
Maryland, higher prices
for consumers and/or
lower dividends for
shareholders.
By applying only to
corporations with more
than 10,000 employees, the tax will distort
Wal-Mart’s investment in capital versus
labor and depress hiring and wages in
the short and long term. Finally, by
mandating that Wal-Mart provide a
certain level of benefits for its employees, the tax might run afoul of federal
law on state regulation of benefits.

“The Maryland law is clearly labor
policy masquerading as tax policy,” said
Atkins, “and by any conventional economic analysis, it is bad labor policy.”
American workers make a variety of
demands on their employers, and so it
is all to the good that employers offer a variety of different compensation
packages, Atkins explained. Employers
compete with location and transportation benefits, with vacation policies,
with subsidized cafeterias—the list goes
on and on.
Wal-Mart is providing a compensation
package that obviously attracts many
workers. The firm seems to have little
trouble finding job applicants or keeping
employees. As a result, the analysis shows
that a law that applies a legal straightjacket to employers’ compensation packages
can only hurt the labor market—the very
workers it pretends to help.
Maryland’s Fair Share Health Care
Fund Act may not have much impact
on Maryland’s business tax climate in
the short term. However, if it is expanded to other companies, it will be
an additional impediment to Maryland’s
ability to attract jobs and investment in
the long term.
“Maryland already has the 17th highest state and local tax burden in the
nation,” said Atkins. “The additional
burden of the Wal-Mart tax will only
worsen the state’s current situation, and
will do nothing to help the workers it is
intended to help.”
The full analysis, “Maryland’s Wal-Mart Tax
Likely to Hurt Wal-Mart’s Workers,” is available online at www.taxfoundation.org.

Federal Spending Benefits
Some States,
Leaves Others
Paying the Bill

“The main culprit is not lazy
congresspersons
who don’t bring
home enough
pork, but rather
the progressive
income tax.”

The federal government’s fiscal policies
split the nation between “donor states”
and “beneficiary states,” according to a
new Tax Foundation analysis of federal
taxing and spending patterns.
In Fiscal Year 2004—the most recent
year for which data are available—New
Mexico was the biggest beneficiary, getting $2 back in spending for every tax
dollar its residents shell out. New Jersey
taxpayers were the most generous, sending $1 to Washington, but receiving just
55 cents in spending.
“The main culprit is not lazy congresspersons who don’t bring home enough pork,
but rather the progressive
federal income tax,” said
Tax Foundation President Scott A. Hodge.
High-income people
who pay income tax at
the highest rates—currently 25%, 28%, 33%
and 35%—are far more
numerous in donor
states. But in states
where average earnings
are lower, a greater percentage of tax is paid at
the 10% and 15% rates.

How to Get a Better Deal?

How much would Congress have to
spend in New Jersey before it got New
Mexico’s sweet deal?
“The answer is an impossible amount,”
said Hodge, “more than a third of what
the nation spends on military defense.
The only hope for rapid improvement
in New Jersey’s ratio would be a fundamental tax reform that flattened federal
income tax rates.”
After New Mexico, other states whose
modest tax payments produced favorable spending-to-tax ratios were Alaska
($1.87), West Virginia ($1.83) and Mississippi ($1.77).
Following New Jersey, other states that
had low federal spending-to-tax ratios
in FY 2004 are Connecticut (66¢), New
Hampshire (67¢), Minnesota (69¢) and
Illinois (73¢).

As part of the analysis, all categories of
federal taxes, including income taxes on
individuals and businesses, social insurance taxes, excise taxes, estate and gift
taxes, customs duties and all other taxes,
are tabulated to determine the total tax
burden of each state. This figure is compared to the flow of federal funds back
to each state, bringing the two sides of
federal fiscal operations together.

Some States Doing Better, Some Worse

The state that raised its ratio the most
between 1994 and 2004 is Alaska where
federal spending rose from $1.30 to
$1.87 for each dollar in taxes. This 57cent increase beats out Alabama, where
federal spending increased 36¢ per dollar
of tax, West Virginia (34¢ more spending per dollar), and Hawaii (31¢ more).
States where the ratio dropped most are
Colorado, Massachusetts and California.
Colorado’s ratio fell 21¢ from $1.00 in FY
1994 to 79¢ in FY 2004. Massachusetts’s
has dropped 20¢, and California’s 19¢.
The correlation between donor states
and so-called blue states is fairly strong:
13 of the 19 states that Senator Kerry
won in 2004 sent more to Washington
in taxes than they got back in spending.
Meanwhile, most of the so-called red
states profit from federal taxing and
spending: 25 of the 31 states President
Bush won.
“They pay their taxes too,” said Hodge,
“but those payments are not as high
because of the progressive income tax.”
To find out where your state ranks, read the report, “Federal Tax Burdens and Expenditures
by State” online at www.taxfoundation.org.
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Tax Freedom Day ®
(continued from
page 1)

local taxes. By comparison they’ll work
62 days for housing, 52 days for health
care, 30 days for food, 30 days for transportation, 22 days for recreation and 14
days for clothing.

Which States Are Taxed Most?

“Tax Freedom
Day arrives
three days
later in 2006
than it did
last year.”

Six out of the ten states with the heaviest tax burdens and the latest Tax Freedom Days are in the northeast: Connecticut (May 12), New York (May 9), New
Jersey (May 6), Massachusetts (May
2), Maine (May 1) and Rhode Island
(May 1). The other four are Washington
(May 4), Minnesota (May 3), California
(April 30) and Illinois (April 30).
States with large metropolitan areas
offer higher-paying jobs, and as a result,
many of the citizens earn enough to pay
income tax at the highest rates.
The ten states with the lightest total
tax burdens celebrate Tax Freedom Day
the earliest. Alabama’s April 11 is the
earliest of all. The next nine are Alaska
(April 12), Mississippi (April 13), Oklahoma (April 14), Tennessee (April 14),
New Mexico (April 15), South Dakota
(April 16), Montana (April 16), Idaho
(April 16) and West Virginia (April 17).
In most of these states,
Tax Freedom Day is
early because of a large
number of low-income
taxpayers who pay most
of their federal income
taxes at the lower rates.

Long History of Tax
Freedom Day

The concept of Tax Freedom Day was copyrighted
in the U.S. by Florida
businessman Dallas
Hostetler and later transferred to the Tax Foundation. Many other
organizations in countries throughout the
world now produce their own “Tax Freedom
Day” analysis:
• Great Britain’s Tax Freedom Day, estimated annually by the Adam Smith
Institute will fall on the 154th day of
2006, June 3.
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• Canada’s Tax Freedom Day in 2005
fell on the 176th day of the year, June
25, and is estimated annually by the
Fraser Institute.
• South Africa’s Tax Freedom Day in
2002 fell on the 112th day of the
year, April 22, and is estimated by the
Free Market Foundation.
• Slovakia’s Tax Freedom Day in 2002
fell on the 169th day of the year, June
18, as estimated by the Association of
Slovak Taxpayers.
• The Czech Republic’s Tax Freedom
Day in 2001 fell on the 158th day of
the year, June 7, and is annually estimated by the Liber alni Institut.
• Lithuania’s Tax Freedom Day in 2005
fell on the 125th day of the year, May
5, and is annually estimated by the
Lithuanian Free Market Institute.
• India’s Tax Freedom Day in 2000 fell on
the 74th day of the year, March 14, and is
estimated by the Centre for Civil Society.
• Australia’s Tax Freedom Day in 2001
was April 21, the 118th day of the
year. The Center for Independent
Studies calculates the date.

How is Tax Freedom Day Calculated?

When calculating Tax Freedom Day, we
answer the question, “What price is the
nation paying for government?” To do
that, we divide current-year estimates
of total tax collections by the nation’s
income, which gives us the percentage of
income paid in taxes.
This year Americans are paying 31.6
percent of their income for government.
Converting that percentage into days of
the year, that amounts to working from
January 1 to April 26, 2006. Happy Tax
Freedom Day!
The full report, “America Celebrates Tax
Freedom Day®,” can be viewed online at
www.taxfoundation.org/taxfreedomday/.

Making Taxes Simple:
Do Estate Taxes Affect Work
and Savings Decisions?
People often argue that estate taxes do not affect the economic behavior of the living, especially not young workers, because the taxes are
levied on the dead. This may sound plausible,
but simple economics shows that estate taxes
often make people work and save less during
their working life.
Estate taxes are basically one-time excise taxes
on savings. As people save and invest throughout life, they do so knowing that some day
their nest egg will be taxed if they save enough.
However, savings are just set-asides from income.
And when individuals die, that saved income is
taxed through the estate tax. When viewed this
way, we can think of estate taxes as delayed, onetime income taxes on life-time saving.

Once we realize
estate taxes are
fundamentally
income taxes, it’s
clear that they affect
economic behavior just like
other taxes. The only difference
is that the payment due-date
is delayed.
Because people know large estates will
be taxed when they die, they have fewer
incentives to build up large estates. And as
a result, they spend less time working and
saving—and more time attempting to evade
estate taxes through complex and economically unproductive tax planning.

New Pocket-Sized
“Facts & Figures” Available

From the Archives:
1974

The Tax Foundation has released the
much-anticipated 2006 edition of our
“Facts & Figures” pocket-sized booklet
of state tax and spending data.
The booklet compares the 50 states on 38
different measures of taxing and spending,
including individual and corporate tax
rates, business tax climates, excise taxes, tax
burdens and state spending.
Many of the tables in the booklet are also
available in our “Tax Data” section of our
website, both in PDF and Excel format.
You can download a copy of the full
booklet online at www.taxfoundation.org/
publications/, or request a free hardcopy
by calling (202) 464-6200 or emailing
publications@taxfoundation.org. Enjoy!
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Sound Tax
Policy Needs
Your Help!

Thanks to our generous donors, the Tax
Foundation has had a powerful impact
in recent months in our nation’s capital.
Some of our highlights from the past six
months include:
• On the release day of the President’s
tax reform panel’s report in November 2005, we were the first organization to post a full analysis—within
one hour of the report’s release— enabling us to take the lead in congressional staff discussions.
• As Congress considered legislation to
extend or make permanent President
Bush’s tax cuts, we provided data to
members of Congress and their staffers. Most notably, the Senate Finance
Committee contacted president Scott
A. Hodge and asked our research
team to examine the data in a study
published by the Center on Budget
and Policy Priorities criticizing the
lower tax rates on capital gains and
dividends.

• As rising oil company profits prompted calls for “windfall profit” taxes, we
responded with analysis showing that
federal and state treasuries “profit”
more from U.S. gas sales than oil
companies.
In 2006, with extending President
Bush’s tax cuts on the federal agenda
and tax reform on the state agendas, we
need your financial support more than
ever. Please partner with us today!
To learn how to support the Tax Foundation,
please visit www.taxfoundation.org/donate/ or
contact Julie Burden at (202) 464-5102 or
burden@taxfoundation.org.

Our Economists in the News
• Trenton Times, “N.J. again trails in return on tax dollars”
• CNBC’s Street Signs, “In Favor of a Gas Tax Hike?”
• Detroit News, “Michigan economic policies drive residents out of state”
• CNN Money, “Bush’s pocketbook proposals”
• Milwaukee Journal Sentinel, “Fee Frenzy”
• Bloomberg, “Meet Bush Speechwriter, Franklin Delano Roosevelt”
• Wall Street Journal, “Oil Bashing, Round Two”
• Washington Post, “Some States Impose a ‘Jock Tax’”
• The White House, “Interview of the Vice President by Larry Kudlow, CNBC”
• Wall Street Journal, “Low-Tax Tiger”
• Philadelphia Inquirer, “Rendell should flex muscles in other ways”
• Detroit Free Press, “Michigan needs new tax constraints”
• Macon Telegraph, “America is a nation of generous people”
• Wall Street Journal, “Sweet Charity”
• Milwaukee Journal Sentinel, “If moviemakers deserve a break, it’s a message
about our taxes”
Be sure to visit our Press Room online at www.taxfoundation.org/press/.
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