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U.S. Corporate Tax Rate Second Highest in the OECD
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The media have often cited figures showing that the average American earning over $1 million will save around
$43,000 from the tax reconciliation bill recently signed by
President Bush, while those earning between $10,000 and
$20,000 will save just $3.
These figures were prepared by the Tax Policy Center, a
joint venture of the Brookings Institution and the Urban
Institute and a well-known source for static distributional
estimates of the effects of tax bills.
Of course these figures seem unfair, until you understand
that the Tax Policy Center is comparing the tax relief going to people who pay
income taxes with millions of people who either do not file a tax return or do not
owe income taxes if they do file a tax return. Simply put, you cannot give income
tax relief to people who pay no income taxes, and the number of Americans outside of the tax code has exploded in recent years.
According to the Tax Policy Center’s web site, the database with which they produce these estimates includes 20 million Americans at the bottom of the income
scale who do not even file a tax return. As it is, the “taxpayers” in the lowest
income group (or quintile) show a net gain at tax time—or as revenue estimators would say, they have a negative 1.4 percent tax burden. In other words, they
not only get back every dollar that was withheld from their paychecks during the
year, but they get checks back from the IRS through programs such as the Earned
Income Tax Credit (EITC).
The “taxpayers” in the second quintile also have a negative tax liability to the tune of
1.9 percent. Considering these statistics, it is actually remarkable that the Tax Policy
Center determined that these people would get $3 worth of benefits from the tax bill.
Tax Foundation economists estimate that 43 million Americans filed a tax return
last year and owed zero income taxes after they took advantage of the credits and
deductions available to them. These figures don’t include the non-filers and still
mean that the number of “non-payers” has grown by nearly 50 percent since 2000
when 29 million tax filers owed no taxes.
The growing number of Americans outside of the income tax code is increasingly
making these sorts of distributional analysis misleading. According to the Tax
Policy Center, Americans in the top quintile (those making over roughly $82,000)
pay nearly 87 percent of the income tax burden. This means that the bottom 80
percent of taxpayers are now only paying less than 14 cents out of every dollar of
income taxes collected overall.
Recent income tax policy has created two Americas—payers and non-payers. If
distributional analysis is to have any meaning in future tax debates, it should be conducted only on the shrinking group of Americans who pay income taxes and exclude
the growing population of people who have been dropped from the tax rolls.
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Scott A. Hodge
President

Visit us on the web at www.taxfoundation.org
or call (202) 464-6200.
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The Dismal
Science of
Estate Taxes

The estate tax has a negative effect on
entrepreneurship, imposes large compliance costs on the U.S. economy, and
is not an important source of federal
revenue according to a new report from
the Tax Foundation.
“As one of the nation’s most inefficient
taxes, the estate tax is hard to justify from the perspective of economic
efficiency,” said Patrick Fleenor, chief
economist at the Tax Foundation and
co-author of the report.

Who Bears the Tax?

“As one of the
nation’s most
inefficient taxes, the estate
tax is hard to
justify from the
perspective
of economic
efficiency.”

The report examines two common arguments in favor of estate taxes. First, estate
taxes are assumed to be
borne by only wealthy
taxpayers. As a result, it’s
argued that they are an
efficient mechanism to
redistribute income from
rich to poor. Second, it’s
often argued that estate
taxes are an important
revenue source for federal
programs.
“Once the tax-shifting behavior of estate
holders is taken into
account, the estate
tax may be much less progressive than
is commonly assumed,” said Andrew
Chamberlain, staff economist at the Tax
Foundation and co-author of the report.
“That makes it a blunt instrument for
wealth redistribution.”
The history of the federal estate tax
shows it has never been an important
revenue source. The tax has typically
accounted for 1 to 2 percent of federal
collections in recent years. Also, a
growing body of research suggests the
tax may raise zero or negative net tax
revenue once widespread tax avoidance
is accounted for.
“Some past studies have estimated the
cost of complying with the estate tax to
be roughly equal to the amount of revenue raised — nearly five times more burdensome than the notoriously complex
federal income tax,” said Chamberlain.
“These costs represent pure economic
waste burned off of the economy, on top
of estate taxes paid.”

A Century of Estate Taxes

The modern estate tax was enacted in
1916, just three years after the federal
income tax. Congress supplemented
it with the gift tax in 1924 and again
in 1932, and in 1976 enacted a generation-skipping transfer tax to curb tax
avoidance through the use of trusts.
Since 1976, the three-legged framework
of the modern transfer tax system has
remained essentially unchanged.
Currently the tax is scheduled for repeal
in 2010, only to reappear in 2011 at
levels specified by 2001 law. The report
includes projections of estate tax revenues and returns if the tax is left unreformed by Congress in coming years.
One of the most important economic
effects of the estate tax repeal and sudden reappearance will be sharply higher
costs of tax planning and compliance.
In general, large estate holders do not
know when they will die, and because of
the complex schedule of phase-outs and
expirations, small differences in the date
of death can lead to dramatically different tax liabilities.
Previous Tax Foundation research has
found the estate tax acts as a strong
disincentive toward entrepreneurship.
A 1994 study found that the estate tax’s
55 percent rate at the time had roughly
the same disincentive effect as doubling
an entrepreneur’s top effective marginal
income tax rate.
“The estate tax penalizes hard work,
savings and investment, and rewards
spendthrift consumption. It should be
fundamentally reformed,” said Scott A.
Hodge, president of the Tax Foundation.
Read the full report, “Death and Taxes: The
Economics of the Federal Estate Tax,” online
at www.taxfoundation.org.
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Corporations
Want Good
Tax Policy, Not
Special Favors
Tax preferences
may provide
short-term
advantages to
certain companies, but they
add enormous
complexity to
the tax code.

Tax Fact:

A perception among lawmakers is that
companies aren’t concerned with good
tax policy. If forced to choose between
broad-based taxes or special tax incentives for their company, conventional
wisdom is that companies prefer targeted
tax breaks every time.
But often this is not true. Big companies
are increasingly aware of the dual-edged
nature of targeted tax breaks. Tax
preferences designed to boost corporate investment may provide short-term
advantages to some companies—and
allow lawmakers to announce new jobs
in campaign speeches—but they add
enormous complexity to the code. And
in the long run, they risk transforming
the tax code into a minefield of narrow
bases and punitively high rates.
Large companies face the nation’s most
complex tax returns. As a result, they
realize the never-ending stream of targeted tax incentives from Congress leads
to ever-rising costs of complying with
the corporate income tax. And ultimately, targeted incentives force up tax
rates to make up for lost revenue.
For these reasons, many corporate
tax professionals prefer a move in the
opposite direction: cleaning up the tax
base, cutting rates, and allowing markets
to guide investment
decisions rather than tax
writers on Capitol Hill.
In testimony before the
House Ways and Means
Committee on May 9,
Matthew McKenna,
Senior Vice President of
Finance at PepsiCo made
a strong case for basebroadening, rate-reducing corporate tax reform
along these lines. Some
excerpts from McKenna’s
testimony appear below:

The city of Rajshahi, Bangladesh has a “polygamy tax”
that charges up to $1,174 for taking four wives.
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“For U.S. companies to continue to be
competitive with companies that reside
in other large industrialized nations, and
to foster foreign direct investment in the
U.S., the corporate federal income tax rate
should be reduced.
“A lower corporate tax rate would allow
businesses to operate in a more efficient
manner, enhance certainty for business
planning purposes and ensure that strategic decisions are driven by productivity, profitability and growth concerns as
opposed to the preferences and obstacles
of the tax code.
“The President’s Advisory Panel on Federal
Tax Reform proposed an option that would
provide immediate expensing for capital
assets as a means of encouraging economic
investment. Capital investment clearly is
important to the growth and expansion of
U.S. businesses…
“However, if I were given a choice between
increased expensing and a reduction in the
corporate tax rate, my preference would be
a lower tax rate…
“The current U.S. tax code provides
a variety of incentives to businesses
through credits and other preferences,
and PepsiCo benefits from many of these
credits and preferences.
“Nevertheless, if I were asked to choose
between increased credits and other preferences or a lower corporate tax rate, again I
would choose the lower tax rate…
“In conclusion, a tax system that allows
U.S. companies to be competitive on a
worldwide basis, provides an incentive to
maintain and increase jobs in the U.S. to
support those businesses and allows for the
repatriation of significant foreign profits to
the U.S. is a win-win situation for the competitiveness of U.S. business and ultimately
for the U.S. economy as a whole.”
Read the full testimony online at
http://waysandmeans.house.gov.

Surging
Corporate
Tax Receipts
Offer Chance
for Reform

There has been a sharp increase in
U.S. corporate tax collections over the
past two years. According to a recent
Tax Foundation analysis, that gives
lawmakers a window of opportunity to
invest in tax code improvements for
the long term.
“With tax collections on the rise, lawmakers have a chance to lower the
corporate income tax rate, broaden the
tax base and integrate the corporate
income tax with the individual income
tax system,” said Scott Hodge, president
of the Tax Foundation.

Ballooning Tax Payments

“Lawmakers
should lower
the corporate
income tax
rate, broaden
the base, and
integrate the
corporate and
individual tax
systems.”

In February, the Office of
Management and Budget
(OMB) released the final
revenue figures for Fiscal
Year 2005. Corporate tax
collections totaled $278
billion, up from $195
billion in 2004 and $139
billion in 2003 (all in
real 2005 dollars). That
represents a real rate of
growth of over 100 percent over two years.
A new study by the
Congressional Budget Office (CBO)
shows this trend has continued into
2006. As of April 2006, corporate
income tax receipts are up nearly 30
percent over receipts during the same
period in 2005.
The recent surge in corporate income tax
collections has substantially increased
corporate tax collections as a percentage
of gross domestic product (GDP) from 1.2
percent of GDP in FY 2003 to 1.6 percent
in FY 2004 and, most recently, 2.3 percent in 2005. By this measure, corporate
tax collections in 2005 were higher than
in any year since 1980.
“Corporate income tax collections have
also become a more important revenue
source for the federal treasury in recent
years,” said Jonathan Williams, staff
economist at the Tax Foundation and
author of the new report. “During the
1990s, corporate tax collections ticked
upward to an average of 10.5 percent of
federal receipts.”

Boom and Bust

The recession that began in 2001 forced
down corporate tax collections along with
the larger economy. Corporate income
taxes accounted for just 7.6 percent
of federal revenues in 2001. Revenues
remained low for three years, and in 2003
corporate income taxes raised 7.4 percent
of total federal revenue. As the economy
rebounded, corporate income taxes rose
to 10.1 percent of federal revenue in 2004,
and 12.9 percent of federal revenue in
2005—their highest share of total receipts
since 1979.
As this roller coaster of corporate collections shows, economic conditions are
the main determinants of corporate tax
revenue. Because corporate profits are
volatile—rising sharply in booms and
falling steeply in recessions—so too are
government receipts from the corporate
income tax. Over the long term, however, the trend of federal corporate tax
receipts is steadily upward.
During the 1990s, a trend began toward
companies organizing as S corporations
rather than traditional C corporations.
Because the income of S corporations is
taxed through the individual income tax
rather than the corporate tax, this resulted
in a sharp increase in the amount of business income that was channeled into the
individual income tax system.
“Considering the rapid growth of S
corporations since the individual
income tax cuts in 2003, the dramatic
growth of corporate tax collections from
traditional C corporations in the past
two years is remarkable,” said Hodge.
“These surging collections place lawmakers in a unique position to reform
the corporate income tax.”
Read the full analysis, “Surge in Corporate
Income Tax Collections Offers Opportunity for
Tax Reform,” online at: www.taxfoundation.org.
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Corporate
Income Taxes
(continued from
page 1)

“One of the
ironies of U.S.
tax policy is
that five years
of tax-cutting
have left the
corporate income tax rate
unchanged.”

Tax Fact:

to the study. These include competition
for international investment, increasing
the competitiveness of state tax systems,
lessening the pressure for states to use tax
incentives to attract economic development, and making it less likely that U.S.
multinationals will engage in profit-shifting to lower-tax countries.
“Lawmakers across the political spectrum
are moving to reduce corporate tax rates
in other OECD countries,” said Atkins.
“The U.S. is in danger of slipping further
behind by continuing to do nothing about
our high corporate tax rates.”

Good Economics, Good Politics

The latest countries to consider corporate income tax rate reductions are
Australia, Germany, New Zealand, and
Spain. Others, such as Canada, are
continuing to phase in corporate rate
reductions in 2006 and beyond. This
movement transcends political philosophy, with center-right (Australia),
centrist (Germany) and center-left (New
Zealand, Spain) governments all considering corporate income tax rate cuts.
As OECD countries continue to lower
their corporate income taxes, they can
expect to reap more
foreign direct investment
from the U.S. A recent
study by economists
Michael Deveraux and
Ben Lockwood found
that a 10 percent corporate rate reduction
by an EU member-state
can reap a 60 percent
short-run increase in
investment by U.S. multinational corporations.
While foreign governments entice U.S. investors by lowering
their corporate tax rates, the federal government in the U.S. stands pat with the
same rate structure it has had since 1994.

The federal income tax code and regulations grew from
718,000 words in 1955 to over 7 million in 2005.
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The United States has the second-highest overall corporate income tax rate (39.3
percent combined federal and sub-federal)
among all OECD countries. Japan (39.5
percent) and Germany (38.9 percent)
have the first and third highest corporate
income tax rates, respectively. The nation
with the lowest corporate income tax rate
in the OECD is Ireland (12.5 percent).

High Rates, Low Revenues

Many people would expect high tax rates
to yield high tax revenues, but the reverse is
often the case. Collection data from 2002
(most recent) demonstrate that many countries with high corporate tax rates — such
as the U.S., Germany, and France — have
lower-than-average corporate tax collections as a percentage of total tax collections.
In fact, of the 13 states with above-average
corporate tax rates, nine of them have
below-average collections.
The converse is also true: of the 15
states with below-average corporate tax
rates, six of them (including Ireland,
which has the lowest corporate tax
rate in the OECD) collect higher-thanaverage revenue. In fact, only 13 of the
30 OECD countries meet traditional
expectations by matching their high
corporate rates with high corporate
revenue or their low corporate rates
with low corporate collections.
The U.S. has the second-highest corporate tax rate in the OECD and yet
collects less revenue (as a percentage
of total revenue) than other OECD
countries with lower rates.
“U.S. lawmakers should look to lower
the federal corporate tax rate from 35
percent to something well below 30
percent,” said Hodge. “Other nations
are faring well with their lower rates, so
the U.S. might not have the continued
luxury of doing nothing.”
Read the full study, “U.S. Lagging Behind
OECD Corporate Tax Trends,” online at
www.taxfoundation.org.

Making Taxes Simple: Do Wealthy Companies
Pay Corporate Income Taxes?
At first glance, corporate taxes seem painless.
After all, isn’t it better to make companies pay
taxes rather than individuals?
The problem, of course, is that only people can
ultimately pay taxes. And companies aren’t people.
That means the corporate tax is paid by some mix
of workers, consumers and shareholders.
In a recent blog post, Harvard economist
N. Gregory Mankiw offers a useful reminder
of who bears the corporate income tax.
“When the government levies a tax on a
corporation, the corporation is more like a
tax collector than a taxpayer,” writes Mankiw.
“The burden of the tax ultimately falls on
people—the owners, customers, or workers
of the corporation.”

Mankiw offers an example of a tax on car
companies. The tax might reduce car company
profits in the short-term, but eventually companies will respond by investing less money in
new car factories. That cuts the supply of
cars and the demand for autoworkers,
raising auto prices and lowering the
wages of workers.
“The corporate income tax is popular
in part because it appears to be paid
by rich corporations,” writes Mankiw.
“Yet those who bear the ultimate
burden of the tax—the customers
and workers of corporations—are
often not rich.”
Visit our weblog for more at
www.taxfoundation.org/blog.

Looking Ahead

From the Archives: 1967

Estate Tax: On June 22 the House of Representatives
passed the Permanent Estate Tax Relief Act (H.R.
5638). Instead of permanently repealing the estate
tax, the bill would eliminate it on estates up to $5 million for individuals and $10 million for couples, and
reduce it on larger estates. It would also do away with
a one-year phase out of the tax currently scheduled
for 2010. The measure will now be considered by the
Senate. For more on the estate tax, see page 3 of this
issue of Tax Watch.
Line-Item Veto: The Legislative Line Item Veto Act
(H.R.4890) that was passed by the House of Representatives on June 22 included line-item authority for the
President on both spending and tax matters. It is now
under consideration by the Senate. One of the goals
of those who champion the line item veto is to allow
the President to rein in unnecessary spending. But
“spending” also takes place on the tax side through the
provision of special tax provisions for certain industries,
companies, or geographies.
Internet Tax Moratorium: In 2004, President Bush
signed the Internet Tax Nondiscrimination Act, which
extended the moratorium on taxing Internet access. It
is set to expire in 2007 unless Congress acts to extend it
again or make it permanent.
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The Future
of Sound
Tax Policy

Left to right: Johanna Mausolf,
Karen Baral, Sara Cseresnyes,
Chen Yao, and Anthony Henke.

Each summer the Tax Foundation invites
college students from around the country
to join us as interns, learning sound tax
policy by working side-by-side with our
economists. Here’s an introduction to our
talented 2006 summer class:
Karen Baral is a senior at the Univerisity
of California, Irvine majoring in mathematics. After graduating,
Karen plans to work as a
financial advisor or consultant. Her internship
at the Tax Foundation is
supported by the University of California’s UCDC
Internship Program.
Sara Cseresnyes is a
junior at the University
of British Columbia in
Vancouver, B.C., where
she is an honor student
studying economics and Spanish. Sara
plans to study Spanish literature and
photography abroad at the Universidad
de las Americas in Puebla, Mexico.
Sara’s internship is supported by the
Foundation for Teaching Economics.
Joe Henchman is the law clerk for the
Tax Foundation, where he has written
on international taxes, tax credits, gross
receipts taxes, and other topics. He also
helped prepare the Tax Foundation’s
amicus brief to the Supreme Court in

the case of DaimlerChrysler v. Cuno.
Joe is a third-year law student at George
Washington University where he will
complete his J.D. in 2007.
Anthony Henke is a senior at Washington University in Saint Louis, where he
is majoring in economics. Upon graduation, Anthony plans to continue promoting sound economic policy through
his writing and academic work. His
internship is supported by the Charles
G. Koch Summer Fellowship program.
Johanna Mausolf is a graduate student at
Cornell University, where she is completing her Master’s in Public Administration with a concentration in Finance
and Fiscal Policy. Johanna plans to work
in the public sector upon graduation,
where she hopes to improve the fiscal
climate in our nation’s capital by promoting a more long-term viewpoint of
government policy.
Chen Yao recently completed her Master
of Science in economics at Baylor University. She will begin working in the
asset management industry this fall. She
plans to enroll in a Ph.D. or J.D. program
concentrating on regulation of financial
markets and institutions. Chen Yao’s
internship is supported by the Charles G.
Koch Summer Fellowship program.
Learn how to sponsor a Tax Foundation
internship today by calling (202) 464-6200.

Our Economists in the News
• CNBC’s Power Lunch, “Global Warming Taxes”
• CNN Money, “Telecommuting: Earn
Well, Live Cheap”
• Chicago Tribune, “That taxing rite of
spring”
• Washington Times, “Taxing Questions”
• Wall Street Journal, “Before Switching
States, Check the Tax Climate”
• Pittsburgh Business Times, “Swann
outlines tax relief plan”
• Detroit News, “State’s business
strengths outweigh its weaknesses”
• Harper’s Magazine, “Harper’s Index”
• Arizona Republic, “Tax cuts are better
than rebates”
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• Boston Globe, “Real relief on gas prices”
• Vail Daily News, “What does Tax Freedom Day mean for you?”
• CNN Money, “Why some states get
less from Uncle Sam”
• Washington Times, “Hopefuls slam gas
prices on stump”
• Asbury Park Press, “Corzine taking
steps to help grow state’s economy”
• Wisconsin State Journal, “Republicans look
for a way to cap government spending”
• St. Petersburg Times, “Tax beast lurks
beyond deadline”
• Detroit Free Press, “Government waste
eats away at the freedom of taxpayers”
Be sure to visit our Press Room online at
www.taxfoundation.org/press/.

