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Abstract

The United States’ corporate income tax unnecessarily burdens U.S.
businesses and domestic production. With the highest corporate in-
come tax in the developed world, the disadvantage to U.S. business
is self-imposed. Simply lowering the corporate-income-tax rate and
moving toward a territorial tax system would place American busi-
ness on a more equal tax footing with foreign competitors. These re-
forms, paired with capital expensing, would help to grow the econo-
my, increasing wages, investment, and jobs.

he tax reform debate has recently focused on remedying the

tax disadvantages faced by U.S. companies. The additional
tax burden on U.S. business is primarily a function of an unusu-
ally high corporate-income-tax rate. Focusing too much on other
countries’ varied tax systems or fundamentally changing the U.S.
corporate income tax misses the straightforward remedy of sim-
ply lowering the U.S. corporate-income-tax rate, and taxing only
domestic income.

Internationally Uncompetitive

An unusually high corporate income tax leaves U.S. workers and
investors, and the economy as a whole, worse off than they should
be.! The corporate income tax is a poorly designed tax, which bias-
es the whole tax system against savings and investment. This bias
makes it harder for businesses to invest in things like new equip-
ment, factories, and research and development. Less investment
and smaller capital stocks make it more difficult for the economy to
expand, limiting job creation and wage growth.
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KEY POINTS

m The U.S. has one of the highest
corporate tax rates in the world—
almost 40 percent. The highrate
hurts workers, investors, the econ-
omy, and job and wage growth.

m The corporateincometaxisa
poorly designed tax, which biases
the whole tax system against
savings and investment. This bias
makes it harder for businesses to
invest and expand.

m The disproportionate tax burden
on U.S. business is primarily due
to an unusually high corporate-
income-tax rate, not to features of
other countries’ tax systems.

m To attract and keep businessin
the U.S., reform should lower the
corporate tax rate, allow capital-
expense deduction, and embrace a
traditional territorial tax.

m These three reforms have the
potential to dramatically increase
new investment, wages, output,
and jobs.
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CHART 1

U.S. Has High Corporate Taxes, Regardless of Measure
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* The two marginal rates use different data, in different years, to model a similar effect.

NOTES: Data are for G-20 nations. Italy’s -23.5 Effective Marginal corporate tax rate has been excluded (a deduction for equity primarily
drives the negative rate). Combined Statutory and Marginal Effective corporate tax rate data for Argentina and Saudi Arabia are not available.
SOURCES: Congressional Budget Office, “International Comparisons of Corporate Income Tax Rates,” March 2017, https:/www.cbo.gov/
sites/default/files/115th-congress-2017-2018/reports/52419-internationaltaxratecomp.pdf (accessed May 5, 2017), and Jack Mintz and Philip
Bazel, “Competitiveness Impact of Tax Reform for the United States,” Tax Foundation, April 20, 2017, https://taxfoundation.org/
competitiveness-impact-of-tax-reform-for-the-united-states/ (accessed May 5, 2017).
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Chart 1 shows various different measures of the
corporate income tax, but there is one clear take-
away: By each measure, the United States ranks con-
sistently as one of the worst.? The combined statu-
tory rate is the legislatively enacted federal tax rate
plus an average of state rates. Average tax rates mea-
sure taxes paid as a share of corporate income, and
the two different measures of effective marginal
rates are different imputed measures of the tax bur-
den on a marginal investment. In addition to the
high statutory rate, a significant secondary driver of
the United States’ high marginal effective tax rate
is the system of capital-cost recovery. Full expens-
ing, discussed under “Policy Reforms” below, should
be paired with rate reforms. The statutory rate will
be used throughout the remainder of the brief, but
a similar story could be told using any other mea-
sure, as Chart 1 shows that the U.S. is near the top in
every measure.

How Is International Income Taxed? Cor-
porate income taxes are levied based on incred-
ibly complex rules that govern where firm profits
are earned. In a simple model, there are two types
of firms to consider: American firms (headquar-
tered in the U.S.) and foreign firms (headquartered
abroad). A territorial corporate income tax falls on
U.S. production, which means a country’s chosen tax
rate can change the relative attractiveness of foreign
versus domestic production. The U.S. worldwide
system, paired with high tax rates, biases business-
es—both American and foreign—against headquar-
tering in the U.S.

U.S.-Based Production

If any business produces its goods in the U.S. its
factors of production (labor and capital) bear the
U.S. corporate tax, regardless of where the firm is
headquartered or where the product is consumed.
Because the U.S. corporate tax is higher than in most
other countries, U.S.-based production is artificial-
ly made less profitable than foreign-based alterna-

TABLE 1

When Products Are
Produced in the U.S.

u.s. Foreign
Headquarters Headquarters
Products sold
inUS. U.S. Tax U.S. Tax
Products
exported U.S. Tax U.S. Tax

SOURCE: Heritage Foundation research.
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tives, which lowers business investment in the U.S.
Less investment places downward pressure on the
U.S. capital stock, which results in lower output
and wages.

In reality, actually determining the source of
a multinational firm’s (those with subsidiaries in
other countries) profits is a challenging task for tax
administrators. In a world with perfect informa-
tion, income would be sourced to the proper juris-
diction, and taxes would be levied as described in
Table 1. In reality, the system of income sourcing is
highly imperfect and allows firms with subsidiaries
in other tax jurisdictions to pay less than the full U.S.
tax. High U.S. corporate taxes increase the incentive
to shift profits to other countries. This results in the
right side of Table 2 (foreign-headquartered firms)
paying lower, often significantly lower, average taxes
than their U.S.-headquartered counterparts.

Similar to the foreign firms, profit-shifting is
often a strategy used by U.S.-headquartered firms if
they have foreign subsidiaries. For example, Ireland
has a 12.5 percent corporate-income-tax rate, so if a
U.S.business can attribute some additional profits to
avaluable patent owned by an Irish subsidiary, it may

1. Theincidence of the corporate income tax is an open question, but it is generally believed that the tax most directly falls on labor and capital
(workers and investors). Alan J. Auerbach, “Who Bears the Corporate Tax? A Review of What We Know,” National Bureau of Economic
Research Working Paper No. 11686, October 2005, http://www.nber.org/papers/w11686.pdf (accessed May 4, 2017), and William M. Gentry,

“A Review of the Evidence on the Incidence of the Corporate Income Tax,” Department of the Treasury, Office of Tax Analysis, OTA Paper No.
101, December 2007, https://www.treasury.gov/resource-center/tax-policy/tax-analysis/Documents/WP-101.pdf (accessed May 4, 2017).

2. Congressional Budget Office, “International Comparisons of Corporate Income Tax Rates,” March 2017,
https://www.cbo.gov/system/files/115th-congress-2017-2018 /reports/52419-internationaltaxratecomp.pdf (accessed May 3, 2017), and
Jack Mintz and Philip Bazel, “Competitiveness Impact of Tax Reform for the United States,” Tax Foundation, April 2017,
https://taxfoundation.org/competitiveness-impact-of-tax-reform-for-the-united-states/ (accessed May 5, 2017).
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be able tolower its U.S. tax bill. Assuming aggressive
income shifting, economist Gavin Ekins estimates
that a 15-point reduction of the corporate-income-
tax rate to 20 percent could raise an additional $74
billion in revenue, purely from income being attrib-
uted to the United States.® U.S. firms that are fully
domestic must pay the full U.S. corporate tax, and
their U.S. factors of production bear the full cost of
the U.S. corporate income tax. A lower U.S. corpo-
rate tax rate would significantly reduce the incen-
tive to shift U.S. tax liabilities to other jurisdictions,
increase profit shifting into the U.S., and largely mit-
igate inequities between multinational and entirely
domestic firms.

Production Abroad

If agood is produced in another country by a firm
that is headquartered in the U.S,, the profits are tax-
able in the U.S., whether deferred or paid currently,
no matter where the final product is sold. A similar
foreign firm’s profits, headquartered in the jurisdic-
tion of production, are only taxable under the for-
eign government’s territorial corporate tax. Because
the U.S. corporate tax is higher than in most other
countries, and is levied on worldwide income, for-
eign production and foreign headquarters are often
more attractive than the U.S. alternative.

The U.S. system of worldwide taxation attempts
to tax all U.S. corporate profits, even those earned
in other countries. To avoid taxing the same income
twice, a credit is allowed for taxes paid to other
countries. U.S.-headquartered firms with foreign
subsidiaries are at a disadvantage because they are
expected to pay the U.S. corporate tax rate, which
usually exceeds the rate payed by their competitors
in other jurisdictions. To mitigate this harm, the
U.S. allows firms to defer paying taxes on foreign
profits that are held overseas. Under current law,
tax is only due on those profits if they are repatriat-
ed (brought back to the U.S.). Currently, more than
$2.5 trillion of U.S. corporate profits are trapped
overseas.*

TABLE 2

When Products Are
Produced Abroad

us. Foreign
Headquarters Headquarters

Products

exported U.S. Tax Foreign Tax
to U.S.
Products sold

in foreign U.S. Tax* Foreign Tax
jurisdiction

* Tax deferred, unless income falls under subpart F.
SOURCE: Heritage Foundation research.
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Reacting to both the high U.S. corporate-income-
tax rate and worldwide taxation, U.S. firms are pres-
sured to merge with foreign competitors and move
their new joint headquarters overseas to avoid
the U.S. tax system. Prominent examples include
Anheuser-Busch’s acquisition by Belgian brewer
InBev, and Burger King’s buyout of Canadian Tim
Hortons.® U.S.-foreign mergers always reincorpo-
rate outside the U.S. Even if the merger is not explic-
itly tax motivated, the decision to not headquarterin
the U.S. certainly is tax motivated.

The U.S.-headquartered firm in Table 2 is often
able to use its foreign subsidiary to delay paying U.S.
taxes and better compete abroad. To the extent that
U.S. corporations, with less-sophisticated tax-plan-
ning operations, are not able to keep profits earned
in foreign markets offshore, those businesses face a
higher tax rate than their competitors.

The primary additional tax burden on U.S. busi-
ness and production exists where the U.S. corpo-
rate income tax exceeds that of other countries.
The disadvantages faced by U.S. production are
self-imposed. Simply lowering the U.S. corporate-

3. Gavin Ekins, “Corporate Income Tax Rates and Base Broadening from Income Shifting,” Tax Foundation, October 2015,
https://taxfoundation.org/corporate-income-tax-rates-and-base-broadening-income-shifting/ (accessed May 3, 2017).

Jeff Cox, “US Companies Are Hording $2.5 Trillion in Cash Overseas,” CNBC.com, September 20, 2016,

http://www.cnbc.com/2016,/09/20/us-companies-are-hoarding-2-and-a-half-trillion-dollars-in-cash-overseas.html (accessed May 3, 2017).

5. “Impact of the U.S. Tax Code on the Market for Corporate Control and Jobs,” Majority Staff Report for the Permanent Subcommittee on
Investigations, U.S. Senate, July 30, 2015, https://www.hsgac.senate.gov/subcommittees/investigations/hearings/impact-of-the-us-tax-
code-on-the-market-for-corporate-control-and-jobs (accessed May 3, 2017).
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income-tax rate would place American business on a
more equal tax footing with foreign competitors.

Sales and Value-Added Taxes (VATs). When
comparing the international treatment of goods
produced by U.S. businesses, it is easy to conflate the
corporate income tax with other taxes, such as for-
eign VATs, which are also collected at the corporate-
entity level. However, VATs are more similar to U.S.
sales taxes than the current corporate income tax
and are largely irrelevant in determining how inter-
national income is taxed, as they fall largely on con-
sumption within a country’s borders.

A VAT is a type of consumption tax that is eco-
nomically similar to a sales tax, levied on final con-
sumption. VATs are border-adjusted, which means
that the tax is levied on all imports and removed
from all exports. Although under a simple analysis,
border-adjustable taxes may appear to implement a
tariff-like tax on imports and a subsidy for exports,
this is misleading.® The symmetric border adjust-
ment does not distort trade like a tariff, but instead
ensures that domestic consumption bears the tax.”

In much the same way that sales taxes and cor-
porate income taxes are separate tax systems, any
analysis should be equally careful to distinguish
between foreign VATs and corporate income taxes.

Policy Reforms

To make the U.S. a more attractive place to do busi-
ness, tax reform should lower the corporate-income-
tax rate, allow the immediate deduction of capital
expenses, and move toward a territorial tax system.
These three reforms have the potential to dramatical-
ly increase new investment, wages, output, and jobs.

Reduced Rates. Lowering the corporate-
income-tax rate is necessary for a more equal treat-
ment of U.S.-headquartered firms. Lowering the U.S.
corporate tax rate to, or below, the international
average would largely even the playing field, allow-
ing U.S. firms to compete with foreign firms.

A U.S. federal corporate tax rate of 20 percent
is the upper bound for global tax competitiveness.
Adding in average state tax rates to a 20 percent rate,
a U.S. combined rate of about 24 percent would put
the U.S. above the worldwide average of 22.5 per-
cent, on par with the Organization for Economic Co-
operation and Development (OECD) average of 24.2
percent, and below the Group of 20 (G-20) average
of 28.5 percent.® A 24 percent combined rate would
make the U.S. competitive with China, and more
competitive than Mexico.

The corporate income tax should ultimately be
eliminated, but a federal rate lower than the 12.5
percent of Ireland (lowest in the OECD) would make
America a leader in business tax rates and go a long
way toward benefitting U.S. consumers, workers,
and investors.

Territorial Taxation. Worldwide taxation puts
all U.S. firms competing abroad at a disadvantage to
similar firms in almost every other country because
their income is taxable at the high U.S. corporate
rate. The U.S. should move to a territorial tax system
under which the U.S. would not collect additional
taxes on foreign-earned profits when distributed
back to the U.S. headquarters. This simple change
would allow U.S. firms to compete abroad through
foreign subsidiaries without the additional burden
of U.S. taxes.

Expensing. Lowering tax rates is necessary if
America wants to compete for global business. If
America wants to win the competition for global
business, tax reform should include full expens-
ing. The current U.S. tax system discourages capi-
tal investment by decreasing its economic value and
creating unnecessary complexity by requiring capi-
tal expenditures to be deducted over an often arbi-
trary number of years, a system known as deprecia-
tion. Full expensing removes this complexity and
allows businesses to write off all expenditures in the
year they are purchased—encouraging investment,

6. For more on the design and incidence of VATs, see Martin Feldstein and Paul Krugman, “International Trade Effects of Value-Added Taxation,”
in Assaf Razin and Joel Slemrod, eds., Taxation in the Global Economy (Chicago: University of Chicago Press, 1990), pp. 263-282.

7. Although the border adjustment of the VAT is not a tariff, it can impact trade flows. Unavoidable real-world design imperfections of border
adjustments reduce total trade volumes, contrary to the predictions of more simple models. See Mihir A. Desai and James R. Hines Jr., “Value-
Added Taxes and International Trade: The Evidence,” (unpublished working paper, January 2005), and Michael Nicholson, “Value-Added
Taxes and US Trade Competitiveness,” Forum for Research in Empirical International Trade Working Paper No. 186, July 2010.

8. Kyle Pomerleau, “Corporate Income Tax Rates around the World, 2016,” Tax Foundation, August 2016, https://taxfoundation.org/corporate-
income-tax-rates-around-world-2016/ (accessed May 3, 2017); OECD Tax Database, Table I1.1 Corporate Income Tax Rate,
https://stats.oecd.org/index.aspx?DataSetCode=Table_II1 (accessed May 3, 2017); and Congressional Budget Office, “International

Comparisons of Corporate Income Tax Rates.”
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job creation, and economic growth by treating all
business costs equally.’

High corporate tax rates burdens all U.S. busi-
nesses, falling especially directly on businesses with
limited or no international operations. Rather than
searching for novel ways of taxing businesses, the
simple policy solution is to reform the current sys-
tem. A lower corporate-income-tax rate, immediate
deduction of capital expenses, and a territorial tax
system would allow the economy to grow, creating
jobs and increasing wages.

—Adam N. Michel is a Policy Analyst in Tax and
Budget Policy in the Thomas A. Roe Institute for
Economic Policy Studies, of the Institute for Economic
Freedom, at The Heritage Foundation.

9.  Jason J. Fichtner and Adam N. Michel, “Options for Corporate Capital Cost Recovery: Tax Rates and Depreciation,” Mercatus Center at George
Mason University, January 29, 2015.




