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As a dispassionate student of worldwide business tax structures, I view the U.S. corporate income tax as a significant liability to the United States economic performance.  The general statutory tax rate on corporate profits — about 39 percent, including state level taxes — is internationally uncompetitive; not only does it discourage capital investment, it also encourages businesses to shift taxable profits to low-tax-rate countries, which is everywhere but Japan. It is riddled with special preferences directed at politically favored industries. The business tax structure is unnecessarily complex especially with regard to its progressive rate schedule, treatment of certain business expenses and income derived from investments.  

In the past 15 years, many countries have undertaken significant business tax reforms by lowering rates and broadening tax bases. The U.S. has not overhauled its business tax structure since its successful reform of 1986.  Instead, legislators have introduced complex, targeted tax preferences, while maintaining relatively high taxes on many productive businesses. As part of an overall tax reform, the business tax structure should be substantially altered to make it more efficient, fair and simple.  

The Challenge 

The United States has relatively high and inefficient taxes on capital investments.  Economic studies show that capital investment helps raise a country’s standard of living by improving the productivity of workers and encouraging the adoption of new technologies. In the past four years, annual private investment per worker has fallen in the United States by almost $1,600.

Taking into account corporate income taxes, asset-based taxes such as franchise fees, and sales taxes on capital inputs, the U.S. had the eighth-highest effective tax rate on capital among 20 leading countries in 2004, at 23 percent (Table 1); that rate will rise to 25 percent in 2005 after recent corporate tax restructuring.
  While the US effective tax rate on capital investments is much lower than that of its biggest trading partner, Canada, at 31.3 percent, it is sharply higher than many other industrial countries, such as Britain (18.7 percent), Mexico (12.8 percent), and Ireland (11.5 percent).  In the modern global economy, high taxes on capital investments can be avoided by shifting production to comparable jurisdictions with lower taxes.  

As well, special preferences for industrial activities not only make the tax system a greater burden on the administrators and taxpayers, they are often awarded to businesses with poor economic prospects.  A recent example was the ill-advised corporate rate reductions for selected industries, including manufacturing, resource extraction and film production.  Differential corporate income tax rates make business tax systems excessively complex — a formula is required to allocate overhead costs and businesses easily manipulate their profits to reduce taxes. Canada and most of its 10 provinces recently eliminated differences in tax rates on manufacturing, resource and other income, following the practice of a number of other countries, such as Britain, Sweden and, until recently, the United States.  Yet, the U.S. chose to go down a route that took Canada 20 years to finally abandon.

What the Business Tax Structure Should Deliver

Some commentators argue that no business taxes should be levied at all. However, to ensure both efficiency and fairness in the tax system, business taxation is essential.

For one thing, the business tax operates as a backstop to the personal tax.  If the personal tax is not applied to all forms of investment income, then a business income tax is necessary to ensure that investment income earned by taxpayers is taxed at similar rates as other income.  If personal taxes only apply to expenditure — income, net of savings — a business tax on a similar basis — revenues net of current and capital expenditures — may be needed to ensure that expenditure is fully captured.  

For another, some businesses, including foreign companies operating in the U.S., benefit from such public services as infrastructure, security and defense. To help cover the cost of these services, businesses should pay a charge related to the use of the services. If a user fee is not used, a surrogate is appropriate.

In principle, business taxes should be levied in such a way that the tax burden is similar across businesses so that the tax system will not undermine economic growth and fairness by interfering with the market’s allocation of resources according to the long-run profitability of businesses. Only in those instances when businesses do not properly assess social benefits and costs when making their decisions, particularly in such areas as environmental protection and research and development, should taxes be used to alter market behaviour.  However, even in these situations, tax policy may be an inferior form of government intervention compared to other mechanisms such grants and regulations.

A New Approach 

Pro-growth tax reform is a sensible objective. However, the business tax reform needed to support this objective ultimately depends on the personal tax changes to be considered.

If personal taxes are changed to eliminate levies on investment income, the business tax should be transformed from a tax on shareholder income to a tax on cash flow because all economic costs incurred to undertake projects would be fully deductible.  If, for example, the U.S. were adopt a value-added tax, then a business tax on cash flows could still be considered as a relatively efficient source of revenue.

If the personal tax on investment income is maintained — even at a lower rate than now contemplated — the U.S. corporate income tax rate should be lowered and the tax base broadened.  Some clear cases for reform include: 

· Eliminate the progressive corporate rate structure in favour of a single rate of tax.  The effect of progressivity in the rate structure is to penalize growing and risky companies because the tax value of deductions when income is low is less than the tax paid on income when the company is earning good profits from its investments. 

· Eliminate many targeted cost write-offs, such as differential corporate income tax rates, leasehold improvements and certain machinery investments that have not proven to be effective in generating growth for the economy as a whole.  

A reduction in the corporate income tax rate in the United States would have a dramatic impact on the incentive for multinationals operating there to shift profits into the U.S.  Recent studies suggest that each one-percentage-point reduction in corporate income tax rates increases taxable profits in a jurisdiction by almost 5 percent. The revenue cost of corporate rate reductions is not as large as is often claimed.

Although it is commonly argued that the corporate income tax rate should be equal to the top personal tax rates, many countries now have corporate rates that are well below the top personal rate. The key issue is the taxation of investment income at the personal level.  Wisely, the U.S. recently recognized that the personal tax rate on dividends and capital gains should be less taxed than other forms of income because dividends and capital gains have already borne some tax at the corporate level.  If the corporate rate were equal to the top personal rate, as in some countries, then dividends and capital gains should be exempt altogether.  If the corporate tax rate is assessed at a rate lower than the top personal tax rate — a decision taken in the interest of international competitiveness — then some taxation of dividends and capital gains is in order. 

Certainly, if the U.S. government has to fund basic services that benefit business profitability, more user-pay-related levies, including environmental ones, would be far better to use than the existing complex corporate income tax measures.

The U.S. business tax structure requires substantial reform — it is important to not only the United States in terms of its ability to grow, it is also critical to other countries that benefit from U.S. economic growth.  However, the business tax structure depends on the overall tax reform to be considered — greater use of consumption-based levies will result in lower taxes on investments, and that will be vitally important for long-run economic prospects in the United States. 

Table 1

Marginal Effective Tax Rates on Capital Investments for Large Companies by Country, 2004 (in percentages)

	 
	General Corporate 

Income Tax Rate
	Tax Rate 

	 
	
	Average

	China 
	24.0
	37.7

	Germany
	38.4
	32.7

	Canada
	34.9
	31.3

	Japan
	41.9
	29.8

	Brazil
	34.0
	29.2

	France
	35.4
	27.8

	Italy
	37.3
	26.0

	US
	39.5
	23.0

	India
	35.9
	22.5

	Finland
	29.0
	19.9

	Netherlands
	34.5
	19.2

	UK
	30.0
	18.7

	Australia
	30.0
	17.8

	Russia
	22.0
	17.6

	Denmark
	30.0
	16.5

	Mexico
	33.0
	12.8

	Ireland
	12.5
	11.5

	Sweden
	28.0
	11.2

	Singapore 
	22.0
	7.6

	Hong Kong
	16.0
	5.7


� The effective tax rates provided here are based on an analysis by which businesses earn a rate of return on capital that is sufficient to cover the financial cost of capital and taxes.  The effective tax rate is the amount of taxes paid as a share of the pre-tax rate of return on capital investments.      
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