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DECLINE OF CORPORATE TAX REVENUES
THURSDAY, MAY 3. 1990
U.S. SENATE,
COMMITTEE ON FINANCE,

Washington, DC.
The hearing was convened, pursuant to notice, at 10:00 a.m.,
Hon. Lloyd Bentsen (chairman of the committee) presiding.
Also present: Senators Moynihan, Packwood, Danforth, and
Durenberger.
[The press release announcing the hearing follows:]
[Prm'IRI,. viu, No II-l19. NIor 7. 1990

SENATOR BENTSEN ANNOUNCES HEARING ON CORPORATE INCOME TAX; CORPORATE
TAX REVENUEs FALL SHORT BY $20 TO $30 BILLION YEARLY, CHAIRMAN SAYS

WASHINGTON, DC-Senator Lloyd Bentsen ID., Texas), Chairman, announced
Wednesday that the Senate Finance Committee will hold a hearing later this month
on the decline of corporate income tax revenues.
The hearing will be held on 7'hursday, May J, 19.90 at 10 ai. in Room SD-215 of
the Dirksen Senate Office Building.
"The share of total income tax revenues contributed by corporations has been
steadily declining in past decades. The 1986 Tax Reform Act was expected to alter
this trend, One of the key goals-and a major selling point-of the 1986 Act was to
shift $120 billion in taxes from individuals to corporations in the first five years,
Current figures make it plain that little, if any, of this expected increase in corporate income tax receipts i1 materializing, In fact, corporate income tax receipts are
falling short by some $20 to $30 billion per year," Bentsen said,
"The focus of this hearing will be to examine these figures and to explore possible
explanations for the shortfall in corporate income tax revenues, I also am interested
in comparing the corporate tax burden in this country with that in other industrial.
ized countries," Bentsen said.

OPENING STATEMENT OF HON. LLOYD BENTSEN, A U.S. SENATOR
FROM TEXAS, CHAIRMAN, SENATE FINANCE COMMITTEE

The CHAIRMAN. This hearing will come to order.
Changes made in the 1986 Tax Reform Act were expected to increase revenues from corporate income taxes by about $120 billion
over 5 years. But, the preliminary reports show that we are falling
far short.
Using the latest estimates from the Office of Management and
Budget, the shortfall will amount to $116 billion. The Congressional Budget Office estimates it will be $145 billion. So, we have a
mystery on our hands,
Well over $100 billion seems to he missing from the Federal Government's revenues, We need to find the culprit. We do have some

clues.

At least part of the explanation is that corporate profits are
lower than expected, even though-and this is strange-personal
(1)

income taxes are up. I am trying to find out why corporate profits
are down.
Economic conditions may be part of the answer, but to affect corporate profits and not personal income taxes is really quite puzzling. What is the reason for that apparent contradiction? What is
the influence of the massive move from equity to corporate debt
and the resultant higher interest deductions?
I want to know whether corporate
profits
are down because of
that or if there are other factors at work.
We rely on the corporate income tax for a very substantial part
of government revenue. It's share of the government's revenue has
been steadily declining for some time.
To give you an example, in 1955, corporate income taxes represented 27.3 percent of total tax receipts. 27.3 percent. In 1989, it
was down to 10.5 percent. We are always trying to identify where
Japanese business has a competitive advantage. But, that is not the
case with taxes. While corporations pay 10.5 percent of total government revenue in this country, 21 percent of the total tax revenues come from corporate income taxes in Japan.
I would like to hear the views of the witnesses today about those
numbers and their evaluation of those trends. Having spent many
years myself building a business, I know the importance of revenue
expectations in making intelligent choices for the future, As the
budget deficit becomes more and more serious and more difficult
for us to close the gap, accurately estimating Federal revenues has
become even more critical for us to make intelligent policy decisions, That is why we need some explanation of the shortfall in corporate tax receipts, We have a real puzzle here and we are going to
try to find some of the answers today.
I defer to my colleague, Senator Packwood, for any comments he
may have.
OPENING STATEMENT OF lION. BOB PACKWOOD, A U.S. SENATOR
FROM OREGON
Senator PACKWOOD, Mr. Chairman, I am intrigued with these
hearings because I remember when we were doing tax reform we
were charged with making that bill revenue neutral over 5 years,
The tax reform bill involved total revenues to the Federal Government of around $5 trillion. So, if we were off by 1 percent, we were
off, plus or minus, $50 billion over the 5 years. I thought that if we
came within 1 or 2 percent of our mark, it wasn't a bad prediction.
If a business can predict its gross revenues 2 or 3 years out, and
come within 1 or 2 percent, that company is in great shape.
So, I am fascinated as to why individual taxes have increased
and corporate taxes decreased. But, we should not reflect solely on
the past. I will have some questions of the witnesses about how to
make our projections better in the future.
I would like to recount a story I have told any number of times
when I was on the Banking Committee. Senator Proxmire used to
have an economics professor-I think he was from Wisconsin-who
would testify each January and predict what was going to happen
the following year. He came for the 7 or 8 years I was on the Banking Committee. One year I read what he had said the previous year

and found that what he had predicted utterly did not happen. It
wasn't even close. So I asked him if he could explain why he was so
far off last year. And, he said "yes," and "there were unforeseen
intervening circumstances."
Well, I said, "do you think there could be any unforeseen intervening circumstances in the upcoming year?" He answered, "no,
no, we have got a pretty good handle on it now."
So I may have some questions about the future. And, as much as,
I am interested in the past, the past is gone. If we are going to
change the laws, or try to produce more revenue or less revenue, or
fine-tune what we did, I would like to have some assurance that
what we base those changes on, it is reasonably accurate. Thank
you, Mr. Chairman,
The CHAIRMAN. Thank you, Senator.
Senator Moynihan,
OPENING STATEMENT OF lION. DANIEL,PATRICK MOYNIHAN, A
U.S. SENATOR FROM NEW YORK
Senator MOYNIHAN. I would just agree with Senator Packwood.
To come within 1 percent of anything as large as that and over
that much time is-certainly not a bad case of forecasting, On the
other hand, we do see this rather dramatic shift in the composition
of Federal revenues.
Now, our staff has done a superb table here. The corporate tax in
1955 was 27 percent of our revenues and social insurance was 12
percent and that has now quite reversed. Today, corporate is 10.5
and social insurance is 36. Corporate taxes are down by two-thirds
and social insurance up three times. I don't know what that means,
but I would be interested if anybody might want to comment in the
course of the panel discussions, Thank you,
The CHAIRMAN. I might add on those predictions that I know it
was said of one very prominent economist, a very well known one,
that he was right about half the time, And that 500 is great for a
baseball player but not very comforting from an economist.
The first panel will be Dr. Harvey S, Rosen, Deputy Assistant
Secretary for Tax Analysis, and Robert Reischauer, the Director,
Congressional Budget Office. Gentlemen, if you would come forward, please.
Dr, Rosen, if you would proceed with your testimony, please.
STATEMENT OF HARVEY S. ROSEN, PH.D., DEPUTY ASSISTANT
SECRETARY FOR TAX ANALYSIS, U.S. DEPARTMENT OF THE
TREASURY
Dr. ROSEN. Mr. Chairman and members of the committee, I am
pleased to have this opportunity to present the views of the admin1stration on recent trends in corporate tax receipts,
As the committee has requested, my remarks today focus principally on the trend in corporate tax receipts, the Importance of the
corporate tax in other countries, and the effect of the Tax Reform
Act of 1986 on corporate tax receipts
In 1989, the corporate income tax produced $104 billion in revenue for the U.S. Government. The $104 billion was the most revenue ever produced by corporate taxes and represented the sixth

consecutive annual increase in corporate tax receipts. The level of
corporate taxes has increased even though pre-tax corporate profits
as a percentage of gross national product has fallen sharply.
In the mid 1950 s when corporate taxes were at their peak as a
percentage of total Federal tax receipts, pre-tax corporate profits
were about 11 percent of GNP. By 1986, this percentage had fallen
to about 5.1 percent.
Although the level of Federal corporate receipts rose from the
mid 1950's to 1986, it fell as a percentage of total receipts. But
since 1986, the declining trend in the relative importance of the
corporate tax has been reversed.
In 1989, corporate tax receipts accounted for 10.5 percent of total
tax receipts, which is the highest percentage since 1980.
I turn now to the issue of corporate taxes in foreign countries.
Because of cultural and historical differences, foreign countries
have a wide variety of tax systems. These differences among tax
systems make it difficult to directly compare corporate tax burdens
across countries. Nonetheless, we can make some general observations.
In 1987, corporate income taxes accounted for an average of 8
percent of total tax receipts for the 22 countries in the Organization for Economic Cooperation and Development for which we have
data. The data pertain to corporate taxes at both the central government and local levels.
U.S. corporate taxes as a percentage of total tax receipts was 8
percent in 1987, the average for the 22 OECD countries. Countries
that were above the OECD average include Japan, at 23 percent,
and the United Kingdom, at 11 percent. Countries that were below
the average include Germany, at 5 percent, and France, at 5 percent.
With respect to the Tax Reform Act of 1986, it is clear that the
Act made significant changes to the corporate tax system. These
changes were expected to increase corporate tax receipts signifi.
cantly, However, the 1986 Act as a whole was expected to be revenue neutral. For all practical purposes, the 1986 Act has been revenue neutral.
Our most recent estimate indicates that the numerous positive
and negative provisions of the 1986 Act sum to a total change in
receipts of less than 1 percent over the 1987 to 1991 period.
The 1986 Act was also expected to increase corporate tax receipts
and lower individuals receipts as a percentage of total income tax
receipts. This has also occurred. The percentage of income tax receipts accounted for by corporate taxes increased from 15 percent
in 1986 to 19 percent in 1989. Correspondingly, the percentage accounted for by individual taxes fell from 85 percent to 81 percent.
The Reagan administration's first budget after enactment of the
1986 Act was the 1988 budget. In that budget, corporate tax receipts for 1987 through 1989 were forecast to average $117 billion
per year. Actual receipts averaged only $94 billion per year. The
Reagan administration was not alone in overestimating corporate
tax receipts. In its first budget after the 1986 Act, the Congressional Budget Office also overestimated corporate tax receipts by an average by $21 billion per year for the 1987 through 1989 period. The
question then arises: why were corporate tax receipts between $20

billion and $25 billion lower than forecast after the 1986 Act was
enacted?
Our analysis of the effect of the 1986 Act on corporate tax receipts today is both preliminary and incomplete. It is always difficult to distinguish quantitatively between the effects of changes in
the tax law and other economic factors, but in this case we face
special difficulties.
Many of the important and fundamental provisions of the 1986
Act were phased in over time and did not become fully effective
until 1988. Large corporations, following their conventional practice, typically did not file their 1988 tax returns until mid-September 1989,
We believe that the primary reason why corporate tax receipts
were lower than expected in the Reagan administration's 1988
budget is that pre-tax corporate profits were lower than expected.
In the 1988 budget, pre-tax corporate profits were overforecast by
an average of $55 billion over the 1987 through 1989 period. This
resulted in an average annual overestimate of between $15 and $20
billion in corporate tax receipts.
Why did this occur? An important reason for the overestimate of
corporate profits appears to be that actual wage and salaries were
higher than expected. Because wages and salaries are deductible
expenses for corporations, higher wage and salaries reduce corporate profits, Higher wage and salaries would also have the effect of
raising the taxable income of individuals. The higher-than-expected
level of wages and salaries is reflected in higher-£han-expected individual tax receipts.
To summarize, corporate tax receipts forecasts by both the Treasury and the Congressional Budget Office following the enactment
of the 1986 Act exceeded actual corporate receipts by between $20
and $25 billion per year.
Next, the Tax Reform Act of 1986 reversed a long-term decline in
the relative importance of corporate taxes in producing revenues
"for the U.S. Government.
The 1986 Act has been revenue neutral because individual tax
receipts are higher than expected.
And lower than expected corporate profits explain much of the
underestimate in corporate tax receipts.
This concludes my prepared remarks. I would be happy to
answer any questions of the committee. Thank you.
[The prepared statement of Dr. Rosen appears in the appendix.]
The CHAIRMAN. Thank you, Dr. Rosen.
In your testimony, you seemed to skip over the question of corporate debt I raised.
Dr. RosEN. Yes, sir.
The CHAIRMAN, I would like to pursue this further. It is not just

a matter of interest rates having escalated, although that obviously
carries a burden, but the massive move from equity to debt in this
country and the activity of LBO's. Of course, taxes are figured after
interest payments.
I don't know if there's a study of what profits would have been
before interest expenses, but I would like to directly respond to
that concern.
Dr. ROSEN. Yes, sir,_

We believe that the under forecast of wages and salaries and the
underforecast of interest rates are the most compelling reasons for
the fact that corporate profits were lower than expected. However,
one issue that has come up is the influence of LBO activity, which
clearly did increase during the 1980's. However, the effect of LBO's
on corporate profits is unclear. Because all LBO's to some extent
are financed by debt, increased LBO activity is generally expected
to result in higher corporate interest payments which, in turn, as
you suggested, a lower corporate profit. However, the evidence suggests that LBO's do not have a great impact on total corporate interest payments.
In addition, to the extent that acquired firms are managed more
efficiently-The CHAIRMAN. Let me interrupt, please, on that point for just a
minute.
Dr. ROSEN. Yes, sir.
The CHAIRMAN. A lot of the LBO's were quite recent, and consid.
ering the filing delay you referred to, I wonder how current your
data is?
Dr. ROSEN. For making definitive statements about what has
been going on with corporate tax receipts since tax reform, I would
say the data are inadequate to make definitive statements. I think
anything that anyone could say now is conjectural, I mean, we
have some pieces of evidence, and we put together the best story
we can, given that evidence, but we don't have the actual tax returns that corporations have filed since tax reform was fully based
in; 1988 was the first year, of course, it was fully phased in. So any
statements that we can make are certainly preliminary and conjectural.
The CHAIRMAN. Could you further explain why personal income
taxes and receipts went up while corporate income taxes went
down?
Dr. ROSEN. Yes, sir.
The CHAIRMAN. The economic circumstances affecting them.
Dr. ROSEN. Yes, sir.
The wages and salaries were underforecast in the first budget
after tax reform, Now, when wages and salaries go up, that represents a cost to corporations. So with higher wages und salaries,
their costs go up, their profits go down, and other things, being the
same, corporate receipts go down. But these same wages and salaries go onto the income of individuals. That, other things being the
same, increases their tax liabilities. So, at least one possible explanation for the puzzle you mentioned, Senator, is that wages and
salaries were underforecast in the 1988 budget.
The CHARMAN. One very difficult thing for us is the variance in
estimates between OMB and CBO. Your current estimates of corporate tax receipts from 1990 to 1991 are $28 billion higher than
CBO's. $28 billion is still a lot of money here.
Dr. ROSEN. Yes, sir.

The

CHAIRMAN.

Would you explain that for me?

Dr. ROSEN, I am not familiar enough with the details of either

model to know why they are so different. I would simply mention
that given the good track record that OMB has with respect to its

economic assumptions, at least as of the midsession review, I would
be inclined to give the administration the benefit of the doubt.
The CHAIRMAN. Thank you.
Senator Packwood.

Senator PACKWOOD. Dr. Rosen on page 4 of your testimony, refer-

ring
to your budget projections in the fiscal 1988 budget, you say,
"Specifically,
real GNP was estimated to grow at 3 percent per
year during the period." Is this for 1987 to 1989?

Dr. ROSEN. Yes, sir.
Senator PACKWOOD. You continue to state that the growth was

"Significantly below the actual 3.7 percent." Are you saying that in
January of 1987, the administration was predicting a 3 percent real
growth in 1987, 1988, 1989, and 1990?
Dr. ROSEN. Yes, sir.

Senator PACKWOOD. Real growth?

Dr. ROSEN. Yes, sir,
Senator PACKWOOD. And that the real growth was actually 3.7

percent during the period?

Dr. ROSEN. Yes, sir.
Senator PACKWOOD. Not nominal growth, real growth.

Dr.

ROSEN.

Correct.

Senator PACKWOOD. So the economy grew faster than we expect-

ed.

Dr. ROSEN. Correct.
Senator PACKWOOD. Absent any other factors, this could account

for increases in the individual collections, but shouldn't it also
have resulted in increased corporate collections?
Dr. ROSEN. Yes, sir. And corporate receipts did go up. They just

did not go up as much as had been anticipated.

Senator PACKWOOD. Well, let me ask you, because Nina said she

talked with you this morning, and that the forecast that you gave
her for 1987, 1988 and 1989 were 4.4 percent, 4.8 percent and 5.1
percent.
Dr. ROSEN. These are the forecasts for--Senator PACKWOOD. These are the 0MB forecasts. The nominal

GNP for 1-987, 1989 and 1989: 4.4, 4.8, and 5.1.
Dr. ROSEN. That may be the discrepancy, Senator. The numbers
in my testimony refer to real growth rates.

Senator PACKWOOD. Those were the projected growth rates I

,'ead.
Dr. ROSEN. That's right. The numbers you read I believe are the
projected nominal growth rates.
Senator PACKWOOD. As opposed to the projected real growth

rates.
Dr. ROSEN. Yes, sir.
Senator PACKWOOD. Thank you.
I was struck by one figure you have here. Roughly, among the
OECD countries,8 percent of total revenues are corporate taxes.
Dr. ROSEN. Yes, sir.
Senator PACKWOOD. Total revenues mean Social Security taxes,
Customs' duties, all receipts. In Japan, 23 percent of total revenues
are corporate ,taxes?
Dr. ROSEN. Yes, sir.

Senator PACKWOOD. Based upon the argument we often hear,
that we tax corporations too high and capital too intensively, how
on earth car, Japan compete with 23 percent of their revenues
comingfrom corporations?
Dr. ROSEN. Well, Senator, I think the answer requires that we
look at other aspects of their tax system as well, that is, at the
whole structure, In particular, I think we also have to look at the
way that income generated by capital and income generated by corporations is taxed at the individual level, because the taxation of
such capital income also enters into the cost of capital. And what
we find is that in Japan, at the individual level, corporate income,
when it goes out to the shareholders, is taxed qufte a bit more
lightly than it is in the United States.
For example, in Japan, the maximum tax rate on capital gains is
20 percent and there is a yearly exemption of 500,000 yen.
Indeed, one academic study that I have seen by Shoven and Tachibonaki suggested that in the early 1980's, when the relation between the total burden here and in Japan was about the same as
the one you just mentioned for the late 1980's, they found that it
was quite possible that the effective marginal tax rate in Japan,
was lower than it was in the United States, despite the fact that
the average rate in Japan was higher.
Senator PACKWOOD. Well, here is what I am toying with in the

back of my mind, If 23:
percent of total Japanese revenues are corporate taxes, and, if we wanted to go to the same level in the
United States, we could do a tremendous amount toward eliminating double taxation of dividends. We could probably forego any tax
on capital gains and pay for it with an effective 23 percent collection from corporations.
Dr. Rosms. There are certainly alternative ways to structure the
business tax system that would--Senator PACKWOOD. Roughly, we could almost forego all taxes on
individuals investment income? Not wage income but investment
income. And, we could put the burden on corporations.
Dr. RosRN. I have not done that kind of computation, but it certainly sounds like something that would be possible.
Senator PACKWOOD. Well, thank you for the endorsement.
[Laughter.]
Thank you, Mr. Chairman.
The CHAIRMAN. Senator, I think you got the pulse rate up on a
few of those fellows out there.
Senator Moynihan.
Senator MOYNIHAN. Dr. Rosen, I hope that you will with great
expedition bring us the details of the Republican plan to treble the
corporate tax rate. [Laughter.]
Just mark it "Republican plan. [Laughter.)
All right. Now, we are getting somewhere I think. [Laughter.)
Can I ask just a question which is almost personal? You men.
tioned that the actual wages and salaries were higher than expected in your forecast.
Dr. RoSmN. Yes, sir.
Senator MOYNIHAN. Something that just puzzles me is that we

still have not gotten median family income back to the 197,3 level.
And factory wages are lower than they have been since 1966. For

all the prosperity, median family income is still below a 15-year
stretch. Now, they were coming back from that dip at 1982, 1983,
but could you send us the-table of what you forecast and what you
find? I am sure you can and I would appreciate it if you did.
Dr. ROSEN. Sir, what we forecast for which year?
Senator MOYNIHAN. For wages, the 5-year period.
Dr. RosEN. Yes, sir. Would you like it now or would you-Senator MOYNIHAN. Just send it along. I mean, some part of the
committee here is trying to find out why is median family income
stagnating for the longest period in American history? There has
been no comparable 15-year period. Senator Durenberger and I
have talked about this. The depression (lid not last 10 years; 15
years and nothing has happened to median family income. And
there is some redistribution among the quintiles, but I would like
Just to see what you forecast because your judgmellt would be as
good as anybody's. And if you say that things ar(, better than they
were expected, I would like to know whit you expl'cted. And maybe
yOU should just C(omment Oil I Iht when you get a t'liinc,.
Dr. ROSiEN . I will CoiU iU('it [lOW if' (Olu (lrt,
I till) not sure exlctly why wags
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C'HAIRIMAN. St-'ioat ol' Ihirenlber-ger.
Senator I)uHKENu1EM.PR. Thank You, Mr. Chairman.

I wanted to disassociate myself immediately from the Republican
plan so I can go back and think about it for i little while in the
context of the Chairman's reaction ind Senator Moynihal's reaction. [Laughter.)

I wonder if I might, Dr. Rosen, just explore with you briefly the
issue of wages and salaries as income and as compensation. In general, do you know what percentage of the total expense of corporate activity is represented by this category called wages and salaries?
Dr. ROSEN. I do not know that figure for the corporate sector. For
the economy as a whole, it is usually thought to be around 70, 75
percent.
Senator DURENBERGER. Uh huh.
Are you familiar at all in dealing with these kinds of issues with
the amount of compensation that is represented not by wage or
salary, but is represented by the employer payments on behalf of
the employees for a variety of things we commonly characterize as
fringe benefits. And what proportion does that represent of total
compensation to the workers or the employees of these companies?
Dr. ROSEN. I am sorry, sir, I do not have that figure.
Senator MOYNIHAN. We could use that, couldn't we?
Senator DURENBERGER. It would be very helpful because in the
ongoing debate and discussion about what is compensation and
what part of compensation is taxed, what part of it is not taxed,
thus becoming a sort of an indirect subsidy. I think before we explore Bob Packwood's dramatic change, we probably need to look
at what makes up this whole business of the employer's contribution to the employees' income in exchange for the work and the
effort. So it would certainly be very, very helpful to have that information.
[The information follows:]
Dr. RosEN. The attached table shows trends in the ratio of fringe benefits to total
compensation over the period 1980-1988. The computations are based on data from
the National Income and Product Accounts. For these purposes, "total compensation" is defined as wages and salaries, employer social insurance contributions, and
fringe benefits. "Fringe benefits" are defined as "other labor income", which includes employer contributions for pensions and profit sharing, group health and life
insurance, workers compensation, and supplemental unemployment.
Since 1980, fringe benefits have represented a decreasing portion of total compensation, ranging from 9.7% in 1980 to 8.6% in 1988. Although fringe benefits have
almost doubled since 1980, they have not kept pace with the other components of
total compensation.
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The CHAIRMAN. Thank you.
Dr. Reischauer, would you proceed with your testimony, please?

-

STATEMENT OF ROBERT D. REISCHAUER, PH.D., DIRECTOR,
CONGRESSIONAL BUDGET OFFICE
Dr. ,EISCHAUER. Mr. Chairman and members of the committee,

it is a pleasure to be here again. I will submit my prepared statement for the record and summarize CBO's assessment of corporate
income tax receipts in the post-Tax Reform Act era.
As was expected, corporate income tax receipts grew somewhat
faster than the economy over the 1987 to 1989 period. The Tax
Reform Act was one contributing factor. It boosted corporate receipts by an estimated $54 billion, or about 24 percent, over this
period. Nevertheless, actual corporate receipts for the 1987 to 1989
period did not reach the levels that CBO had projected in 1987.
It appears that the shortfall between actual receipts and those
projected by CBO was around $17 billion in 1987, $29 billion in
1988, and $30 billion in 1989. These estimates, I should note, in corporate adjustments for the effects of legislation that was enacted in
1987 and 1988.
Well over half, 58 percent to be precise, of the aggregate 3-year
shortfall is attributable to the fact that corporate profits were
lower than CBO had projected. Adjusted economic profits, which is
the measure CBO uses to approximate the corporate income tax
base, were $48 billion below CBO's expectation in 1987, $32 billion
below our expectation in 1988, and $98 billion below what we forecast in 1989.
There are several explanations for CBO's overestimate of profits.
First, it turned out that the base which underlay CBO's projections was too high. Shortly after CBO completed its baseline, the
Bureau of Economic Analysis revised downward by about $20 billion its estimate of 1986 profits.
A second cause of lower than projected profits during the 1987 to
1989 period was the increased reliance by corporations on debt instead of equity financing.
Finally, the deductible amounts of accelerated depreciation, state
and local corporate income tax collections, and the earnings of the
Federal Reserve System proved to be larger than CBO had projected in 1987. All of these act to drive a wedge between economic profits and the corporate tax base.
While the bulk of the shortfall in corporate receipts can be related to lower than expected profits, some 42 percent of cumulative
shortfall is attributable to other factors. One such factor is the unexpectedly high use of employee stock ownership plans (ESOP's)
during the 1987 to 1989 period. As you know, ESOP's can act to
reduce tax liability of both the corporation and of the lender to the
ESOP. These preferences were reduced in 1989.
A second factor is the increased use of the S corporation and
artnership forms of business organization which allow income to
e passed through to shareholders or partners, thereby avoiding
taxation at the corporate level. While these factors reduced corporate profits and corporate tax receipts, it should be noted that they
acted to boost personal income, particular personal business and interest income and capital gains. Thus, some of the loss in corporate
tax receipts has been offset by higher individual income tax re-

ceipts which have been running above the levels that CBO anticipated in January 1987.
A third factor contributing to the shortfall is the failure of the
Tax Reform Act of 1986 and the other 1980's tax legislation to
boost receipts as much as CBO had projected in January of 1987.
CBO's current $54 billion estimate of the revenue gain for the
corporate provisions of TRA over the 1987 to 1989 period is some
$19 billion below the estimate incorporated in CBO's January 1987
baseline. This 25-percent reduction is the result of offsetting revisions for the different provisions of the act. Corporate base-broadening provisions are now credited with smaller revenue gains than
originally estimated while the tax rate reduction is charged with
smaller revenue losses than originally estimated.
CBO's revised estimates of the effects of TRA are largely based
on new macroeconomic data. For example, more recent National
Income and Product Account data suggest the depreciation deductions claimed under TRA rules are larger than originally estimated. In addition, more recent data on investment activities suggest
that the estimates of pre-TRA investment tax credits and, therefore, TRA's revenue gain from repealing the credits, were too high.
Revisions based on these data reduced the estimated pickup in revenues from the TRA capital cost recovery provisions.
Let me wrap this discussion up by saying a few words about the
outlook for corporate receipts for this year and next.
In our January 1990 baseline estimates, we projected that total
corporate income tax receipts would be flat this year, totaling $102
billion, compared with the $104 billion collected in fiscal year 1989.
This estimate reflected delayed effects of the drop in corporate
profits that occurred in 1989.
CBO expects corporate receipts to resume their growth in fiscal
year 1991, increasing by about-9 percent to a level of $111 billion.
The CBO baseline estimate for corporate receipts is some $10 billion below the administration's estimate for 1990, and $18 billion
below the administration's estimates for fiscal year 1991. But for
the current fiscal year, even CBO's lower estimate of $102 billion
may prove to be a bit optimistic.
The daily and monthly collections data show corporate receipts
running several billion dollars behind the pace assumed in the
CBO baseline.
While the tally of current fiscal year collections remains subject
to a good deal of uncertainty as the final months of the fiscal year
unfold, we should end up with a number that is quite close to
CBO's baseline unless profits recover much sooner and much more
vigorously than the consensus of private economists and CBO
thinks at this time. In keeping with CBO's tradition, let me conclude on that pessimistic note. (Laughter.]
The CHAIRMAN. Dr. Reischauer, I have experienced some of your
optimistic estimates in the past too.
Dr. REISCHAUER. The lesson from that, I guess, is never to be optimistic even in the Medicare area.
The CHAIRMAN. Why do you think that corporate profits will
resume their upward climb?
Dr. REISCHAUER. We expect corporate profits to rebound, although not vigorously, following the bad experience of 1989. That

should help boost corporate tax receipts. We are not expecting corporate tax receipts to rise really any faster than the growth of the
economy as a whole. So we are not presenting a highly optimistic
scenario here for corporate tax receipts. We are just saying that
they will rebound from a low point, in 1989, beginning in 1990, the
current fiscal year.
The CHAIRMAN. Doctor, I have been advised that U.S. subsidiaries offoreign-owned corporations pay less tax on the same gross
amount of sales-substantially less-than U.S. corporations in the
same line of business.
Dr. REISCHAUER. Yes.
The CHAIRMAN. The concern is that, through intercompan pricing, the profits are attributed to the home corporation, the foreign
corporation, enabling the foreign-owned subsidiaries to escape a lot
of taxes.
Do you have any evidence of that?
Dr. REISCHAUER. Mr. Chairman, I have heard those reports and
arguments, and they certainly sound plausible. But the data necessary to examine that sort of question are not available to CBO. You
would need individual returns from corporations, and in effect you
would have to examine their books. That can really only be done
by Treasury or by the Joint Committee on Taxation.
The CHAIRMAN. I found your testimony quite interesting and a
little more definitive than what I had heard from Treasury. But, I
would like to see if we can narrow it down some more and get some
better information. Could CBO with the Finance Committee to further develop the reasons why corporations are paying much less
than anticipated. Can you do that for us?
Dr. REISCHAUER. We would be glad to cooperate and try to put
together a more detailed explanation.
The CHAIRMAN. I think you have a good start here. Break it
down; give us, some additional reasons. You attribute a little more
weight to LBO's than Treasury in your statement.
Dr. REISCHAUER. There is a question on whether we should
regard this as LBO activity, in particular, or just an increased emphasis on debt, because LBO s can have an offsetting effect in increasing efficiency.
The CHAIRMAN. Well, sometimes companies went heavily into
debt to protect themselves against LBO's.

Dr. REISCHAUER. Yes.
The CHAIRMAN. Right.
Dr. REISCHAUER. Correct.
The CHAIRMAN. All right. Thank you.

Senator Packwood.
Senator PACKWOOD. Doctor, looking on page 12 of your testimony,
it doesn't seem to me that CBO is actually so far off on the projection of corporate receipts expected under tax reform over the first
5 years. If I read it right, in January of 1987, over the 5-year
period, the projections add up to a total increase in corporate tax
revenues under tax reform of $121 billion.
Dr. REISCHAUER. This is page 11 where we are talking about the
effects of-Senator PACKWOOD. Comparison of CBO Estimates of Corporate
Provisions in the Tax Reform Act is the major title.
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Dr. REISCHAUER. Right. Yes.
Senator PACKWOOD. Okay, if I add your 1987 estimate, it comes
to $121 billion over 5 years. In 1990, after taking into account what
has actually happened since 1986, CBO projects tax reform would
increase corporate income tax receipts by $109 billion over 5 years,
so your 1987 project was not very far off.
Dr. REISCHAUER. Well, I like to think that the glass is more than
half full if that is what you are pointing out. I think the important
point to emphasize is that when the Tax Reform Act was passed it
was intended to shift the tax burden toward corporations and away
from individuals. Unquestionably, that was the effect. And it did
succeed. It did not move quite as far as the Treasury or the Congressional Budget Office or the Joint Committee on Taxation
thought it would at the time. But in making these sorts of estimates, we are terribly uncertain. The estimates depend on behavioral responses in the economy, they depend on the rate of growth
of the economy, and they depend on the level of foreign investments in the country. So I think by and large the objectives of the
act in that respect were fulfilled.
Senator PACKWOOD. Thank you, Doctor. Thank you, Mr. Chairman. I have no more questions.
The CHAIRMAN. Thank you, gentlemen. Thank you for your testimony.
[The prepared statement of Dr. Reischauer appears in the appendix.]
The CHAIRMAN. Our next panel will consist of Dr. James Poterba, professor of economics at MIT; Mr. John Wilkins vwho is the
director of tax policy for economic analysis for Coopers & Lybrand,
and Dr. George Plesko, who is assistant professor of economics,
Northeastern University. Gentlemen, if you would come forward,
please.
Dr. Poterba, if you would lead off with your testimony, please.
STATEMENT OF JAMES

1.POTERIBA, P1I.I)., PROFESSOR OF ECO-

NOMICS, MASSACIIUSETTS INSTITUTE OF TECHNOLOGY, CAMBRIDGE, MA
Dr. POTERBA. Thank you, Mr. Chairman. My name is James Poterba, and I am a professor of economics at the Massachusetts Institute of Technology.
It is a great pleasure to have this opportunity to testify before
this committee on the factors which explain the long-term decline
in corporate profit tax receipts in the United States and potential
policies which might address them.
I will have three points in my testimony this morning.
First, unlike some of the other panelists, I will provide a somewhat longer term perspective on why corporate profit tax receipts
are now much smaller as a share of GNP or relative to corporate
assets than they were during the 1960's and the 1970's.
As some of the early witnesses have suggested, much of that variation is due to changes in the corporate profit rate and not in the
statutory taxation of corporate income.
The second point I will address, although more briefly, is what
explains the shortfall since the 1986 projections. Again as the earli-

er witnesses note, it is difficult using published data at this point to
reach a firm conclusion on this issue. The results I have, though,
suggest that leverage increases since 1986 have been quite an important part of the shortfall relative to the initial projection.
And, finally, I will make brief comments on the direction in
which one might take reform in an attempt to raise corporate tax
receipts.
Let me begin, however, by taking a longer term perspective on
the relationship between Federal corporate profit tax receipts and
other measures of aggregate economic activity.
Federal corporate profit tax accruals, excluding those contributed
by the Federal Reserve Board, averaged 3.8 percent of GNP during
the 1960's. They fell to 2.7 percent during the 1970's; 1.6 percent in
the first 5 years of the 1980's, and rose slightly but to only 1.7 percent of GNP for the 1986 to the 1989 period.
In 1989, for example, the tax to GNP ratio was 1.6 percent, well
above the level of 1.2 percent at the low point in 1982, but below
two-thirds of the level at the end of the last decade and only 40
percent as large at the level in 1960.
The question we then turn to is what explains these long-term
changes. And here it is essential to remember that corporate tax
receipts are in fact the product of two things: the average tax rate
on corporate profits, and the size of corporate profits relative to the
economy as a whole.
The calculations which I have done in conjunction with Alan
Auerbach at the University of Pennsylvania suggest that more
than two-thirds of the long-term change is in fact attributable to
decline in the corporate profit rate, and less than one-third can be
accounted for by changes in the actual structure of corporate taxation.
Unfortunately, economists have little to contribute on the question of why corporate profits have fallen. We are much better at
understanding how the corporate tax rules affect revenues. But
that does not take away from the fact that a very big part of this
change is in fact due to factors which are simply outside the purview of the Tax Code.
Of the factors in the Tax Code, the most important factor explaining the change between the previous decades and the early
1980's was the revision in capital recovery provisions in the 1981
Act. Changes in 1986, at least in the steady state, will undo much
of the 1981 reforms.
My preliminary estimate suggests that the average corporate tax
rate has in fact increased since 1986 by as much as 10 percentage
points.
That brings us to the second point, which is why in the face of
that, revenue yields have in fact not been as large as projected.
Part of the answer, as the earlier testimony suggests, is that corporate profits have not been as robust as they were forecast to be.
That does mean that they are lower than they were in the early
1980's, just that the projections in 1986 might have been too optimistic, given what actually has transpired since.
Second, however, there have been fundamental changes in financial policy of corporations. Not just leverage buyouts, of course, but

simple debt for equity swaps that may or may not be related to
takeovers or even takeover pressure.
During the period since the enactment of the 1986 Act, nearly
$500 billion of corporate equity has been replaced with corporate
debt. If debt pays an interest rate of say 10 percent, that is an immediate deduction of something like $50 billion from the corporate
tax base. And that I think has quite an important effect on the
actual revenue yields that we observed.
This, of course, is also a long-term effect. Unlike corporate profits
which may fluctuate up and down, fundamental changes in corporate financial policy last for a long time.
It is an important footnote that changes in corporate financial
policy may affect other tax receipts elsewhere in the system, particularly with interest income tax receipts at the personal level.
Unfortunately, I have not been able to do a full calculation of those
effects.
The final point I would address is how, if one is concerned with
the decline in corporate taxes as a share of GNP, one should proceed. To echo something which the economics profession is nearly
unanimous on, there are two directions for reform. One is by
changing the tax rate on old capital, the other is by changing the
tax rate on new capital.
The 1986 Act, by lowering the statutory tax rate on profits conveyed a windfall to the owners of the existing assets in the corporate sector. Existing capital is the kind of capital that is very hard
to encourage more of.
From the perspective of international competitiveness, it is much
more attractive to make policy changes which would reduce the
marginal cost of new projects and the marginal cost of funds, encouraging new rather than old capital. That suggests, if anything,
that changes in the statutory corporate rate and not further
changes to make depreciation provisions less attractive would be a natural way to proceed. Thank you very much.
The CHAIRMAN. Thank you. Dr. Plesko.
[The prepared statement of Dr. Poterba appears in the appendix.]
STATEMENT OF GEORGE A. PILESKO, PII.D., ASSISTANT PROFESSOR OF ECONOMICS, NORTHEASTERN UNIVERSITY, BOSTON,
MA
Dr. PLESKO. Thank you.
I will only address three issues today that I think are of the most
concern to the committee, and that is to quickly review what it is
Tax Reform was supposed to do, give you a brief overview of what
has actually happened since 1986, and then, finally, by coupling my
opinion with what Treasury and CBO have already said, give you
some idea as to why there are some observed differences from what
was expected.
I will refer to some of the tables in my prepared statement if you
want to follow along, although I will present the data as we go
along.
The first thing is, what was Tax Reform supposed to do? As we
have already heard this morning, and if you look at table I of my
prepared statement, Tax Reform was expected to increase corpo-

rate receipts on the order of $24 to $29 billion a year. And this was
to be done in a revenue neutral way, such that any of the additional revenue that was earned on the corporate side should have been
paid back through tax reductions on the individual side.
Clearly, however-and if you look at table 2 in my testimonysome of the subsequent estimates of tax reform in the Tax Reform
bill have suggested that in total, Tax Reform has not raised quite
as much money as it was supposed to.
In looking at table 3, and in trying to find out what it is that
motivates the current concern that we have over tax reform, it is
really quite apparent. If you just look at corporate receipts since
1986, and that since the 1986 Act, and compare them to what was
projected in 1986 before Tax Reform, you find that receipt levels
are about what they were expected, which leaves, obviously, the
question of what happened to the $24 to $29 billion of receipts the
Tax Reform was supposed to bring in.
The way in which that can be explained-I'll at least try to look
at that in a couple of different ways-is twofold. In order to get a
handle on exactly how much the shortfall in receipts is, the first
thing we have to do is try to get an idea of what it is Tax Reform
actually did. If on the surface it looks like Tax Reform raised nothing, then we certainly have to ask the question if is it that Tax
Reform did anything. And if we are going to try to find out what it
is Tax Reform did, we want to try to specifically quantify the
amount of additional revenue gained by Tax Reform.
In table 4 of my testimony, I lay out and produce some rough calculations of how much revenue we would have expected Tax
Reform to have raised.
If you look to the 1984 to 1986 period, and you look at corporate
receipts as a percentage of GNP, you find that on average it was
about 11/2 percent of GNP.
Since 1986, the percentage of GNP that is paid in corporate tax
receipts has jumped to about 1.9 percent, clearly because of not
only the Tax Reform Act but also the three subsequent tax bills of
1987, 1988, and 1989. Those three bills themselves were expected to
raise approximately $8 billion when you combined the three of
them.
So, clearly, Tax Reform has had some effect, probably on the,
order of magnitude of about $20 billion a year over what would
have been collected in the absence of Tax Reform. However, that
leaves a second question.
We were still expecting tax reform to raise $24 to $29 billion. At
best, we can attribute approximately $20 billion a year to Tax
Reform. Obviously, an important question is i'hat has happened to
the other $10 billion? This question has already been addressed by
Treasury and by CBO.
The primary reason for the shortfall, that additional shortfall, or
what I would refer to as a residual shortfall in corporate tax receipts, is most likely due to the decline in corporate profits.
If you look-and again, in my prepared statement-if you look at
figure 1, this is shown graphically. There has been an enormous reduction in the amount of profits of corporations as compared to the
projections made around the time of Tax Reform.

In August of 1986, the Office of Management and Budget projected 1988 corporate profits of $356 billion. The most recent figures
reported by the Bureau of Economic Analysis report that actual
profits came in at $307 billion, fully $49 billion lower than anticipated. To the extent that an additional dollar of profits may generate 20 to 25 cents to the Federal Government, that is approximate1y $12 billion a year in revenue that is not being realized because
the corporate profits forecast in 1986 was wrong.
In addition, I would like to add that there are other assumptions
that should be looked at apart from corporate profits, GNP, and
the interest rate assumptions which have been talked about today.
On the whole, whenever you look at CBO or OMB, and you look
at the aggregate forecast they made for items such as GNP and
personal income, they tend to be fairly accurate because that is aggregate data which can be forecast relatively easily. However, as
we get into a disaggregated forecast, the accuracy of each of these
agencies deteriorates rather rapidly. In addition, there are substantial forecast parameters which are not presented and which are not
made
As public.
BO pointed out, one of the factors which would affect the
amount of money we raised from Tax Reform was the forecast of
investment. Now, this is a forecast which is not published and is
not made available to the general public. To the extent that the
forecast of investment back in 1986 overestimated the amount of
investment that would take place, that clearly would also have
overstated the amount of revenue that would have been raised by
Tax Reform through the repeal of the investment tax credit.
Now, in addition to that, I would like to comment at least on two
other factors which may be affecting corporate receipts. The first,
which has already been touched upon, is debt. And I won't spend
much time on that except to reiterate the point that clearly as leverage has increased, that will decrease corporate profits. And that
as you decrease corporate profits, you will decrease receipts.
The second one, however, is S corporations. To the extent that
there has been a movement away from the corporate sector-the
corporate taxable sector to the non-corporate sector-that would
clearly also decrease the amount of corporate revenue in the
system.
Thank you.
The

CHAIRMAN.

Thank you.

Mr. Wilkins.
[The prepared statement of Dr. Plesko appears in the appendix.]
STATEMENT OF JOHN G. WILKINS, FORMER VICE CHAIRMAN,
COMMITTEE ON FISCAL AFFAIRS, ORGANIZATION FOR ECONOMIC COOPERATION AND DEVELOPMENT, AND DIRECTOR OF
TAX POLICY FOR ECONOMIC ANALYSIS, COOPERS & LYBRAND,
WASHINGTON, DC
Mr. WILKINS. Thank you, Mr. Chairman. I am John Wilkins. I
am a partner in the accounting firm of Coopers & Lybrand. Until
February of this year, I was Senior Advisor to the Treasury, Assistant Secretary for Tax Policy, and last year for a time was acting
Assistant Secretary.

Prior to leaving Government service, I was vice chairman of the
OECD's Committee on Fiscal Affairs, which is responsible for tax
matters and tax statistics, such as those that Dr. Rosen mentioned
this morning.
I am here to discuss the role of the corporate income tax in the
United States, and to try to place it in perspective with taxes of
some of our major competitor nations. In order to do that, I am
going to cite OECD tax statistics throughout my testimony.
For reasons explained more fully in my written statement, Mr.
Chairman, comparisons of relative corporate tax burdens among
countries can be misleading if made simply on the basis of relationships of corporate tax revenue to total revenue.
Like the United States, most of the developed countries have experienced declines in the share of corporate tax revenue over time.
However, when you combine individual and corporate income tax
revenues and compare them to some stable measure of economic
activity, such as gross domestic product, all of the OECD countries
report increased income taxes over the period I have examined,
1965 to 1987.
A note, first, on the comparability of data. Almost all of the data
cited by witnesses you have heard this morning has referred to
U.S. Federal taxes-relative to GNP in some cases. Because the
extent to which countries rely upon State and local taxes differs
widely around the world, you cannot make intercountry comparisons unless you also include those taxes in the total.
Chart 1 and table 1 of my statement show that these can be
quite different. Look at the Federal countries compared to the unitary countries. You cannot compare, for example, the U.S. Government's Federal tax, which is only 57 percent of total U.S. taxes,
with the United Kingdom, which is a unitary country with a central government tax of 87-percent of total revenue because the UK
does not have State taxes.
Among the OECD countries, the U.S. has a relatively high reliance on the corporate income tax. This is the same figure that Dr.
Rosen mentioned. In 1987, corporate income taxes amounted to 8.1
percent of total tax revenues, compared with a 7.9 percent average
share for all OECD countries. This is on table 3 of my testimony.
Only 7 countries out of the 22 for which data are available have
a higher reliance on corporate income taxes to finance their governments.
Nonetheless, as you are aware, Mr. Chairman, the United States
has experienced declining corporate income tax revenues as a
share of total government revenue, and this has been going on
since 1965. The United States, however, is not unique. Taken as a
group, the OECD countries have undergone decline over that same
period, shown in the last column of table 3 in my testimony.
Individually, 14 of the OECD countries reporting corporate
income tax data, experiencing decline in the corporate share by
total government revenue.
As shown on chart 3, these decreases range from 12 percentage
points for New Zealand, which is at the bottom of the chart, up to
decreases for the United States of 7.7 percent, and still smaller decreases for some other countries. There were a few countries, but
not very many, that had increases over this period.

At this point, I want to give a word of caution. These apparent
declines can be a little bit misleading. For purposes of international comparison, simply viewing corporate tax revenues as a share of
total government revenues has two faults. First, the total revenue
basis of comparing can be an apples and oranges comparison because the total revenues can change for a reason quite unrelated to
the corporate tax burden. You could have a very stable corporate
tax structure in your country but have something else changing,
such as an increase in a value added tax or a sharp increase in
Social Security taxes. So the denominator is not a stable measure.
Second, the revenue impact of corporate integration plans which
most of the countries have introduced, at least in part, over this
Period that I am examining, is generally scored as a reduction in
individual taxes rather than a reduction in corporate taxes. So it
throws off our comparison if we are looking only at corporate
taxes.
Now, to correct for these shortcomings, what I have done on
table 5 and on chart 5 is to simply combine individual and corporate together, and to look at those as a percent of gross domestic
product. Unfortunately, we don't have comparable international
measures, of corporate profits, but we do have gross domestic product. Relative to gross domestic product all countries have experienced income tax increases over the period 1965 to 1987. However,
those increases have varied considerably.
Turning from average tax rates to effective marginal tax rates
on new investment, where low rates are generally considered desirable for reasons Professor Poterba mentioned-because they reduce
the cost of capital and they attract globally mobil new investment
which ultimately is the source of new revenue. The United States
ranks favorably low. I do not have international comparisons in a
table but a preliminary OECD study shows the United States probably ranking around seventh, that is, seventh best. In other words,
our effective marginal tax rates are on the low side as compared to
other countries.
In conclusion, Mr. Chairman, relative to other countries, the
United States has a high reliance on the corporate income tax, but
is within the range of most competitors. The UK and Italy are 3
percentage points higher; Germany and France are 3 percentage
points lower.
Thank you.
[The prepared statement of Mr. Wilkins appears in the appendTle CHAIRMAN. Well, I must say, Mr. Wilkins, one would have to
study your testimony in some detail. It is really quite interesting,
but shows the complexity involved.
Dr. Poterba, in the shift from equity to debt, you quite justifiably
said that it is not all attributable to LBO's and defenses against
LBO's. But, how else is it driven and motivated? Is it because interest expenses are deductible and dividends paid are not?
Dr. POTERBA. Yes, Mr. Chairman. I think a good deal of recent
financial change has in fact been due to tax factors. Not necessarily the changes in the 1986 Act as much as the combined effect of
the 1981 and the 1986 Acts. The net attractiveness for a firm to use
debt finance as opposed to equity finance depends on the total tax
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burden which the debt or equity holders will pay on a dollar
earned in the corporate sector.
Since the debt holders' tax burden depends a great deal on the
top marginal rates on the personal side, the changes first from 70
to 50 and then from 50 to 28 have radically lowered the tax take on
a debt financed project. Although there are offsetting changes to
some extent on the equity side-a lower corporate rate, in particular-those changes are not nearly as large. I suspect what has happened, is that it just takes corporate managers a while to catch up
with what the ideal policy is. Much of what we have seen during
the late 1980's has, in fact, been driven by the now very substantial
tax gain associated with using debt versus equity.
The CHAIRMAN. Well, I suppose that is true. Of course, there is
an offsetting factor. If you have equity financing, you have a better
cushion to carry you through a recession and your company is not
in danger. On the other hand, if you have a great deal of equity or
cash, you are a much more attractive target For corporate raiders. I
don't know how you weigh that as a chief executive.
Dr. POTERBA. Frankly, it is very difficult. I think we know that a.
firm with more debt does put the managers under somewhat more
stress. I have seen a study suggesting the heart attack rate at
CEO's at LBO firms is higher than that at firms that have not
been involved in such transactions. Frankly, it is very hard to calibrate the cost of reduced slack on those many unmeasured margins
in terms of ability to undertake projects without being constrained
by the capital market and in terms of flexibility. But there have
been no changes that I can think of which radically alter these
parts of the debt-equity equation, while tax side really has changed
a lot in the last decade.
The CHAIRMAN. Dr. Plesko, you said the move toward Subchapter
S is one of the reasons that corporate taxes are lower. Aren't those
generally smaller corporations, that wouldn't have much of an
impact on revenues of the Treasury? What about large corporations that become highly leveraged as a defensive measure against
LBO's or takeovers? Wouldn't higher corporate debt levels have a
greater impact on receipts than Subchapter S conversions?
Dr. PLESKO. Let me address your first question having to deal
with the impact of S corporations. I was quite surprised when I
started looking at S corporations a few years back because I had
always thought them to be small, possibly that sophisticated except
that they have a good enough accountant or a tax attorney to
make sure that they knew what an S corporation was.
In my prepared statement, I present a little bit of data on small
C corporations, and these would have been the corporations most
likely to want to bail out of the taxable corporate sector after 1986
and into S status. Figure 2 in my testimony shows the amount of
interest in becoming S corporations.
If you look at 1986 tax return data, and you look only at corporations that have assets of $100,000 or less-again, the typical small
corporation-you find that they were responsible for approximately
$4 billion in tax before credits, 3.6 percent of the total Federal receipts from the corporate sector. Now, I am not implying that all of
them would have-The CHAIRMAN. What percent of corporate receipts?
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Dr. PLESKO. 3.6 percent of tax before credits. Now, I have not adjusted that-it is hard to adjust that for their net tax liability after
credits. But again, it is a substantial amount of revenue and it surprised me when I first looked at that.
If you raise that threshold up to $1 million in assets or less, you
move from $4 billion in tax before credits to $8.5 billion in tax
before credit. Now again, in 1986, you are talking about nearly 8
percent of Federal corporate tax before credits.
The CHAIRMAN. And, of course, Subchapter S corporations, as I
recall, are limited to 35 shareholders. That has to limit conversions.
Dr. PLESKO. Well, 35 shareholders-and that was the limit that
was adopted under the Subchapter S Revision Act of 1982-seems
to be something that would affect a lot of these corporations. Certainly for the corporations that are already Subchapter S, it is not
at all a limiting factor. The average number of shareholders in an
S corporation is only about 1.8. If you look at corporations with 10
shareholders or less-The CHAIRMAN. The average number of shareholders is 1.8.
Dr. PLESKO. Is about 1.8 to 2.
If you look at Subchapter S corporations with 10 shareholders or
less, you have well over 80 percent of all S corporations. The 35
shareholder limit is not much of a constraint on most of these corporations.
I see the red light up, but let me just quickly talk about ESOP's.
I agree, and I understand, the concern with looking at ESOP's, but
as you addressed the question to me, I don't have a very good
handle on the extent of the reduction in tax liability.
S corporations, I think, is something that needs to be looked at
further.
The CHAIRMAN. Thank you.
Senator Packwood.
Senator PACKWOOD. Mr. Wilkins, I am glad you were using OECD
figures because I find them about as good as any that exist in comparing country to country to country.
On page 2 of your charts you show total tax revenue as a percent
of gross domestic product. In every country shown, from 1965
onward, taxes have increased as a percent of gross domestic product. Some more than others, but they increased in all countries. Is
that correct?
Mr. WILKINS. That's right.
Senator PACKWOOD. As a matter of fact, I have run these charts
myself and taken them back to 1950. In the United States, taxes
collected by all governments-State, local, and Federal-as a percent of gross domestic product in 1950 was around 20 percent. And
we are at about 30 percent now. Does that belie the argument that
tax increases should be used to narrow the deficit? They don't historically seem to have resulted in narrowing the deficit even
though we have had substantial tax increases.
Mr. WILKINS. Well, I think that's right. Unfortunately, I don't
show for these other countries what their deficits are, so we cannot
see-Senator PACKWOOD. As a matter of fact, I have got them, but I
don't have them with me. In all cases, taxes are up, and expendi-

tures are up, and in all cases, with one or two exceptions, they are
all still running deficits.
Mr. WILKINS. Yes. That doesn't surprise me at all. While the
United States has probably had less of an increase than many of
the other countries, some countries such as Sweden, have gone up
21 percentage points over my period of analysis, and they certainly
have not been running enormous surpluses up to this point in time.
So I think your observation is exactly correct. Despite large increases in taxes, in a number of these countries it has not necessarily followed that they have reduced their deficit problems and created surpluses.
Senator PACKWOOD. Well, as a matter of fact, in the United
States in 1950 we were taxing 20 percent of the gross national
product and we were spending 22 percent. And now we are taxing
0 percent and we are spending 32 percent. So we have had a large
increase in taxes and a large increase in expenditures and the deficit continuing on up. So I am curious as to how we can be assured,
in your judgment, or how can the argument be made with any feelingof safety, that if we increase taxes we will reduce the deficit?
Mr. WILKINS. Well, I personally don't subscribe to that as being
the best way to reduce the deficit. Part of the reason is because it
is a bit like shooting ourselves in the foot. If we start raising our
tax rates above where we have managed to get them-which is
pretty much the envy, of the world right now-it will simply hurt
us more on competitiveness and cost-of-capital type arguments. In
the long run, I suspect that is going to hurt revenues more than it
will help revenues. So I don't believe that the best way of reducing
the deficit is raising taxes, I would prefer us doing it through the
expenditure side.
Senator PACKWOOD. Now, let me ask if Doctors Poterba and
Plesko agree with that.
Dr. POTERBA. Well, Senator, I think it is very difficult to simply
look at taxes and spending as a share of GNP and draw firm conclusions about how changes in either will translate into the deficit.
There is an accounting identity that says that if we raise taxes
without doing anything else, we will in fact have an effect on the
deficit, and we know there is no real alternative to fiscal responsibility on this set of questions.
I think cross country comparison evidence actually does not tell
us a great deal about whether or not if we pass a tax increase
today, that would translate into a spending increase. I think it depends a great deal on the political dynamics at the time when the
actual tax change takes effect.
Senator PACKWOOD. But all we can say is that in the past, tax
increases have led to increased spending, not deficit reduction.
Dr. POTERBA. I would be somewhat weaker and say that tax increases and spending increases have tended to go hand in hand. I
think it is very hard to say that one causes the other.
Senator PACKWOOD. Dr. Plesko?
Dr. PLESKO. I really don't have anything further to add. I find
the argument that an increase in taxes automatically leads to an
increase in spending to be a very difficult argument to try to support with the evidence. It doesn't seem to me that that necessarily
has to follow.
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Senator PACKWOOD. But, it just always has followed.
Dr. PLESKO. Well, part of the problem with looking at the data as
you are looking at-you are not looking at the, fact that people see
revenue coming in or you have an immediate tax increase and go
out to spend it-you have so many other factors that affect Federal
spending over time, regardless of what the amount of revenue
would have been.
Certainly if you think that the relationship works one way, you
might want to ask the question of why it does not work the other
way. And the decrease in receipts we had in the early 1980's certainly didn't lead to an enormous reduction in government spending at that time.
Senator PACKWOOD. Mr. Wilkins, let me ask you another question. In looking at your table 2 from number 16, Austria, downward, all the countries are above 40 percent taxation. Over 48 percent, in the Nordic countries, 44 to 46 percent in Luxemberg,
France, and Belgium-how on earth can these countries compete
internationally, while the government takes that much of the total
gross domestic product of' the country out in taxes?
Mr. WILKINS. Well, I think there are two things you have to
think about when looking at this. One, it does not show necessarily
that marginal rates are going to follow what these average rates
are. So at the margin they might he a bit more competitive than
they would appear to be looking at average rates. I don't know that
I
for a fact, but that is a possible answer.
Senator PACKwooD. Are you saying that the total level of taxation in the country is not as relevant as who pays the tax?
Mr. WILKINS. The total level is not as relevant if you are looking
at competitiveness, which relies more on marginal concepts. Where
are we going to be able to attract new investment? Where are we
going to attract companies coming into the country? To answer
these questions you want to look at the marginal rate on investment and not simply the average rate.
The other point I was going to make, Senator Packwood, is
simply that we are looking here at very different philosophies of
government and social systems. And I am not going to say that one
is better than another. Some countries clearly like to do much
more for their citizens through government than others do. So
those that have these very high tax rates also tend to provide in
many circumstances much more in the way of public services than
some of the countries with very low tax rates, I cannot comment
and say one is right and one is wrong. We all have our preferences.
Senator PACKWOOD. Thank you. I will wait for another round. I
have one more question to ask.
The CHAIRMAN. All right.
Senator Danforth.
Senator DANFORTH. I would like for each of you in turn to give us
your net assessment, adding together the pluses and minuses on
whether you think the 1986 Tax Act was good for business or bad
for business.
'Dr. POTERBA. Well, Senator, my answer is largely couched in
terms of this new capital, old capital distinction which I alluded to
at the end of my testimony. The rough direction of the 1986 Act
was to make it less attractive to undertake new investment

projects and to collect revenue from those projects, partly using
that to finance windfall give-backs to the owners of existing assets
by cutting the corporate tax rate.
Although investment has remained reasonably strong since then,
there is very little doubt in my mind that the net effect of those
changes, was to discourage some types of investment-particularly
the changes in the investment tax credit and the lengthening of depreciation laws.
So it seems to me that answering Cie question good )r bad for
business is a bit broad. Good or bad for the kinds of investments
that we may well think are very important for national competitiveness, I think the net effect was negative and we just have to
wait a little bit longer to get detailed numbers to know just how we
can take apart those effects and calibrate that.
Senator DANFORTH. Dr. Plesko?
Dr. PLESKO. I think that the answer to that is you will get several different answers to that if you ask several different business
persons of how they were affected by Tax Reform, certainly anecdotal evidence, and just talking to people who are in the business
community. I have heard everyone saying that this is one of the
greatest things that happened to them to being something that has
affected them very adversely.
In the context of the overall effect that Tax Reform has had on
American business and what effect it has had, for example, on
their tax burdens, the work that has been done recently, and some
work that I had done in looking at what has happened to the marginal tax rates facing corporations-which is going to be the variable they look whenever they are looking at either additional debt
or additional income-is that, on average, Tax Reform has not
done that much to the average marginal tax rate that will be paid
on an additional dollar of' income by a corporation.
What it has done-and I think an important feature of Tax
Reform that we are going to be seeing as data becomes availableis that you don't see the wide variation in marginal tax rates. You
don't see some companies paying 43 percent on the margin and
some companies paying 11 or 12 percent on the margin. What you
tend to see now is all companies paying reasonably similar
amounts of marginal tax rates. And certainly in terms of looking
at marginal investment decisions, the fact that all corporations are
facing about the same rate makes it easier for people to try to
factor out the tax considerations of the next investment that they
may make.
Senator DANFORTH. When that has been factored out, but that
doesn't say whether it is positive or negative, does it?
Dr. PLESKO. No. Well, given the fact that the average marginal
tax rate its face has not changed that much-maybe only 1 or 2
percent I think after Tax Reform-it doesn't seem the Tax Reform
would have a very substantial deleterious effect on business in this
country.

Senator DANFORTH. Mr. Wilkins?

Mr. WILKINS. I was involved in the Tax Reform process at Treasury, so maybe I have more of a bias. I think there are clearly
pluses and minuses. We raised the cost of capital. That was clearly
a minus for business. However, it was better allocated in Tax

Reform. That is the only way we feel we are getting some growth
as a result of Tax Reform. The tax rates went down sharply, got a
lot of people out of tax shelters, and put investments where they
ought to be. That's good for business.
As far as coming out with a simplified system, we have clearly
failed, especially on the business side. The complications, I think,
are horrendous.
The rate inversion we have now, whereby the corporate rate is
higher than the individual rate, couple with our double tax on corporate equity income, creates problems that I think it is a shame
that we didn't resolve in Tax Reform. That is driving a lot of
people out of the corporate sector and into Subchapter S corporations and partnerships that they otherwise wouldn't choose. Absent
the corporate tax bias, they would want to be corporations.
On balance, I think I like the results of tax reform. I like the fact
that we got the rates down as sharply as we did. And I think the
very fact that we see the rest of the world copying us is probably a
good endorsement.
Senator DANFORTH. Where do you think we should go from here?
Dr. Plesko?
Dr. PLESKO. On the corporate side?
Senator DANFORTH, Yes.
Dr. PLESKO. I think that one of the most important things we
ought to be looking at on the corporate side is to deal with the
issue that we have and we continue to have, a double tax. I think
that enough thought has been paid in the past to the idea of integrating the corporate and individual tax systems, and I think that
there is a long-term direction on what should be done with the corporate tax system. I think that we could achieve a better tax
system in the long run if we start thinking now about the fact that
we should be developing a plan towards corporate integration.
Senator DANFORTH. Dr. Poterba?
Dr. POTERBA. I would actually favor restoring some form of accelerated investment incentives, perhaps on an incremental basis to
avoid the potential revenue cost of an across the board investment
tax credit. And I would,'if necessary, actually finance that with
higher corporate statutory rates to try and undo some of this old
capital, new capital distinction that was built in 1986.
I think it is also very important to try to avoid somewhat arbitrary policies which might, for example dealing with leverage
issues, have the effect of unintentionally affecting our competitiveness in cost of capital.
An example of that is that. in trying to address the debt for
equity incentives that are currently built into the Tax Code, there
are several ways one could play. One is to try to eliminate deductibility for some types of interest at the corporate level related to
particular transactions. Another would be to try and level the playing field by lowering the tax burdens on equity. It would be much
more attractive to try to lower the tax burden on equity rather
than to set up a set of distortions which would affect the debt
equity margin in somewhat unclear ways.
As a long-term perspective, some type of integration may be an
attractive way to go, but I know that there are serious revenue
issues which will stick in the minds of everyone in this room.

Senator DANFORTH. My time is up. Mr. Wilkins, do you have a 15
minute, or 15 second-- [Laughter.]
Can you squeeze 15 minutes into 15 second?
Mr. WILKINS. I

could go either, 15 minutes or seconds. In 15 sec-

onds, my number one priority I think at this point would be integration. There are only 5 countries out of the 23 in the OECD that
don't have some form of integration. And we are competing in this
kind of a world. We just have got to get our cost of capital down,
and not double tax our corporate equity.
There is a problem with how you pay for it, I would hate to see
rates, either individual or corporate, raised at this point. But I
think that is something you have to think about as you are developing an integration proposal. We cannot have integration at the
expense of a higher deficit.
The CHAIRMAN. Thank you very much, gentlemen.
Senator PACKWOOD. Could I ask just one more question, Mr.
Chairman?
The CHAIRMV 4N. Oh, yes, of course.
Senator PACKWOOD. Mr. Wilkins, again on your tables about the
OECD countries and the high taxes in France, or in Europe generally, you said it depends upon where the taxes are at the margin.
And you are right. It is true, is it not, that the bulk of the European countries have a significant to very high value added tax?
Mr. WILKINS. That s right. Almost all of them have a value
added tax, There are very few countries now that do not.
Senator PACKWOOD. I believe Ireland's value added rate is 30 percent.
The CHAIRMAN. 33.
Mr. WILKINS. I think, in fairness, you have to keep in mind that
we do have retail sales taxes in most of our States.
Senator PACKWOOD. Yes.
Mr. WILKINS. They are not anywhere near as high as the rates
here you are talking about, of course.
Senator PACKWOOD. The question I wanted to ask is this, should
we be moving toward the European system, toward a broader based
consumption tax, in order to reduce taxes on capital and income? I
am not talking about raising total taxes, but a tradeoff. Increasing
taxes on consumption with a VAT or the equivalent of some kind
of broad-based consumption tax and using the proceeds to reduce
taxes on capital and income.
Mr. WILKINS. There is certainly merit in trying to reduce taxes
on income and raise them on consumption as a way of increasing
savings in this country to help pay for the investment that is going
on, so that we do not need to import all of our investment funds.
I would point out, though that if you look at total consumption
taxes-well, I don't actually show that to them but I could provide
them for the committee-buit what I do show is total income taxes
as a percentage of GDP on table 5. And there you see that we are
not all that ar off the mainstream. In the United States total
income taxes are 13.3 percent of GDP. Part of the remainder, obviously, is consumption taxes and property taxes.
Senator PACKWOOD. What chart are you on?
Mr. WILKINS. Or, table 5.
Senator PACKWOOD. Is that chart 5?

28
Mr. WILKINS. Table 5.
Senator PACKWOOD. All right, table 5.
Mr. WILKINS. It should be right after--Senator PACKWOOD. Yes. All right.
Mr. WILKINS. This shows the total income tax as a percentage of
GDP, and when I say "total" I mean corporate and individualState, local, and Federal. So it is all income tax. Now what is missing are pieces that I haven't shown separately. Three big pieces are
property taxes, Social Security taxes and taxes on goods and services, which include the VAT and the retail sales tax.
While value added taxes are high in Europe, our retail sales

taxes do substitute though, Senator Packwood, in the overall statistics to a larger measure than you might think. So it's not as if we
are starting from a zero tax on goods and services as compared to

value-added tax countries. That is the only point I would like to
make, that we have to keep in mind we do have these fairly high
taxes at the State and local levels. I could provide that information
for you, Senator.

Senator PACKWOOD. Thank you. I would appreciate it if you
would.
[The information follows:]
TAXES

ON GOODS AND SERVICES IN THE UNITED STATES COMPARED TO OTHER

OECD

COUNTRIES
The attached table shows that, while the United States does not have a Value
Added Tax (VAT), other consumption taxes in the United States, such as retail sales
taxes imposed by State governments, substitute in some degree.
Column I shows the 1987 share of total revenues (for all levels of government)
coming from a VAT in the 18 OECD countries which have a VAT. (Five OECD countries, including the United States, did not have a VAT in 1987.)
Column 2 shows other consumption taxes, including retail sales taxes, as percentage of total revenues. Last, Column 3 shows total taxes on goods and services (including VAT and retail sales taxes) as a share of total tax revenues.
(CooPERS & LYBRAND]
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CHAIRMAN. Thank you, gentlemen. Thank you very much.
Our next panel will consist of Mr. Robert McIntyre, director of
the Citizens for Tax Justice, Washington, DC and Dr. Wayne
Gable, president of the Tax Foundation, Washington, DC. I have a
hunch we will have a difference of opinion these two witnesses.
Mr. McIntyre, if you would proceed, please.

The

STATEMENT OF ROBERT S. McINTYRE, DIRECTOR, CITIZENS FOR
TAX JUSTICE, WASHINGTON, DC
Mr. MCINTYRE. Thank you, Mr. Chairman.

When you look at the shortfall that has occurred in corporate
taxes compared to predictions after 1986, I think there has been
general agreement this morning, first of all, that the Tax Reform
Act itself is not at fault. It is doing what it was expected to do to a
large degree, both in terms of revenues and in terms of assuring
that most companies are paying taxes again. And I am sure you
have seen various studies, including ours, which show that the effective rate on companies that are still reporting profits has in fact
increased substantially.
The problem that everyone has pointed out today is that corporate profits are not coming in as strong as had been predicted back
in 1987. And it seems to me it is very clear that what has happened here is not that the return to corporate capital has declined,
nor that wages have risen as a share of output, as the Treasury
mistakenly suggested. That is simply not true over any long-term
period. In fact, wages are down. Instead, what we have seen is an
interest squeeze on profits, a substitution of debt for equity. If you
look on page 2 of our testimony, you can see a graph which illustrates how total return to corporate capital has been very stable
over the years, but interest as a share of total output has been continuously rising, particularly in the 1980's.
And because interest is deductible, because profits are now being
paid to bondholders rather than stockholders-most of these, bondolders, by the way, are tax exempt or largely tax exempt-we are
seeing a decline in corporate tax revenues.
Now, what is the source of this increase in interest? Is it higher
interest rates? Not really. Long-term interest rates on highly rated
bonds are actually down. Short-term rates are up a little in 1989,
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but there is no serious upward trend through the period that we
are looking at.
The fundamental shift has been that companies are retiring
their stock and replacing it with debt. And if you look at the figure
on page 3 of our testimony, it is quite dramatic. In 1989, for instance, companies borrowed $196 billion net and they retired $131
billion in stock. The year before it was almost exactly the same.
Over the last 5 years, we have seen $1 trillion in debt issued and
something in the order of $575 billion in stock retired. That shift to
debt is leading to the corporate tax shortfall.
Now, this didn't have to happen. The investment banking community figured out that they could dress up corporate equity as
debt, as Junk bonds and other types of borrowing, call it debt and
deduct the interest. And if you have read the book, "Barbarians At
the Gate," you will know that when they sent their hired guns
down here to Congress to throw enough sand in the wheels of the
legislative process and enough smoke in the air that by the time
they were done you couldn't figure out what was going on, they
were
laughing
atgreat
length.at you when they got done. That book talks about it
The LBO movement could have been stopped. It still ought to be
stopped. But we know one thing at least, the multimillionaires and
billionaires that were created on Wall Street in the 1980's have a
cost, and that cost is being borne by the Treasury and by the U.S.
taxpayers.
Now, all the talk you have heard about LBO's and stock for debt
exchanges supposedly being good for this country, that they shake
up management and they lead to more efficiency, well about 99
percent of that is bunk. Such assertions show that you can hire an
economist or a lawyer to say just about anything if you pay them
enough.
Those deals weren't about efficiency. They were about tax avoidance. Studies have shown that virtually all of the premiums that
are paid in these LBO deals reflect the tax avoidance that results
from them. Simply put, these deals were about greed. When you
hear about "financial innovation," well the innovation was that
the people who engaged in these deals figured out a way to enrich
themselves at the expense of the rest of us. That is not the kind of
innovation that we need. In fact, what has happened is that we
have burdened American business with a mountain of debt. We
have increased the Federal budget deficit and we have added to
burdens on average people and on our children in the future.
Now, the opportunity to deal with these conversions of equity to
debt the first time around has been missed. It should have been
done 3 years ago but it didn't happen. Much of that revenue now is
gone for the future. But you still need to act to avert future problems with this area and to keep things from getting worse. That
means limiting interest deductions on debt used to finance stock
acquisitions.
Now, some people have said, yeah, we have a problem with debt,
and the answer is "let's get rid of double taxation to dividends and
that will solve the problem." Well, let me make a couple of comments on that.

First of all, the whole idea of a double tax on dividends is largely
a myth. Only about a sixth of corporate profits are distributed as
taxable dividends. That is considerably less than the approximately
25 percent of profits that is sheltered at the corporate level. In
other words, we don't have a double tax. We have less than a
single tax.
There is also a second problem. When someone talks about
giving tax relief on dividends, he or she is talking about another
tax cut for the wealthiest people in this country. We can't afford it
and it's not fair.
Let me conclude by saying that dealing with LBO's is not the
only thing this committee needs to do. I will give you an early
warning on another one. The increase in foreign ownership is
having a major effect on corporate tax revenues in this country because these companies, through transfer pricing, appear to be
champion tax avoiders. We need to fix the rules there quickly
before they become powerful enough to keep action from happening.
And, finally, we need to continue to build on Tax Reform. Some
of the things we did aren't working as well as we hoped. The alternative minimum tax needs to be strengthened. We need to scale
back on depreciation deductions and make a number of other
changes. We should do these things now so that we deliver on what
was promised in Tax Reform. And if Congress doesn't act, you will
only have yourself to blame when you face lower revenues, in the
future. Thank you.
The CHAIRMAN. Thank you.
[The prepared statement of Mr. McIntyre appears in the appendix.J
Tle CHAIRMAN. Dr. Gable.
STATEMENT OF WAYNE GABLE, PH.D., PRESIDENT, TAX
FOUNDATION, WASHINGTON, DC
Dr. GABLE. Thank you, Mr. Chairman. I appreciate the chance to
come here today, I have presented written testimony which has a
lot of details and tables. And we have heard a lot of testimony
today, so I will refrain from going into that detail.
What I would like to do is just hit on a few basic points if you
don't mind. And the first is that something that has been mentioned but I want to emphasize it. Even though corporate income
tax revenue has been below projections, it has been growing since
1986. Mr. Rosen pointed to the increase in receipts from 1986 to
1989. And the only reason I bring this up again is that we also
have been talking about international competitiveness today, and a
growing income tax burden is significant for international competitiveness. Simply put, it is hard to compete when your tax burden is
higher. So this should be kept in mind when the committee decides
what if anything to do about the shortfall in corporate tax receipts.
Also, I believe the question was asked earlier why Japan can
compete with a much higher tax burden than the United States.
And I think part of the answer to that lies in the cost of capital, so
those things have to be considered at the same time.

I have seen different estimates, but I have often seen that Japan
has half the cost of capital for business than the United States
does. So maybe even with a higher tax burden, you can combine
that with half the cost of capital, and still end up with a more favorable situation.
The second point I would like to mention is that corporate taxation cannot be examined in a vacuum. We must consider the overall corporate tax burden when we analyze a particular tax. In this
case, the corporate income tax.
With this in mind, if we look at State and local corporate income
taxes, we see that they have increased significantly. And this probably helps to explain part of the shortfall in Federal receipts.
Again, Mr. Rosen mentioned that State and local income taxes
being higher.
In addition, payroll taxes have grown significantly as an element
in the overall corporate tax burden. And although some increases
in payroll tax were projected, so they wouldn't necessarily all indicate a shortfall in revenue from projections, to the extent that
wages have increased faster than predicted, this would also affect
payroll taxes and, therefore, you would end up with lower corporate-tax receipts.
And the third point I would like to mention is really more general than the specific corporate shortfall question. But I think it is
important when you are considering tax policy in general and specifically corporate tax policy, and that point is that the distinction
between corporate taxation and individual taxation is in an important sense very misleading. And it is misleading in the sense that
some individual or some set of individuals ultimate pays the
burden, bears the burden of any tax. In a corporation s case, you
may be talking about the customers of the corporation bearing the
burden through higher prices, the employees of the corporation
bearing the burden through lower wages or possibly lower benefits
or even layoffs, or the owners of the corporation, stockholders, and
others-often they are institutional investors-with lower returns.
So it is always traceable to an individual. And it is important. So
I think the distinction between corporate and individual receipts is
critical for this committee and for government in general when it
is calculating the revenue, but I don't think that we can get away
with thinking that corporate taxes somehow don't affect individuals because they do. And many of the stockholders of the corporation, again, aren't rich. If you wanted to tax rich people, there are
many more direct ways to tax rich people than to go into corporations to try to get to the owners of the corporation.
Thanks.
[The prepared statement of Dr. Gable appears in the appendix.]
The CHAIRMAN. Mr. McIntyre, how do you respond to Dr. Gable's
point that the corporate tax burden has increased historically because of the payroll tax?
Mr. MCINTYRE. Pardon me, Mr. Chairman.
The CHAIRMAN. The impact of payroll taxes on taxable corporate
income.
Mr. MCINTYRE. Well, certainly the shortfall in corporate revenues compared to projections is not an issue of the payroll tax; the

payroll tax increases were enacted before then. They were factored
into the model.
The CHAIRMAN. I am not relating it to the 1986 tax. He made the
point that historical increases in payroll taxes have reduced corporate income below projected levels.
Mr. MCINTYRE. Well, the total return to capital as a share of corporate output has not declined. And that is computed after paying
payroll taxes. So you don't see, when you look at total return to
capital, a decline in the corporate sector. What you do see is a shift
towards debt, which means reduced profits and higher interest payments. And when you see the stability of the return to corporate
capital, it suggests that the payroll tax increases were borne by
workers or covered by price increases. Profits including interest remained stable.
The CHAIRMAN. Dr. Gable, who bears the burden of increases in
the payroll tax? The corporation, on the employer or both?
Dr. GABLE. Well, I figure it just depends on the specific economic
circumstances of the business. And elasticity of demand makes a
difference, and the elasticity of labor supply makes a difference. So
I don't think you can answer that question in general. And what
the average elasticity rate for the economy is, I don't know, and I
wouldn't have any faith in anyone's estimate of it.
The CHAIRMAN. CBO says it is borne by the employee in the form
of lower wages. How would you respond to that?
Dr. GABLE. I would say that in some cases that is extreme likely.
And depending on the elasticity of labor supply and demand, you
could have the other extreme where the corporation bears a large
part of it. And CBO's estimate may be correct. I just don't know
the correct number for that.

The CHAIRMAN. Senator Packwood.

Senator PACKWOOD. Dr. Gable, if all corporate taxes are passed
on to individuals, the level of corporate tax should make no difference. It could be 70 percent, 80 percent, 90 percent, and corporations will pass it all along anyway.
Dr. GABLE. Well, I am not saying it doesn't make any difference
at all what the level is. If it is 100 percent, obviously you don't
have any corporations any more. But what I am saying is there is a
burden of taxation, corporate taxation, that is borne by some individuals. And the people that bear the burden of the corporate tax,
whoever they are, will obviously be bearing a much higher burden
if all taxes were generated from corporations.
But what I am saying is that we don't always know who those
people are. Again, it depends on the business that we are talking
about, and about the elasticity of demand, about foreign competition where there are foreign alternatives available for the product.
I don't think you can make any statements about who exactly
bears those things. In fact, that is something I would be interested
in seeing studies on and doing some studies on because it is an important question and often gets ignored.
Senator PACKWOOD. I was just taking your statement where you
said that-and I am quoting--"Incidents of corporate tax is always
borne by people."
Dr. GABLE. That's right,

Senator PACKWOOD. *And you say it's either shareholders or em-

ployees or consumers.
Dr. GABLE. Right.

Senator PACKWOOD. There aren't any other people as best I
know.
Dr. GABLE. That's right.
Senator PACKWOOD. Therefore, whatever the rate of corporate
taxation is going to be passed on to this group of people.
Dr. GABLE. Yes.
Senator PACKWOOD. And so the corporation shouldn't complain
too much about what their level of taxation is because they are
going to pass it along anyway.
Dr. GABLE. Well, if they can pass it along 100 percent, that's fine.
Senator PACKWOOD. But you are saying they do.

Dr. GABLE. A corporation is a legal fiction. There are owners of
corporations.
Senator PACKWOOD. Yes.
Dr. GABLE. If they bear the burden of the debt, they might complain. They are customers of corporations. They are also employees
of corporations. They all have the right to complain about-Senator PACKWOOD. But you are saying that all of their taxes are

passed along.
Dr. GABLE. That's right. Not passed along to consumers necessarily.
Senator PACKWOOD. No, no.
Dr. GABLE. If all were passed along to consumers, yes, they would
have no reason to complain because it wouldn't affect their business in any way. But in fact, if it's borne by the owners, those who
are trying to generate capital for, those who are trying to work for
the company, then relative to any foreign competitor, especially
they have a lot of right to complain.
Senator PACKWOOD. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, gentlemen, for your testimony. That
concludes the hearing.
[Whereupon, at 11:45 a.m., the hearing was concluded.]
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PREPARED STATEMENT OF WAYNE GABLE

Thank you, Mr. Chairman. My name is Wayne Gable, and I am president of the
Tax Foundation-an independent nonpartisan, nonprofit research and public educa.
tion organization founded in 1937 to monitor the tax and spending practices of the
Federal, state and local governments. The Foundation is supported by a nationwide
membership of businesses, large and small, by individuals and by grant from phil.
anthropic foundations. I'd like to thank the committee for Inviting us to appear here
today to discuss some of our recent findings on the trends in the corporate tax
burden.
With the persistent Federal deficit hovering around $130 billion, many policymakere will no doubt continue the search for more revenues. Corporations are often tar.
geted because they are said to be under-taxed. Despite statistical evidence to the
contrary, this recurring theme seems to take on a life of itsown, and always resurfaces when more revenues are wanted for increased spending. In fact, corporations
carry a heavy tax burden and provide a large and growing percentage of the total
tax revenue collected by the Federal government. Unfortunately, the most often ignored fact is that no matter how much corporate taxes are increased, it Is individuals that bear the burden of corporate taxes, through lower wages, lower investment returns, or higher consumer prices. Corporations may be the conduit for
paying taxes but it is clearly the shareholders, employees and customers who absorb
the real burden.
RECENT CORPORATE TAX HISTORY

In examining the corporate tax trend, it is important to look at the tax environment prior to the 1986 Tax Reform Act. In 1981, Congress enacted a significant corporate tax cut under the Economic Recovery Tax Act of 1981 (ERTA). If it had been
allowed to take effect fully, it promised to substantially reduce overall corporate
income tax liabilities in the 1980s. But of course, that did not happen. Instead there
were major contravening tax bills starting with The Tax Equity and Fiscal Responsibility Act (TEFRA) in 1982 and the Deficit Reduction Act (DEFRA) in 1984. Outside of the Tax Reform Act of 1986, the major drive behind most tax legislation
after 1981 was purely and simply to increase tax revenues. Despite itsreduction in
the top corporate tax rate from 46 to 34 percent, the Tax Reform Act of 1986 obliterated the capital recovery and business tax relief of 1981 and effectively piled on significant net increases in corporate tax liabilities after 1986. More recently, we have
witnessed further increases in corporate income taxes as a result of the Omnibus
Budget Reconciliation Act of 1987, the Continuing Resolution for 1988, and the Omnibus Budget Reconciliation Act of 1989. These recent tax changes will continue to
yield significant corporate tax revenue increases over the next few fiscal years.
The Tax Foundation's examination of the recent and projected revenue effects
from major enacted legislation in the 1981-1989 period reveals a sharp difference in
the tax revenue picture for individuals and corporations. Individuals' taxes are
markedly lower than they would have been without the legislation, but the corporate sector is another story entirely. According to the Office of Management and
Budget, tax legislation enacted since 1981 has resulted in net decreases in individual
income taxes of $201.4 billion in FY 1988 and $243.9 billion in FY 1989. Conversely,
the net effect on corporate tax revenue was a $24 billion increase in FY88 and a $28
billion increase in FY89.
(35)

CORPORATE SHARE OF TAX BURDEN

What is the corporate "share" of the income tax burden? Over the long term it
has shrunk as a share of total income taxes, but with some special factors affecting
the trend.
There was a precipitous drop-off in corporate income tax receipts, both absolutely
and as a percentage of total income taxes in 1982 and 1983. Corporate profit volatility causes corporate tax receipts to fluctuate more widely than individual receipts,
and the severe recession of 1981-1982 had its maximum impact on tax revenues in
fiscal 1982 and 1983. This was also the period when the Accelerated Cost Recovery
System (ACRS) first took hold. More rapid depreciation, of course, helped depress
tax collections initially, although this would tend to be made up in later years.
Starting in 1984, corporate income taxes have been steadily increasing, leaping
from a low of $37 billion in 1983 to a record $103.6 billion by 1989. This revenue
increase has coincided with better business conditions in recent years, and, of
course, the implementation of the 1982, 1984, and 1986 tax bills which increased corporate tax revenues. The Tax Equity and Fiscal Responsibility Act (TEFRA) of 1982
repealed more than half of the benefits for corporations provided by ERTA in 1981.
The Deficit Reduction Act (DEFRA) of 1984 further reduced corporate depreciation
allowances. In fact, OM13 estimates that the Tax Reform Act (TRA) of 1986, will
raise an additional $24 billion in corporate tax revenues this year alone. Much of
the corporate tax relief promised in 1981 was eradicated by contravening tax legislation. This was ie seesaw effect on corporate taxes caused by the major tax legislation of the 1980s.
CORPORATE VS. INDIVIDUAL. SiARP OF TAX IILIRIDN

Critical factors involved in the balance of corporate versus individual taxes are
both the level of corporate profits and their share of the national income. The trend
in corporate profits as a percentage of national income has been irregularly downward since the 1950s when examining bureau of Economic Analysis data. In fact,
this downtrend has closely paralleled that of corporate tax receipts as a percent of
total income taxes through 1986, where we start to see a slight upward swing. In
1950, for example, corporate profits represented 18 percent of our national income.
Throughout the 1970s, corporate profits accounted for over 11 percent of' national
income. Now in 1989, corporate profits account for a mere 6.S percent of our nation's income. This decline in corporate profits as a percentage of national income
alone explains much of the long term decline in the proportion of corporate income
taxes represented in the total tax revenue picture. The weakened state of corporate
profits in recent years resulted in less than expected revenue take.
THE ('ORPORATE TAX BURDEN

A good indicator of the corporate tax burden is a comparison of corporate taxes
with corporate profits. When looking at corporate taxes, Federal corporate income
taxes are only part of the picture. A look at the complete corporate tax burden picture is revealing. The overall burden is significantly higher when combined with the
rapidly increasing state/local corporate income taxes and corporate payroll taxes.
Such payments can be partially deducted for Federal corporate income tax purposes
but they are a substantial andgrowing burden nonetheless.
While Federal corporate income tax revenues have risen 46 percent since 1980,
state/local corporate income tax revenues have increased 66 percent for the decade
and in 1989 were 28 percent as large as the Federal tax levy. The combined Federal
and state/local corporate income tax take has risen significantly since 1982, far surpassing the level of the early 1970s.
While state/local taxes are high and growing, the largest element of the business
tax burden has become the payroll sector, particularly Federal social security and
hospital insurance. Furthermore, state unemployment insurance and other social insurance funds have intensified the corporate tax burden, These taxes are not imposed on net income, and some economists argue that even the employer share of
payroll taxes is borne by employees who receive lower rates of compensation and
benefits than they would in the absence of these taxes. But payroll taxes are a cost
of doing business and, particularly in labor intensive industries, constitute a very
large burden, Where labor is relatively scarce and/or subject to rigidities in compensation, that burden may have been absorbed by the employer. Since corporate payroll taxes are a colpt of doing business, their increase will offset corporate income
taxes. Therefore, the corporate income tax take cannot be accurately examined in
isolation. The corporate share of payroll taxes has outstripped corporate income
taxes and currently represents about $150 billion.
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Over the past decade, the combined increases in Federal income taxes and the
state/local and payroll taxes have caused a tremendous increase in the overall corporate tax burden. Compared to profits, this burden increased 35.1 percentage
points from 54.8 percent in 1979 to 89.9 percent by 1989. Throughout the 1970s, this
rate averaged only about 60 percent.
The 1989 overall corporate tax burden, representing a whopping 89 percent of corporate profits, is huge by historic comparison. The continuedsharp growth trend in
state and payroll taxes can easily push this burden even higher.
CORPORATE TAXES ARE PAID BY INDIVIDUALS

Unfortunately, most discussion of corporate tax burdens has been based on perceptions rather than economic reality. The ultimate burden or incidence of corporate taxes is always borne by people, not inanimate corporate structures.
Corporations may be tile conduit for paying taxes but it is the shareholders, employees, and customers who absorb the real burden. All corporate taxes are ultimately paid by individuals, either through reduced returns to shareholders, lower
wages to employees, or higher prices to the consumer. Investors, workers, or consumers will bear the burden, depending on the economic circumstances of the industry.
It is these same people who bear the expense of what is known as double taxation
of profits. When dividends are distributed to the shareholders, that money is again
taxed. To create a profit, the corporations must raise the price of their goods and
services. No matter how large a corporation is, it is people who own corporations
and buy corporate products. The result is that investors and consumers alike end up
pitying for these corporate taxes. Because tle precise proportions of such tax burdens are unknown and the process is obscured from public view, the corporate
income tax is a hidden tax on individuals. As long as the tax burden debate continues showing "individual effects" vs. "corporate effects," we are forced to work with
what is inherently a flawed framework-the assumption that somehow the corpo.
rate tax burden does not affect individuals. But however defined, the combined corporate take is large and growing.
In closing, the Tax Foundation notes that tile decline in corporate profits as a percentage of our national income alone explains much of the lower than expected revenue take from corporations. Any tax policy changes clearly should take into account the potential impact of further eroding this tax base.
I thank the committee for inviting the Tax Foundation to testify on our findings
and submit the Corporate Tax Burden special report for inclusion in the record.
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Corporate Tax Burden on the Upswing
by Paul G. Merski
With federal deficits hoveringaround
$130 billion, the government will continue its drive for more revenues. Corporations are often targeted because they
are said to be undertaxed. Despite statistical evidence to the contrary, this recurring theme seems to have a life of its own
and always resurfaces when more reve-

Ifit had been allowed to take effect fully,
it would have substantially reduced overall corporate income tax liabilities in the
1980s. Instead, there were major contravening tax bills starting with the Tax
Equity and Fiscal Responsibility Act
(TEFRA) in 1982 and the Deficit Reduction Act (DEFRA) In 1984. Outside of the

Corporate Income and Payroll Taxes Relative to Corporate Profits
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nues are required for increased spending. In fact, corporations carry a heavy
taxburdenand providealargeand growing percentage of the total tax revenue
collected by the federal government.
Recent Corporate Tax History
In 1981, Congress enacted a signiflcant corporate tax cut under the Economic Recovery Tax Act of 1981 (ERTA).

Tax Reform Act of 1986, the major drive
behind tax legislation after 1981 was
purely and simply to increase tax revenues. The Tax Reform Act of 1986 obUterated the capital recovery and business
tax relief of 1981 and effectively piled on
significant net increases in corporate tax
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liabilities after 1986. More recently, further increases in corporate income taxes
have occurred as aresult of the Omnibus
Budget Reconciliation Act of 1987, the
Continuing Resolution for 1988, and the
Omnibus Budget Reconciliation Act of
1989. Table I below compares the effect of
Table I
Impact of Major Tax Legislation, Enacted 1981-19898, on
Individual and Corporate Income Tax Receipts
Fiscal Years 1988-1992
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More rapid depreciation, of course,
helped depress tax collections initially,
although this would be made up in later
years.
Starting in 1984, corporate income
tax collections increased steadily, leaping from a low of 537 billion in 1983 to a

it

major enacted legislation in the 19811989 period on individual and corporate
income taxes currently and projected
through 1992. Individuals' taxes are markedly lower than they would have been
without the legislation, but the corporate
sector is another story entirely.
Corporate Share of Tax Burden
What is the corporate share of the
income tax burden? Over the long term it
has shrunk as a share of total income
taxes, but with some special factors affecting the trend.
As Table II indi"... corporationscarry a heavy tax
cates, there was a
burden and provide a large and
precipitousdrop-off
growing percentage of the total tax in corporate income
tax receipts, bothabrevenue collected by the federal
solutely and as a pergovernment."
centage of total income taxes in 1982
and 1983. Corporate profit volatility
causes corporate tax receipts to fluctuate
snore widely than individual receipts,
and the severe recession of 1981-1962
had its maximum impact on tax revenues
in fiscal 1982 and 1983. This was also the
period when the Accelerated Cost Recovery System (ACRS) first took hold.
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record £103.6 billion in 1989. The growth
iu corporate tax revenue has coincided
with better business conditions in recent
years and, of course, the implementation
of the 1982,1984, and 1986 tax bills which
increased corporate tax burdens. The Tax
Equity and Fiscal Responsibility Act
(TEIFRA) o,' 1982 repealed more than hal"
of the benet!ts provided by ERTA to corporations in 1981. The Deficit Reduction
Act (DEFRA) of 1984 further reduced
corporate depreciation allowances. In
fact, the Tax Reform Act (TRA) of 1986
will raise an additional $24 billion in cor-
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porate tax revenues this year alone.
Nearly everything provided in the socalled "corporategiveaway" of 1981 was
taken back before the benefits could be
fully realized.
Critical factors involved inaccurately
examining the trend in corporate taxes
are both the level of
corporate profits
"The Tax Reform Act of 1986
and their share of the
obliterated the capit al recovery and national income.
Table IlUshows that
business tax relief of 1981 and
trend in corpoeffectively piled on significant net the
rate profits as a perincreases in corporal e tax liabilities centage of national
income has been irafter 198
regularly downward since the 1950s.
In fact, this downtrend has closely paralleled that of corporate tax receipts as a
percent of total income taxes through
1986, where we start to see a slight upward swing. The decline in corporate
profits alone explains much of thelongterm decline in the proportion of corporate income taxes represented in the total
tax revenue picture.
The Corporate Tax Burden
A good indicator of the corporate tax
burdenisa comparison of corporate taxes
with corporate profits. When looking at
the corporate taxes, federal corporate
income taxes are
only part of the pic'"V7iile Federal corporateincome
ture. Table IV on
tax revenues have risen 46 percent page4 illustrates the
since 1980, state/local corporate in. - verat--burd'en of
come tax revenues have increased 66 federal corporate
income tax when it
percent for the decade and in 1989 combined with the
represented 28 percent of the federal rapidly increasing
state/local corpotax takc."
rate income taxes
and corporate payroll taxes. Such payments can be partially
deducted for federal corporate income
tax purposes, but they are a substantial
and growing burden nonetheless.

3
For comparability, corporate tax accruals net of Federal Reserve earnings
are used instead of actual tax receipts.
Given today's full acceleration of corporate tax payments, the accruals figures
are close to tax payments.
Table III
Total Before-Tax Corporate Profits
Selected Years. 1950-1989
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state/loal corporate income tax revenues have increased 66 percent for the
decade and in 1989 represented 28 percent of the federalct take. The combined
federal, state and local corporate secome
tax take k-asrisen steadily since 1982, far
surpassing the level of the early 1970s.
The largest element of the business
tax burden has become the pay'roll sector, particularly federal social security
and hospital insurance. Furthermore,
state unemployment insurance and other
social insurance funds have intensified
the tax burden. These taxes are not ir-
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posed on net income, and some economists argue that even the employer share
of payroll taxes is borne by employees
who receive lower rates of compensation
and benefits than they would in the absence of these taxes. However, where labor is relatively scarce and/or subject to
rigidities in compensation, that burden
mayhavebeenabsorbedbytheemployer.
The corporate share of payroll taxes has
far outstripped corporate income taxes
and currently costs about $150 billion,
Over the past decade, the combined
increases in federal income taxes and the

state/localand payiolltaxeshavecaused
a tremendous increase in the
overall corporate tax burden. Compared to profits,
the burden increased 35.1 percentage
points from 54.8 percent in 1979 to 89.9
percent by 198$ Throughout the 1970s,
this rate averaged only about 60 percent.
The 1989 overall corporate tax burden,
representing a whopping 89 percent of
corporate profits, is huge by historic
comparison. Federal deficit pressure and
the sharp growth trend in state and payroll taxes can easily push this burden
even higher.
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PREPARED STATEMENT OF ROBERT S. MCINTRYE
I appreciate the opportunity to appear before the Committee today on behalf of Citizens
for Tax Justice. Our coalition of labor, public interest and grassroots citizens groups represents
tens of millions of middle- and low-income Americans, who have a vital stake in fair, economically sound tax and budget policies.
There are two questions before the committee today: first, why have corporate income
tax receipts for fiscal years 1987 to 1990 been one-fifth lower than was projected following
enactment of the 1986 Tax Reform Act and, second, what is to be done about it?
The short answer to the first question is that American corporations have redirected their
income streams away from shareholders and. toward bondholders by substituting debt for equity.
By paying tax-deductible interest rather than dividends, companies have reduced their taxable
income. And as taxable income has decreased, so have corporate tax payments.
In other words, the question of who would pay for the instant multimillionaires and
billionaires produced by the corporate buyout craze of the 1980s is now being answered. Mainly, it's the U.S. Government and the U.S. taxpayer.
This testimony will present new evidence on how the huge increase in corporate indebtedness has resulted in a striking decline in reported profits and a concomitant decline in corporate income tax receipts. It will also point out that the increase in foreign ownership of American business has had and will have a negative impact on the Federal Treasury, because foreignowned corporations appear to be champion tax-avoiders. And it will point to weaknesses in the
1986 Tax Reform Act that may be costing more than was anticipated.
To deal- with the corporate revenue shortfall-the second question posed by these hearings-will require Congress to reassert control over corporate tax policy, which is now largely
being made by investment bankers and corporate tax lawyers. We urge the Committee and the
Congress to amend the tax law so that it no longer permits the unrestricted deductibility of
interest payments to undermine the corporate income tax. We urge you to restructure the rules
governing the taxation of multinational corporations so that they pay federal income taxes on the
profits they earn in the United States. And we urge you to strengthen and build upon the reforms enacted in 1986, to ensure that the Tax Reform Act does the job it was supposed to do.

The Shortfall in Corporate Taxes
Over the past three years, corporate income tax payments to the Treasury have fallen
short of predictions made following the 1986 Tax Reform Act by an average of $21 billion per
year. From fiscal 1990 to 1992, the shortfall is expected to exceed $40 billion per year.
Ie problem Is not primarily a failure of the 1966 Tax Reform Act. The shortfall in :orporate tax payments has not occurred because the Tax Reform Act failed miserably in its goal of
restoring the average effective corporate tax rate to a-more reasonable level (although, as discussed below, there are weaknesses in the Act). On the contrary, CrJ's analyses of corporate
annual reports show that the effective corporate tax rate on reported profits has risen sharply as
a result of tax reform.

lS4* Citizens for Tax Justice, It's Wor*1ng. but... (October 1989). Out analysis of 250 of the nation's
Irget and most profitable corporations found that their overall effective tax rte on reported domestic profits tos
from a mere 14.3 percent in 1981-85 up to 26.5 percent in 1988.
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The Interest squeeze on profits. Instead, as the charts above illustrate, the shortfall in corporate tax payments mirrors a shortfall in reported corporate profits. In fiscal 1989, for example,
profits (as estimated by the Commerce Department) were $42 billion less than was predicted by
the Congressional Budget Office in January of 1987-a factor which accounts for two-thirds of
the shortfall in corporate income taxes in that year. (See also Table I.)
The shortfall in reported profits does not reflect a decline in the overall return to corporate capital, however. Instead, it reflects a shift in the type of return to corporate capital-away
from profits and toward interest payments. What has happened, essentially, is an interest
squeeze on profits.

While combined profits and interest as
a share of total nonfinancial corporate output
have been stable, the interest component has
risen steadily. Interest paid rose from 3.2
percent of output over the 1970-83 period, to
3.7 percent in 1984-86, to a record setting
5.1 percent in 1989. (The previous record
was set in 1988.) Meanwhile, 1989 reported
profits as a share of total output, at 7.8 percent, were lower than in any year except the
recession year of 1982. (See Table I.)
a Compared to 1984-86, 1989 profits for
non-financial corporations were a 20 percent
lower share of total output, while interest
payments were a 39 percent higher share.
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for five-sixths of the decline in profits as a
share of total output over the 1987-89 period compared to 1984-86. (See Table I.)
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Does this sharp rise in interest payments stem from a big increase in interest rates? Not
really, or at least not interest rates on traditional forms of corporate borrowing. Interest rates
on highly rated corporate bonds were actually lower in 1989 than the 1984-86 average, while
commercial paper rates and the prime rate were slightly higher. (See Table III.) The fundamental cause of the interest squeeze-the shift away from profits and toward interest payments-is
the wave of leveraged buyouts and other debt-financed stock acquisitions in the 1980s.

The Source of the Interest Squeeze on Profits:
Leveraged buyouts, etc.-The Replacement of Equity with Debt.
In recent years, debt-financed acquisitions, leveraged buyouts, use of leveraged employ-

ee stock ownership plans, debt for stock exchanges, and debt-financed stock redemptions and
extraordinary dividends have combined to replace huge amounts of corporate stock with debt.
a In every year starting with 1984, net corporate stock issues have been negative. In
total, from 1984 through 1989, corporate equity (not including the financial sector) has been
reduced by $574.6 billion, while net new corporate borrowing was $1,044.7 billion.
a From 1978 through 1983, nonfinancial corporations raised an average of $70.4 billion
a year in net new external funds, with $66.5 billion a year coming from net new borrowing and
$3.9 billion a year from net new stock issues. Over the next six years (1984-89), external funds
raised increased to an average of $78.4 billion a year. But net new stock issues averaged minus
$99.7 billion a year, while net new borrowing averaged $174.1 billion a year.

Substituting Debt for Equity_
Sources of Funds for Nonfinancial Corporations, 1978-1989
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From 1979 to 1989, total output of non-financial corporations increased by 27 percent
in constant dollars (about the same as GNP). Reported profits, however, were up a mere I
percent over the period, while interest payments more than doubled. Notably, the sum of profits
and interest payments grew by almost exactly the same amount as total output. Thus, over this
period, $79 billion in deductible interest payments replaced an equivalent amount in (at least
partially) taxable profits. (See Table V.)
,The "junk bonds" that have replaced so much corporate stock in recent years are generally perceived by the investment banking industry as equity-or at least "equity in drag"-not
as debt, given their risk and return. But the tax laws have allowed such junk bonds to dress up
as debt, at huge cost to the Treasury.
There is no doubt that the primary moving force behind leveraged buyouts and similar
corporate restructurings has been the tax code. Indeed, Secretary of the Treasury Nicholas F.
Brady told this Committee as much in January of 1989.2 Some studies have found that the present value of corporate tax savings obtained through increased interest deductions have accounted
for "nearly all" of the buyout premium paid to stockholders in LBO transactions.)
Nor can there be any doubt that the financial restructuring of American corporations has
been a blow to the federal fisc-indeed, a double blow. Not only has the taxation of dividend
income been eliminated in many cases, but because the overwhelming majority of those who
hold these "equities in drag" are tax-exempt entities, the shift from equity to debt leaves a large
share of corporate profits and distributions totally untaxed-except insofar as former shareholders pay one-shot capital gains taxes when they surrender their shares."
Fully 88 percent of bondholders today are either statutorily exempt from taxation on
their interest income or, in the case of financial institutions, typically pay low effective tax
rates. Moreover, interest income to individual bondholders often goes to tax-deferred accounts
(such as IRAs, Keoghs and 401(k) plans). Thus, the shift from dividends to interest has not
merely eliminated any so-called "double tax," it has largely eliminated any tax on the return to
corporate capital.'
2

Secretary Brady said: "Iam totally convinced that the root cause (of leveraged buyouts) isthat the market has
found its way around the double taxation of dividends." Hearing before the Committee on Finance, United States
Senate, 101st Congress, Ist Session, Jan.25, 1989. at 18. As noted below, Secretary Brady understated, since much
more than just the mythical "double taxation" iseliminated in these
"backdoor integration" transactions.
'See Joint Committee on Taxation, Federal Income Tax Aspect of Corporate Financial Structures. JCS-1-89
(Washington, 1989: Government Printing Office), at 58.
4"raxe on forced capital gains that occur during leveraged buyout and leveraged restructurings cannot make
up for the corporate tax revenues lost to the Trasury. Since many of these
stock retirements led to forced capital
gains realizations by individuals, the increase in stock retirements may help explain the unexpected (temporary) rise
in personal income tax payments in recent yar. Arguably, a portion of the 50 percent rise in capital gains reported
on individual tax returns between 1983 and 1989 could be attributed to forced realizations due to stock retirements.
The increase in forced individual capital g due to stock retirements is actually larger than the increase in total
reported gains from 1983 to 1989. But these forced gains probably displaced other gains which might otherwise
have been realized, so the exact impact of forced retirements on total gains reported isdifficult to gauge.
5
The notion of a"double tax" on corporate profits hasalways been
a misnomer. In 1985, for example, taxable
personal dividend income amounted to onlyIS percent of total domestic corporate profits, while 59 percent of
profits were sheltered on corporate returns. That means
that only 5 percent of domestic profits were subject to tax

(continued...)
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The cost to the Treasury of subsidizing these equity-to-debt conversions, so far, appears
to be $15 to $20 billion annually at present, with larger costs looming in the future.

Foreign Ownership: It Costs the Treasury, Too
Not all of the shortfall in corporate taxes can be explained by lower reported profits,
however. In fact, almost half of the predicted shortfall from fiscal 1990 to 1992 stems from
other causes. One factor may be the growth in foreign ownership of American businesses.
From 1979 to 1987, the number of foreign-controlled U.S. corporations grew by more
than 80 percent. Their total receipts grew from $242 billion to $591 billion, and their total
assets grew from $205 billion to $929 million. In constant dollars, their total receipts increased
by 63 percent, and their assets jumped by 203 percent.' But their income reported on tax returns and their income tax payments did not keep pace. In fact, from 1979 to 1986 (the last year
for which data are available), constant-dollar income reported on U.S. tax returns by foreigncontrolled corporations fell by 118 percent (to a negative $1.5 billion). Although some companies reported positive taxable income, constant-dollar U.S. income tax payments by foreigncontrolled corporations dropped by 18 percent from 1979 to 1986-to a mere $3 billion.
Compared to U.S.-owned companies, foreign-controlled U.S. corporations reported only
half as much taxable income as a share of either receipts or assets in 1986. In 1986, fewer than
two out of five of foreign-controlled U.S. corporations reported net income on their U.S. tax
returns. (The disparity was particularly pronounced in the case of petroleum, chemicals, electronics and auto manufacturers.)

'(...continued)
-more of a "half tax" rather than a double tax. Even after tax reform, taxable personal dividend income, at 18
percent of domestic profits, remains less than the 25 percent of profits sheltered on corporate returns. In short,
there is not and has not been any "double taxation" of corporate profits in any real, bottom-line sens.
6

held by affiliates of foreign companies rose to 13.2
By 1987, the share of total U.S. nonbank business assets
percent. Leading the list here are stone, clay and -glass products (31.2S); chemicals (30.9); primary metals
(19%); petroleum and coal products (17.2%); rubber and plastics products (11.7%); food and kindred products
(10.6%); and electric and electronic equipment (10.6%). Rubber & plastics increased notably in 1987, due to the
acquisition of a U.S. tire manufacturer by foreign investors.
Foreign affiliates' shareof total U.S. manufacturing sales rose to 11.5 percent in 1987. Leading the list
here were: chemicals (31.2%); stone, etc. (22.2%); primary metals (19.5%); petroleum products (16.8%); electronics (12.2%); and rubber and plastics products (10.3%).
Japanese investors now have the largest and fastest growing shareof total foreign-controlled investment
of foreign-controlled U.S. companies in 1987--double
in the United States. They held 21.1 percent. of total assets
their 1986 share. And the influx of Japanese direct investment hascontinued space.In fact, the 10 largest acquisior controlling interests in U.S. companies have all taken place since
tions by Japanese interests of major stakes
1987.Theae include: Sony's $3.4 billion acquisition of Columbia Pictures in 1989; Brdeston's $2.7 billion
purchase of Firestone in 1988; Seibu Saison's $2.3 billion acquisition of Inter Continntal Hotels in 1988; Sony's
$2 billion purchase of CBS Records in 1988; Dai-Ichi/Kmngyo's $1.3 billion acquisition of Crr Group in 1989;
1 billion purchase of Gould Inc. in 1988; Paloma Co.,'s $850 million purchase of Rheem
Nippon Mining Co.'s $1.
Manufacturing Co. in 1988; Mitsubishi's $846 million purchase of Rockefeller Center in 1989 (completion peding): California First Bank's $750 million acquisition of Union Bank in 1988; and Fujisaws Parmaceutical Co.'s
$66C,million purchase of LypohMed in 1989. As in earlier years, most of the increase in foreign-controlled U.S.
assets from 1986 to 1987 resulted from acquisitions of U.S. companies by foreign investors.
'In 1986, foreign-controlled corporations reported large capitaLlosaes because petroleum foreign affiliates
lowered the book value of their oil reserves and because chemicals and machinery manufacturing foreign affiliates
lowered the book value of various sets.

With foreign-controlled corporations doing business in the United States paying such
lower taxes than domestic-owned companies, the continuing uise in foreign ownership may be
a significant factor in the decline in corporate tax payments compared to predictions.

The Growth in the No. of ForeignControlled Domestic Corporations
& Their Receipts & Assets
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Other Problems
Corporate tax payments are also being depressed by loopholes that remain in the law
after reform, and which in some cases have actually grown larger since 1986. In CTJ's most
recent corporate survey (for 1988), we found seven companies that paid zero or less in corporate income taxes that year. A total of 45 companies-almost one out of five of the 250 we
surveyed-paid effective tax rates below 10 percent. And 91 companies-more than a third of
the total-paid less than the supposed "minimum" amount of 20 percent.
Among the notable problems we found are:
A series of "temporary" laws keeping the IRS from enforcing its interest and R&D allocation rules has essentially taken IBM off the tax rolls since 1985. From 1986 through 1988,
IBM reported $7.3 billion in U.S. profits to its shareholders. But instead of paying$21h billion
in federal income taxes as the statutory rate implies, IBM received $310 million in total tax
refunds over the 1986-88 period, apparently because it deducted so much foreign-related R&D
in computing its U.S.-source taxable income. This problem almost certainly extends-albeit
probably less dramatically-to other companies as well. And it relates directly to the problems
in taxing foreign-owned multinationals discussed earlier.
The Alternative Minimum Tax enacted in 1986, while working reasonably well in many
instances, is often vitiated through tax "loss" carrbacks.
Despite tax reform, excessive depreciation on business equipment and real estate is expected to cost the Treasury some $127 billion over the next five years. Buying and selling of
depreciation tax breaks remains rampant.
These and similar problems may be larger than originally anticipated.

Conclusion
The job of tax reform is not completed. The Alternative Minimum Tax needs to be

strengthened, by eliminating the use of "loss" carrybacks by companies that owe the minimum
tax, by reinvigorating the link to corporate "book" profits and by increasing the AMT rate. In

addition, loopholes that were not addressed in the 1986 Act, such as accelerated depreciation on
equipment, should be addressed.
The evidence indicates that billions of dollars a year in taxes are being avoided by both

U.S. multinationals and foreign-controlled U.S. corporations. We need to overhaul our rules so
that they require companies to pay taxes on the profits they earn in this country. The ultimate
goal should be to move away from the unworkable "arm's length" approach and toward a system of formula apportionment.
Finally, and perhaps most important in the context of today's hearing, the tax code
should stop subsidizing the replacement of corporate equity with debt. We hope that Congress
will recognize that the new wave of corporate borrowing is equity masquerading as debt-that

it is, in the investment bankers' colorful phrase, "equity in drag." We urge the Committee and
the Congress to elevate substance over form, and disallow corporate interest deductions on debt

incurred to finance stock acquisitions.
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Appendix-Tables:
& Actual Corporate Taxes After Tax Reform
& the Growth in Interest ($-bllllons)
Payments as a Share of Output

Table I. Predicted

Fiscal years

1987

1988

1989

1990e

1991e

1992e

$317

$334

$357

$389

$417

$451

Actual profits (& new est., Jan. 90)

269

297

315

333

354

377

Predicted corp. Inc. tax (Jan. 87)

101

119

126

138

151

162

Predicted profits (CBO, Jan. 87)

Actual corp. tax (& new estates)

84

95

104

102

111

116

Corporate Income tax shortfall, $

-$17

-$25

-$22

-$36

-$40

-$46

Predicted CIT/Profits (Jan. 87)

32%

36%

35%

35%

36%

36%

Actual CIT/Profits (& new est.)

31%

32%

33%

31%

31%

31%

-14%

-15%

-16%

-14%

-13%

-14%

-26%

-26%

-28%

56%

57%

58%

% Profit Shortfall
% Effective Rate Shortfall
% Corp. Income Tax Shortfall
Share of Tax Shortfall Explained
by Profit Shortfall

-15%
-2%
-17%
90%

-11%
-11%
-21%
53%

-12%
-7%
-18%
67%

Non-Financial Corporations-The Rise in Interest Payments as a Share of Output
1984-86

Calendar years

1987

1988

1989

8.9%

9.1%

7.8%

-0.9%

-0.7%

-2.0%

-9%

-7%

-20%

4.2%

4.6%

5.1%

Change from 198486

+0.6%

+0.9%

+ 1.4%

8749

% Change

+15%

+25%

+39%

Ave.

64%

141%

72%

83%

Profits/Total Output

1

9.8%

Change from 198486
% Change
Interest/Total Output

3.7%

Interest/Output Increase as a
Share of Profit/Output Decline

SOURCES: Congresional Budget Office, 7he Economic and Budget Outlook Fscal awsI

-19992
(Ian. 1987); CBO,

TheEconomic and Budget Outlook Fiscal ras 1991-1995 (Jan.1990); Te Economic Repon of the Pr d
Tables C-12 and C-2; and the Bureau of Economic Analysis.

(Feb. 1990).

Table II
Interest Paid as a % of Total Output
The 10 Highest Years on-Record

Profits as a % of Total Output
The 10 Lowest Years on Record

1989

5.1%

1982

6.3%

1988

4.6%

1989

7.8%

1982

4.3%

1980

8.0%

1987

4.2%

191

8.3%

1981

3.9%

1974

8.5%

1984

3.7%

1983

8.7%

1986

3.7%

1987

8.9%

1983

3.6%

1986

9.0%

1980

3.6%

1988

9.1%

1985

3.6%

1979

9.8%

All other years
since 1960

2.5%

All other years
since 1960

13.0%

SOURCE: Te E onomic Report of Me Praident (Feb. 1990), Tkbl* C-12; and the Bureau of Economic
Analysis. Dat am for nonfinancial corporatiofh, ad are bued on dommic output. The 10towee and
higheet yeawae for the 1940-89 period.

Table III. Interest Rates, 1984 to 1989
Prime

a

Ba

Comm.

Bonds

Bonds

Paper

Rate

1984

12.71%

10.15%

10.16%

12.04%

1985

11.37%

9.18%

8.01%

9.93%

1986

9.02%

7.38%

6.39%

8.33%

1987

9.38%

7.73%

6.85%

8.21%

1988

9.71%

7.76%

7.68%

9.32%

1989
Note:
1984-86

9.26%

7.24%

8.80%

10.87%

11.03%

8.90%

8.19%

10.10%

Source: Economic Report of he PreuAt (Feb. 1990) tab. C.71.

in Domestic Profits & Interest Paid
for Non-Financial Corporations from 1979 to 1989

Table IV. Changes

(all figures are In constant 1989 dollars)
Total output
Wages, dep.& Indlr.bus.taxes
PROFITS

$-Change

1989

$2,277.6

$2,907.1

S +629.5

+28%

1,984.2

2,531.8

+547.6

+28%

223.5

226.3

+2.8

+113%

+81.8

+28%

+30.1

+48%

69.9

148.9

+79.0

Note: Profits & Interest

293.4
-

375.3

-

Note: Dividends paid

$63.2

$93.2

$4,030.4

$5,234.0

INTEREST PAID

Addendum: Real GNP

%-Change

1979

$

+1%

+30%

$ + 1,203.6

SOURCE: TheEconomic Report of the Prstdrnv (Feb. 1990). Tables C-12, C-1 ad C-3; oad the Bureau of
Economic Analysis. Note: Total output (grm domestic product) equals the umof *"es, dprecastion, indirect
business taxes, profits and interest paid (as listed in the table).

of Corporate Stock
& Corporate Bonds, 1988 ($.billions)

Table V. Holdings

%of

%of

%of

Type of Holder:

Stocks

Bonds

Total

Stocks

Bonds

Total

Individuals'

$1,715

$170

$1,885

55%

12%

42%

735

341

1,076

23%

25%

24%

341

658

830

5%

47%

18%

Foreigners

198

180

379

6%

13%

Tax-exempt

1. 310

43

353

10%

$1,392

$4,522

100%

Pensions'
3

Financial Institutions

Totals

$3,130

3%
100%

8%
8%
100%

Flow of Funds Acountu. FinandalAsrts
Source: Board of Governors of the Federal Reserve Systae,
and Liablifles Year End, 1965.19&8 (Sept. 1919).

amounts in aelfadmiisteird penion plats, such a
funds,
'lIludea mutual
smal amount held bybrokers.
and local retirement plas.
wclude private pension plats ansdsWta

Mad
MKe* plan, aN

insranwe companim, commercial backs, savinp an loew,an mutual savings banks.
'nlude
4
aculaed from household sector data based on 1982 ar as estimated by the Federal Raerve.

PREPARED STATEMENT OF GEORGE

A. PLESKO

Mr. Chairman and Members of the Committee: My name is George A. Plesko. I
am an Assistant Professor of Economics at Northeastern University in Boston, Massachusetts. Prior to joining the faculty at Northeastern University I was a financial
economist in the Office of Tax Analysis (OTA) of the U.S. Department of the Treasury from 1985 to 1989. My responsibilities at OTA centered on corporate taxation,
and included the analysis of proposed and enacted corporate tax provisions and the
preparation of the Administration's projections of corporate tax receipts for the
Budget. I would like to thank the Committee for inviting me here today to share my
views on recent trends in corporate tax collections.
An important feature of the Tax Reform Act of 1986 (TRA86) was the intended
transfer of the collection of approximately $120 billion in revenue from individuals
to corporations for fiscal years 1987 through 1991. This transfer of liability was in
the broader context of a desire for the bill to be "revenue-neutral:" reductions in tax
collections from individuals were to be offset with increases from other sources.
Now, as we approach the end of this period, questions are arising concerning the
magnitude of the increased corporate liability.
I wW begin by outlining the expected revenue consequences of TRA86. This is followed by an analysis of recent tax collections in order to determine how much additional corporate revenue has been collected since 1986. I will then discuss some of
the reasons for the differences between the projections of corporate receipts after
TRA86 and recent collections.
I. ANTICIPATED EFFECTS OF TAX REFORM ON CORPORATE RECEIPTS

Table I presents estimates by the Joint Committee on Taxation (JCT) and OTA of
the amount of additional revenue that was expected to be collected from corporate
because of TRA86. The differences between these two sets of estimates, made less
than three months apart, were due to differences in the underlying economic assumptions upon which each was based. The JCT estimates were based upon economic assumptions produced by the Congressional Budget Office (CBO), while the OTA
estimates were based upon the Administration forecast produced by the Council of
Economic Advisors (CEA) for the Office of Management and Budget (OMB) These
are the only publicly available estimates of the effects of TRA86 by source. From
these estimates one can reasonably infer that TRA86 was expected to increase corporate collections by $22 to $28 billion each year Since 1986.
Table 2 presents the estimates of the total revenue effect of TRA86. The first two
lines correspond to the same set of estimates reported in Table I and show the "revenue-neutral" feature of the final bill. The following two lines show subsequent estimates of the effect of TRA86. Without knowing the detailed estimates of the various
TRA86 provisions it is possible to identify the reasons for the changes. Assistant
Secretary of the Treasury Gideon recently testified that these earlier estimates have
since been revised, and that "(f)or all practical purposes, the 1986 Act was revenue
neutral, as intended." I
The apparent shortfall of corporate receipts since TRA86 can best be seen in
Table 3.2 Column (a) of Table 3 lists actual corporate receipts for each fiscal year
from 1984 to 1989. Column (b) lists the level of receipts forecast in August 1986
under the Administration's assumptions, not including the effects of TRA86.
Column (c) contains the estimated corporate receipt effects of TRA86 as reported by
OTA in January 1987. The fourth column, (d) represents the implied corporate receipts forecast at that time, and is obtained by adding columns (b) and (c) As can be
seen in columns (e) and (f) this implied forecast overstated the annual level of re'K.W. Gideon, statement before the Committee on Ways and Means, February 7, 1990, p. 1718. The definition of revenue neutrality employed by Treasury, is defined as "a total change in
receipts of less than 1 percent over the 1987-91 budget period.' FY 1989 receipts totalled $990.7
billion, 1% of which is $9.9 billion. For the ive-year period (FY 1987-1991) this definition implies a revenue gain or loss of approximately $50 billion. It is worth noting that this is a cash
flow concept which ignores the effects on the deficit of changes in the timing of collections.
2 Data for Tables 3 and 4 were obtained as follows: GNP and corporate profits from Executive
Office of the President, Economic Report of the President,(U.S. GPO, Washington, D.C., January
1989) and U.S. Department of Commerce, Bureau of Economic Analysis, Survey of Current Business. July 1989; receipts data from U.S. Office of Management and Budget, Budget of the United
States Government, (U.S. GPO, Washington, D.C.), selected years; the 1986 economic assumptions
from the U.S. Office of Management and Budget, "Mid-Session Review of the 1987 Budget,"
(U.S. GPO, Washington, D.C., August 6, 1986); and the estimates of TRA86 from H.W. Nester,
"A Guide to Interpreting the Dynamic Elements of Revenue Estimates," in Compendium of Tax
Research 1987. (U.S. GPO, Washington, D.C.), pp. 13-41.
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ceipts through 1988 by more than 20 percent. While this error is severe, it-is not an
indictment of the TRA86 estimates themselves, since the baseline corporate profits
forecast upon which they were based could contain a substantial amount of error.
The corporate profits forecast will be discussed in section III.
In column (g), the estimated effect of TRA86 for each year is subtracted from the
actual level of corporate collections. If the TRA86 estimates in column (c) are correct, this column would provide the best estimate of what receipts would have been
in the absence of the change in the law. The pattern in column suggests corporate
receipts would have declined between 1986 and 1987 even though corporate profits
rose. This pattern seems unlikely. Accepting for the moment the possibility that receipts would have remained constant between 1986 and 1987 (at $63.1 billion) the
maximum amount of additional corporate revenue generated from TRA86 would
have been $20.8 billion (83.9-63.1), far less than the $28.3 billion reported at the
time.
As a result of this analysis it is understandable why there have been questions
about the impact of TRA86. 3 Actual receipts since 1986 (column (a) are generally
below the forecast of corporate receipts prior to the enactment of TRA86.
It. TAX REFORM AND CORPORATE TAX COLLECTIONS

In this section I address the question of how much additional Federal revenue was
generated by the TRA86. While the exact revenue effect of the corporate changes of
TRA86 will never be known with certainty, an estimate of the approximate magnitude can be inferred by examining published data for the past several years. As detailed corporate tax return data for 1987 and later
become available, more accurate
4
estimates of the effect of TRA86 will be possible.
In Table 4, corporate receipts for fiscal years 1984 through 1988 are presented
along with BEA estimates of the levels of GNP and NIA corporate profits. Examining the ratio of corporate net receipts to either series shows that collections increased following 1986. Corporate receipts as a share of GNP jumped from a 19841986 average of .0151 to a 1987-1989 average of .0193, an implied increase in collections of $20.34 billion in 1988. A similar calculation using NIA profits suggests a
1988 revenue gain of $21.8 billion. These gains are substantial-the $20.34 billion
estimate represents 21.52% of total corporate receipts for 1988.
Clearly, TRA86 has increased tax collections from the corporate sector. Equally
clear, the amount of additional revenue collected is not as great as originally estimated in 1986 and 1987 (presented in Table 1).The remaining issue, then, is to account for the residual "shortfall" in collections.

HL1.
REASONS

FOR THE CORPORATE "SHORTFALL"

a. Economic assumptions
Table 5 presents the evolution of the Administration forecast for three economic
variables: corporate profits, personal income, and GNP. 5 My focus here on the Administration forecast is for expositional purposes only; the same type of exercise
could be performed for CBO forecasts. 6
By reading across any row you can see the forecast for that variable at any given
time. Reading down a column yields the evolution of forecasts for a variable, ending
with the actual value at the bottom. The "Mid-Session Review of the 1987 Budget,"
released August 6, 1986, presented the macroeconomic assumptions used to estimate
3See, for example, The New York Times, "Big Shortfall in Corporate Taxes Thwarts Key Goal
of 1986 Law," March 6, 1990, page 1.
4 It would be hard to overstate the difficultly in determining the economic and revenue effects
of enacted legislation. One has to account both for changes in economic conditions (which may
have been caused by the law change) as well as changes in economic behavior. In addition, there
is a substantial lag between the end of a tax year and the availability of data. While it is expected imminently, corporate tax return data for 1987 is not yet available. Without such data it is
nearly impossible to untangle the effects of a change in tax law.
6Data in Table 5 will differ from Tables 3 and 4 since they are drawn from different sources
at different times. The data in Table 5 was drawn from the various Budget documents and do
riot reflect technical revisions in the GNP accounts.
6 The forecasts of CBO and the Administration have not appeared to be very different. The
forecast accuracy of selected macroeconomic variables has been tested by M.S. Kamlet, D.C.
Mowery, and T.T. Su in "Whom Do You Trust? An Analysis of Executive and Congressional
Economic Forecasts," Journal of Policy Analysis and Management, Spring 1987, pp. 365-384. An
examination of budget aggregates (receipts, outlays, and the deficit) can be found in G.A. Plesko,
"The Accuracy of Government Forecast and Budget Projections," National Tax Journal,December 1988, pp. 483-501. To date, however, no onehas examined the forecast accuracy of less aggregate data such as corporate profits and personal income.
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the effects of TRA86 at the time of its enactment. At that time, corporate profits
were estimated to reach $356 billion in 1988-$49 billion higher than eventually reported by the Department of Commerce.
This divergence between forecast and realized corporate profits i@ plotted in
Figure 1. The upper line presents the projection of corporate profits published in the
August 1986 "Mid-Session Review." The lower line shows actual corporate profits
through 1989. Given the inaccuracy of the corporate profits forecast, it follows that
corporate receipts are lower than expected. If each additional dollar of corporate
profits before tax yields 25 cents to the Treasury, the $49 billion difference in 1988
profits accounts for more than $12 billion in corporate receipts.
By quantifying the effect of reduced profits I do not mean to imply any cause for
concern. Revisions to economic assumptions are routine and expected. Although
they may not have been the focus of debate in 1986, subsequent downward revisions
to the profits forecast should have anticipated.
One thing that is surprising, however, is that even with recent history as a guide
the FY 1991 Administration Budget (released in January 1990) contains what appears to be an extremely unlikely scenario: a growth in corporate profits of nearly
20% during 1990 (from $303 billion to $360 billion).
As shown in the second panel of Table 5, the overstatement of corporate profitability has been accompanied by a systematic understatement of personal income.
In both absolute terms, and as a percentage of GNP, personal income has grown
faster than anticipated. As a result, it is still likely that TRA86 has maintained its
goal of "revenue neutrality," with the decline in corporate receipts being offset by
higher individual receipts.
b. Other factors
A final set of issues to address concern adjustments corporations might have
made to mitigate the effects of the corporate income tax generally, and TRA86 in
particular. I will briefly examine two: the substitution of debt for equity, and the
use of S-corporations.
Debt.-The substitution of debt for equity has received considerable attention over
the past few years in both the popular press and professional journals. While corporations can reduce their taxable income, and hence their tax liability, by substituting debt for equity, 7 it is not clear that the provisions of TRA86 caused an increase
in the desired level of corporate debt. By itself, the decline in the top corporate tax
rate should have decreased the tax benefit of additional interest deductions. This
effect may be offset by the general increase in tax liability, which increases the likelihood that a tax benefit can be used. Until post-TRA86 data becomes available it is
not possible to determine which of these effects will dominate.
S-corporations.-One reaction to TRA86 that could be reducing corporate collections is the election of eligible corporations to be taxed as S-corporations, and therefore no longer be subject to the corporate income tax. 8
TRA86 dramatically changed the incentives of using a taxable corporation to
defer the recognition income. The reversal of the relationship between the maximum individual and corporate tax rates, the elimination of the preferential treatment of capital gains, and the repeal of General Utilities, make Subchapter S a
more attractive organizational form than it was prior to TRA86.
Figure 2 shows the recent trend in the filing of IRS form 2553: applications to be
taxed as an S-corporation. During the first half of 1987 more than 370,000 corporations requested permission to convert to S-corporation-nearly 30,000 more than
had requested the treatment for all of 1986. While much of this is a one-time shift
in response to TRA86, the incentive for firms to want to operate as S-corporations
has clearly increased. The revenue effects of a large number of corporations electing
Subchapter S could be substantial. By way of example, in 1986, corporations with
$100,000 or less of assets were responsible or $12.37 billion of income subject to tax,
and $4.07 billion in tax before credits. The respective figures for corporations with
assets of $1 million or less were $31.92 billion and $8.45 billion. By way of compari7 J. Shoven has suggested that share acquisitions could have reduced 1985 liabilities by as
much as $27 billion. See "The Tax Consequences of Share Repurchases and Other Non-Dividend
Cash Payments to Equity Owners," in L.H. Summers, ed., Tax Policy and the Economy, Vol. 1,
(MIT Press, Cambridge, 1987).
8 A discussion of the eligibility requirements and the effect of TRA86 on the decision to elect
Subchapter S along with the data cited in this section, can be found in G.A. Plesko, "Choice of
Corporate Entity: The Use of S Corporations Before and After the Tax Reform Act of 1986,"
mimeo, 1988.
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son, income subject to tax for all corporations in 1986 was $276.2 billion, and total
tax before credits was $111.1 billion.
IV. CONCLUSION

At this point in time it is still difficult to determine all of the effects of the Tax
Reibrm Act of 1986. In the case of corporate tax collections, however, receipt5 are
undoubtedly higher than they otherwise would have been-regardless of the level of
economic activity. TRA86 and subsequent legislation have increased corporate tax
payments by approximately $20 billion a year.
Concern over any remaining shortfall in corporate receipts should be analyzed in
the context of two criteria: the goal of revenue neutrality, and any implicit or explicit intent to achieve a particular distributional objective.
Will total collection through 1991 be the same as they would have been in the
absence of TRA86? While corporate receipts are not as large as originally projected,
individual receipts may have made up the difference. If Treasury's broad definition
of revenue neutrality is used as a measure, I do not see any compelling evidence at
this time that TRA86 is not revenue neutral. A more detailed analysis of the revenue effects of increased personal income clearly needs to be performed.
A second question is whether the distributional goals of TRA86 have been
achieved, regardless of revenue. It is important to remember that distributional objectives are not merely the mix of government receipts, but rest on who ultimately
pays the tax. While a shifting of tax liability from individuals to corporations will
affect the progressivity of the system. we do not have sufficient information to accurately measure the effects of such changes.
This concludes my prepared remarks. I will be pleased to answer any questions of
the Committee. Thank you.

Table 1.-REVENUE ESTIMATES OF THE EFFECTS OF TAX REFORM ON CORPORATE RECEIPTS
[Allamounts
intilions ofdollars
Fiscal
Year
1981

1988

199

1990

Joint Committee
on Taxation
(Octo.

1

Total

-1991

I

ber 1986) ............... 25310 I 23.941
22.464
23.398
Office of Tax Analysis (January
1987)
.........................................
28.252
25.155
23.395
25.320

25.187

120.300

27.1171

129.838

Sources:
JointCommittee
on Taxation,
General Explanation of the Tax Reform Art of 1986, May4, 1981,
page1318;HW.
Nester,
"A Guiod
to Interpreting
the Dynamic
Elements
of Revenue
Estimates,"
in Compendium of Tax Researrh 1987, (US GPO.
Wasrington,
DC.).p. 40.

Table 2.-TAX REFORM: CHANGE INTOTAL UNIFIED BUDGET RECEIPTS
[Ailamounts
in tllions of dollars)
fiscalYear
1981

1988

Joint Committee onTaxation (October
1986) .................. 11.538 -16.705
FY1988 Budget (January
1987)
........
18-625
0.856
FY1989 Budget (January
1988) ........
21.5
-4.5
FY1990 Budget (Janaary
1989) ........8.9
-24.4

1989

-15.128
-11.680
-17.2
-20.3

1990

8,048
-9.004
-13.5
- 16.4

1991

11.990
-4.198
-9.5
-20.9

1992

Total

.......... -0.257
...................
-5.401
............
...
-23.2
....................

Sources:
JointComrrttee
on Taxation,
General Explanation of the Tax Reform Act of 1986 May4,1987,page1378,US
Office
of Management
andBudget,
Budget of the United States Goternment chapter
4,selected
years
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Table 3.-EARLY ESTIMATES OF TAX REFORM AND CORPORATE RECEIPTS
E

erpts
Fag yew

Corpactual Rcits
1986
(a)

(b)

~ij15

i

of
Effect

+
Forecast
6
TRAl

Error

(c)

(dl)

(e)

m
Error Actual
Percent
TR
(f)

(9)

1984
.........................
556
9
56.9 ........................
56.9 .............................
1985
.........................
61.3
61.3 ........................
61.3 .............................
1986 ......................
63.1
61.6 ........................
61.6
+ 1.5
....................
1987 .........................
83.9
75.0
28.3
103.3
-19.3
-23.03
55.1
69.4
117.8
-23.2
-24.60
94.5
92.6
25.2
1988 ........................
1989 .........................
103,6
104.9
23.4
128.3
- 24.7
--23.84
""

Table 4.-EFFECT OF TAX REFORM ON CORPORATE RECEIPTS
Receptsas.

Net
FY
cotpoiate CYGNP
receipts

(a)

(b)

Reeis asa

Receiptsas a
profitsshare
sWare
'fGNP CYNIA
ofprofits

(c)

(d)

(e)

.0151

3772.2
266.9
.213
56.9
.0153
.217
61.3
4014.9
282.3
..................................................
1986........................
63.1
4231.6
.0149
282.1
.224
1987.....
.................................................
.......
...........
.281
83.9
4524.3
298.7
.0186
19 88..........................................
.....
.......................
... 94.5
.0194
328.6
.288
4880.6
1989......................................................................
.0198
n/a
103.6 '5233.2
198 4 ..........
........
............................
..........................
19 8 5 ..........................................................
................

'Preliminary
Sources
Seetext
Notes.
Receipt
dataisfor fiscal
years

Table 5.-SELECTED ADMINISTRATION ECONOMIC ASSUMPTIONS
lAOlamounts
areinbillions
ofdollars)
Calendar
Years

1985 1986 1987 1988 1989 1990 1991 1992

Corporate Profits Before Tax
August
1986
............................................................
246
299
356
366 383 394..........
January
1987
..........................................................
240
309
341 377 411 444
459
January
1988
...........................................................
471
448
353 406
275
310
January
1989
...........................................................
475
301 351 396 442
January
1990
...........................................................
360
421 472
Actual
.....
...............................................................
223 232
277
307 303....................
Personal Income
August
1986
............................................................
3963
4235
4475 4701..........
3504
3726
January
1987
...........................................................
4959
3700
3941 4201 4452 4703
3493
January
1988
...........................................................
3978
4245
4521 4806
5081
3746
January 1989 ...........................................................
5202
4052
4326
4633 4924
January 1990 ...........................................................
4701 5039 5384
Actual .......................................................................
3314 3534
4064 4424
3780
Nominal Gross
National Product
August
1986
.......................................................
4224
4536
4894
5251 5594 5914
January
1987
...........................................................
4218
4493
4816
5165 5524 5879
6214
January
1988
...........................................................
4486
4779
5113 5481 5850
6207
January
1989
...........................................................
4857
5211 5570 5939
6296
January
1990
...........................................................
6439
5583 6002
Actual
.....................................................................
3998 4235
4527
4881 5233....................
Corporate Profits Before Taxasa Percent of GNP
August
1986
............................................................
5.8%
6.6%
7.3%
7.0% 6.8%
6.7% ..............
January
1987
...........................................................
5.7 6.9 7.1 - 7.3 7.4 7.6 7.4
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Table 5.-SELECTED ADMINISTRATION ECONOMIC ASSUMPTIONS-Continued
[A amounts
areinbillions
ofdollars]
Caar Years
1985

January 1988 ...........................................................
January
1989 ...........................................................
January 1990 ...........................................................
Actual .......................................................................
August 1986 ............................................................
January 1987 ...........................................................
January 1988 ...........................................................
January 1989 ...........................................................
January 1990 ..........................................................
Actual ......................................................................

1986

1987

6.1

5.6

82.9

1988

6.5
6.2

1989

1990

1991

1992

6.9
6.7

7.4
7.7
7.6
7.1
7.4
7.5
6.4
7.0
7.3
5.5
6.1
6.3
5.8 ..............................................
Personal
Income
asa Percent
of GNP
83.0% 82.1% 81.0% 80.7% 80.0% 79.5% ..............
82.8
82.4
81.8
81.3
80.6
80.0
79.8
83.5
83.2
83.0
82.5
82.2 - 81.9
83.4
83.0
83.2
82.9
82.6
84.2
84.0
83.6
83.4
83.5
83.3
84.5 .......................

Source:
U.S.officeof Management
andBudget,
Budget of the United States Government, selected
years.
"Actuals"
for1989are
preliminary.
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PREPARED STATEMENT OF JAMES M. POTERBA

My name is James Poterba. I am a Professor of Economics at the Massachusetts
Institute of Technology and the Deputy Director of the Taxation Research Program
at the National Bureau of Economic Research. I am pleased to have this opportunity to testify before this distinguished committee on the factors which explain the
long-term decline in Federal corporate income tax receipts.
Federal corporate tax accruals, excluding revenue from Federal Reserve Banks,
averaged 3.8% of GNP during the 1960s, 2.7% during the 1970s, 1.6% for the 19801985 period, and 1.7% for the 1986-1989 period. In 1989, the tax-to-CNP ratio of
1.6%, while significantly above its minimum value of 1.2% in 1982, was less than
two-thirds its level-in 1979 and only forty percent as large as its level in 1960.
My remarks examine the long-run decline in corporate taxes, with only brief attention to their rebound in the years after the Tax Reform Act of 1986. My principal conclusion is that legislative changes, while important contributors to the decline in corporate taxes, account for less than half of the reduction since the 1960.'
Declining profitability, which has narrowed the corporate tax base, is the single
most important cause of the long-term trend toward declining corporate taxes.
The withering of the corporate income tax began long before the passage of the
Economic Recovery Tax Act in 1981. Corporate tax payments as a share of CNP or
the value of corporate assets have been declining for nearly three decades. This
trend accelerated during the early 1980s when real corporate taxes also declined,
but was arrested by the passage of the Tax Reform Act in 1986.
Table I presents three measures of the net Federal corporate tax payments of
nonfinancial corporations (NFCs) for the period 1961-1985.2 Tax payments are net
of refunds obtained from carrying losses back to offset prior taxes, and include additional collections in audits and other retabulations. I focus on nonfinancial corporations both because they were significantly affected by the changes in capital recovery provisions in the 1981 and 1986 Acts, and because it is less difficult to measure
the profit rate for these firms than for their financial counterparts. Federal tax payments by nonfinancial corporations accounted for nearly 90% of non-Federal Reserve corporate tax receipts in the mid-1980s.
The first column in Table I shows that real corporate tax payments fell between
the late 1970s and early 1980s. The decline in corporate taxes is particularly remarkable when viewed in the context of a growing economy. The second column of
Table 1 shows that nonfinancial corporate taxes averaged 3.3% of CNP during the
1960s, compared with 1.3% during the early 1980s. My preliminary estimates for the
period 1986-1989 suggest a slight increase in NFC taxes as a share of CNP, to
1.4%.3 An equally pronounced decline emerges from column three, which shows the
ratio of tax payments by nonfinancial corporations to the replacement value of their
tangible assets. From 4.5% of assets in the 1960s, tax payments fell to less than
1.5% in the early 1980s. My preliminary data suggest an increase to approximately
1.7% of asset. value in the 1986-1989 period. The corporate income tax is levied on corporate profits. The decline in corporate
taxes as a share of corporate assets can therefore be divided into two components: a
decline in the rate at which corporate profits are taxed, and a decline in the corporate profit rate on assets in the nonfinancial corporate sector. The first component
is the average tax rate, which attracted widespread attention in policy debates leading up to the 1986 Tax Reform Act. The second, the corporate profit rate, is defined
as the economic profits earned by equity holders as a share of the replacement
value of corporate assets.
Table 2 presents data on the tax-to-asset ratio, the average tax rate, and the profit
rate for the period 1961-1985. The data clearly indicate that both falling average tax
rates and a decline in profitability have contributed to lower corporate taxes. The
first column shows that the average tax rate was 42% during the 1960s, compared
with 31% during the first five years of the 1980s. My preliminary estimates suggest
that the average tax rate increased as a result of the 1986 Tax Reform Act, with a
change of approximately ten percentage points between 1984-85 and 1988-89.

1My testimony draws heavily on Alan J. Auerbach and James M. Poterba, "Why Have Corporate Tax Revenues Declined?," in Lawrence Summers, ed., Tax Policy and The Economy 1
(1987), pp. 1-29.
2The unfortunate data restriction to the pre-1986 period is due to long lags in the public
availability of corporate tax data.
3This estimate is based on a crude allocation of total nonfinancial corporate tax accruals between Federal and state/local governments, using data reported in the Survey of Current Business.

The second column of Table 2 reports the economic profit rate on nonfinancial
corporate capital. The profit rate trends down throughout the data sample, and
drops sharply in the early 1980s. From an average of 10.9% during the 1960s, the
profit rate fell to 7.2% during the 1970s and 4.9% during the first five years of the
1980s. Although profits accruing to equity holders have rebounded since then, averaging more than 6.5% of corporate assets for the last five years, the profit rate is
still well below its level in the 1960s and early 1970s. The source of this decline remains poorly understood.
The dramatic decline in corporate profitability is an important source of lower
corporate tax receipts. The last column of Table 2 shows that the tax-to-asset ratio
at the beginning of the 1960s, for example, was 3.1 times that at the beginning of
the 1980s. The average tax rate was 1.35 times its level in recent years, and the
profit rate was 2.2 times its recent value. Declining profitability is therefore substantially more important than changes in the average tax rate in accounting for
the reduction in corporate taxes.
The relative importance of changes in tax rates and the tax base can be illustrated by calculating what corporate tax receipts in the early 1980s would have been if
either the average tax rate or the profit rate had remained at its earlier level while
the other changed over time. Actual corporate tax receipts from NFCs averaged
$49.6 billion (1986 dollars) during the 1981-1985 period. If the profitability of corporate assets had been the same as in the 1960s, tax receipts would have more than
doubled to $110.4 billion. Even setting the profit rate to its 1976-1980 value would
have increased annual revenues by over $20 billion, to $72.5 billion.
Fixing the average tax rate at its earlier level would also have raised taxes in the
early 1980s, though not by as much as the return to earlier profit levels. If the tax
rate during the 1981-1985 period had equalled its level in the early 1960s, taxes
would have averaged $68 billion per year. Replacing the actual tax rate with its average value for the late 1970s would raise tax receipts by $13 billion to $62.5 billion
per year.
It is difficult for policy to affect the profit rate on corporate assets, at least in the
short run. The average tax rate, however, is directly influenced by tax policy. Table
3 presents information on the source of changes in average tax rates, isolating the
influence of changes in the statutory maximum rate, capital recovery provisions,
the varying prevalence of firms with tax losses, increased use of investment credits
in some periods, and other factors, The first row of Table 3 shows the maximum
statutory tax rate for each year. The entries in the next six rows describe how various factors have caused the average tax rate to differ from the statutory rate. Negative entries indicate factors which reduce the average rate relative to the statutory
rate, while positive entries increase the average tax burden. The average tax rate,
reported in the last row, is the sum of the statutory tax rate in the first row and
each of the six intervening adjustments.
The results in Table 3 suggest that the most important factor causing divergences
between average and statutory rates is capital recovery. In the first five years of the
1980s, capital recovery provisions depressed the average tax rate by 14 percentage
points more than in the 1960s and 1:3 percentage points more than in the late
1970s. The other important change which reduced average rates in the 1980s was
the changing pattern of inflationary effects. Inflation historically tended to raise
taxable profits and hence taxes through spurious inventory valuation gains. Rising
corporate debt levels in the early 1980s, however, reversed the net effect, since the
untaxed inflationary gains on corporate debt became large enough to offset the adverse effects of inflation through inventory profits.
It is unfortunately premature to present detailed calculations of the type considered here for the period since 1985. However, preliminary evidence suggests that
changes in the tax-to-asset ratio since 1986 have been Me primarily to legislative
changes which affected the average tax rate, rather than to fluctuations in the rate
of profit on corporate assets.
The substantial increase in average tax rates during a period of robust economic.
activity, however, has translated into a relatively small increase in corporate taxes
at least in part because of increasing corporate leverage. NFC Federal taxes as a
share of NFC equity earnings plus interest has changed much less than the average
tax rate on equity earnings. The last five years have witnessed the replacement of
nearly five hundred billion dollars of corporate equity with corporate debt, a development which has lowered the flow of equity earnings relative to the corporate capital stock and hence reduced the corporate tax base.
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Table 1.-FEDERAL CORPORATE TAX REVENUES, 1961-1985
Federal
NFCTaxes
asa Percentage
ofReceipts
from
-.
..
Nonrinanal
NFC
f:xed
Corporatos
GNP
Assets

1961-1965 .....................................................................
$74.5
3.4%
4.6%
1966-1970 .....................................................................
............
82.6
3.1
4.4
1971-1975 .....................................................................
...........
172.1
2.4
3.2
19761980
.....................................................................
80.6
2.3
28
1981-1985 .....................................................................
. .....
......49.6
13
1.5
Source:AlanJ.Auerbact
andJames
M.Poterba,
"Why
HaveCorporate
TaxRevenues
Declined7'"
in Lawrence
H.Summers,
ed. Tax ',11ly
and the Economy 1 (1987).
page
3.

Table 2.-AVERAGE TAX RATES AND CORPORATE PROFITABILITY, 1961-1985
AMerage
Tax Corporate
ProfitI Tax.,, NtC
Rate
RateP
bof
els

19611965
......................................................................
... 42%
119
4.6%
16 - 19
70 ......................................................................
.......
.......
4
10
90
1966-19....................
...............
41
i
1.
1971-1975 .......................................... 44
I
74
1976-1980 ................................
.......... 40
,
6.9
8
198 1- 198 5.....................................................................
...............................
....... 31
.19
I
1.
Source:AlanJ. Auerbach
andJames
M.Poterba,"Why
'Have
Corporate
TaxRevenues
Declined?,'
in Lawrence
H Suiwiers,
ed, Trx l',,i.
and the Economy 1 (1987).page
6.

Table 3.-CAUSES OF CHANGING AVERAGE TAX RATES, 1961-1985
1961-65

1I 966-10 1 1971-75

197680

198185

Statutory Rate
...........................................................
50.8%1
50.2%
48.0%
47.2%
46.0%
Capital Recovery
.................... -8.2
-9.5
-9.5
-9.5
2,1
Other
Inflation Effects ......
..........
-1.3
-16
0.4
1.3
-35
TaxLosses
..................................................................
2.9
3.6
4.7
4.1
1i.8
Foreign
TaxEffects .....................................................
0.4
0.5
1.6
--0.5
0.4
Progressivity ..............................................................
.- 3.5
3.6
- 2.7
- 3.0
-35
Other
Factors
..............................................................
1.4
1.5
1.9
0.4
1.8
Average
TaxRate
.......................................................
42 5
41.1
43.5
40.1
30.8
Source:
AlanJ.Auerbach
andJames
M. Poterba,
"Why
HaveCorporate
TaxRevenues
Declined',"
in Lawrence
H Summers,
ed.,Tax iPolicy
and the Economy 1 (1987),page10.
PREPARED STATEMENT OF ROBERT D. REISCHAUER

Mr. Chairman, I am pleased to have this opportunity to appear before the Committee. This morning I will review the recent performance of the corporate income
tax, assess the effect on receipts of the Tax Reform Act of 1986 (TRA), and present
the Congressional Budget Office's (CBO's) current estimates of corporate income tax
receipts in 1990 and 1991. My statement makes the following three points.
* While corporate income tax receipts grew over the 1987-1989 period somewhat
faster than the economy, receipts were below projected levels, primarily because corporate profits were lower than projected.
* TRA boosted corporate receipts substantially over the 1987-1989 period, although it boosted them by less than originally estimated.
* CBO estimates that total corporate income tax receipts will be flat this year
and then resume growth in 1991, when they will increase at about the same rate as
the economy at large.
SOME BACKGROUND ON CORPORATE INCOME TAXES

It is instructive to examine our recent experience with corporate income tax receipts in a longer-term context. While receipts have continued to increase in dollar
terms over the last three decades, their growth has failed to keep pace with the
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growth in the economy (see Figure 1). Corporate taxes measured 4 percent of gross
national product (GNP) in 1960; by 1986, that amount had declined to 1.5 percent.
of total revenues compared with
Corporate receipts now contribute only 10 percent
20 percent in the 1960.. This long-term decline in GNP's share of corporate receipts
reflects both economic conditions and legislated changes in liability.
FIGURE 1

FEDERAL CORPORATE INCOME TAX REVENUES
(AS A PERCENT OF NOMINAL GNP)
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First, corporate profits have not kept pace with the overall economy. For most of
the 1960s, profits were about 10 percent to 11 percent of GNP; for most of the 1980s,
they measured 6 percent to 7 percent of GNP. The reason for this decline is somewhat of a puzzle. One possible explanation is that the slower pace of technological
progress, coupled with strong capital accumulation, has reduced the rate of return
to capital. In addition, the portion of the return to capital that has been absorbed by
interest payments, which reduce reported corporate profits, has increased over time
as a result of both a higher volume of debt and higher interest rates.
Second, tax legislation through 1981 reduced corporate taxes through the investment tax credit, accelerated asset cost recovery, reductions in the corporate tax
rate, and the introduction or expansion of preferences for specific industries and
types of transactions. The Tax Reform Act of 1986 repealed the investment credit,
tightened cost recovery rules and reduced some preferences, and restored the corporate receipts share of GNP to its 1981 level. But it did not reverse the long-term
trend, nor did it promise to do so.
RECENT EXPERIENCE WITH CORPORATE INCOME TAX RECEIPTS

Each year over the 1987-1989 period, corporate income tax receipts increased and
reached an all-time high level of $104 billion in 1989. However, receipts were below
the levels estimated by CBO and the Administration inJanuary 1987.
The Magnit,'4e of the Revenue Shortfall
In January 1987, both CBO and the Administration projected extremely strong
growth in receipts for fiscal year 1987. These projections assumed that profits would
continue to make a strong recovery after a pause in growth in 1986 and that large
revenue gains would accrue from the just-enacted Tax Reform Act of 1986. In fact,
actual receipts fell $17 billion below the January 1987 CBO estimate in fiscal year
1987, $24 billion below this estimate in 1988, and $22 billion below this estimate in
1989 (see Table 1).
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Table 1.-THE CORPORATE INCOME TAX SHORTFALL: CBO AND ADMINISTRATION PROJECTIONS OF
JANUARY 1987 COMPARED WITH ACTUAL RECEIPTS
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Furthermore, the shortfall was even larger than these numbers suggest because
the CBO and Administration projections did not include the effects of legislation
passed in 1987 and 1988 that increased corporate receipts. Taken together, the Omnibus Budget Reconciliation Act of 1987 and the Technical and Miscellaneoub Revenue Act of 1988 are estimated to have increased 1989 corporate receipts, for example, by about $8 billion. Adjusting the apparent shortfall shown earlier for the expected increase in receipts stemming from the new legislation results in an even
larger estimated shortfall: $29 billion in 1988 and $30 billion in 1989 (see Table 2).
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The Shortfall in Profits
Approximately 58 percent of the shortfall in corporate income tax receipts over
the 1987-1989 period is attributable to lower-than-projected profits. Corporate profits are volatile and, therefore, notoriously difficult to forecast. The Bureau of Economic Analysis's estimates of corporate profits in 1986, which underlay CBO's projections, were revised downward by almost $20 billion after the projections were prepared. In addition, growth in corporate profits was weaker than CBO forecast for
the 1987-1989 period. As a result, in 1987, economic profits, according to the National Income and Product Accounts (NIPA) measure of total corporate earnings, were
$22 billion below the CBO forecast; in 1988, they were $11 billion below; and in 1989,
they were $65 billion below (see Table 3).
The NIPA measure of economic profits, however, is not a close approximation of
the corporate income tax base, which was weaker than indicated by economic profits alone. Economic profits must be adjusted to exclude deductible amounts of accelerated depreciation and state and local corporate income taxes, and the earnings of
the Federal Reserve System, which are not subject to the corporate income tax.
All three of these "%edges" were larger than CBO projected in January 1987, further reducing our measure of the corporate tax base, which we call "adjusted economic profits," below the CBO estimate (see Table 3). Depreciation deductions were
larger because TRA resulted in a larger-than-expected amount of upfront depreciation deductions for new investment. The higher Federal Reserve System -earnings
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reflected higher-than-projected interest rates. When measured with these "wedges,"
adjusted economic profits were nearly $100 billion less than expected in 1989.

Table 3.-CBO BASELINE PROJECTIONS FOR CORPORATE PROFITS COMPARED WITH ACTUAL PROFITS
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An important cause of lower-than-projected profits during the 1987-1989 period
was further increased reliance by corporations on debt financing instead of equity
financing. Interest payments on this debt are deductible from gross corporate
income and, therefore, reduce measured economic profits. In addition, the deductions of corporations for interest paid were further boosted during the 1987-1989
period by higher-than-projected interest rates.
While corporate profits were overestimated in the January 1987 CBO forecast,
wages and salaries were underestimated. Such misallocations are common because
macroeconomic forecasters tend to be more Accurate in forecasting total income
than in forecasting the allocation of income among factors of production. This forecasting error had the opposite effect on receipts, raising individual income tax receipts above projected levels and offsetting some of the shortfall in corporate receipts.
Other Factors
While the corporate receipts shortfall was substantially attributable to lower profits, preliminary CBO calculations indicate that $33 billion of the cumulative shortfall, or $11 billion per year on average, was attributable to other factors (see Table
2). CBO has made a distinction in this respect between all other factors affecting
corporate tax liability and economic conditions-in particular, corporate profitability-to highlight factors that are of potential interest to the Committee. However, it
should be emphasized that corporate profitability and the other factors interact and,
therefore, it is not possible to fully disentangle the effects of different factors. For
example, the increased reliance on corporate debt, which reflects the tax advantage
of debt financing, directly reduces corporate profits. Furthermore, we lack the data
necessary even to approximate the effect on receipts of some factors.
Other factors that reduce corporate liability and that were present during the
1987-1989 period include the unexpectedly high use by corporations of employee
stock ownership plans (ESOPs), which reduce the tax liability of the corporation and
of lenders to the ESOP. This drain has been curtailed by the Omnibus Budget Reconciliation Act of 1989. Among other factors are the lower-than-projected boosts in
revenue from the Tax Reform Act of 1986 and other 1980s tax legislation.
In addition, during the 1987-1989 period, use of the S corporation and partnership
forms of business organization increased. These forms of business avoid c9rporatelevel taxes by "passing through" income to individual shareholders or partners,
thereby avoiding taxation at the corporate level. Because S corporation profits are
included in NIPA corporate profits, increased use of the S corporation reduces corporate tax liability without reducing measured profits. The more widespread use of
the S corporation and partnership forms of organization is most likely an indirect
effect of TRA, which lowered the top individual marginal tax rate below the top corporate rate for the first time.
Some of these factors increase personal income while reducing corporate profits.
Personal business and interest income and capital gains were among the components of the individual income tax base that were higher than projected over the
1987-1989 period. This increase is consistent with tax-minimizing behavior by businesses, such as the increased use of S corporations and partnerships. Some of the

tax liability lost to the corporate income tax through such behavior is eventually
realized under the individual income tax. The size of the offset to the reduction in
corporate income tax receipts in the form of increased individual income tax receipts is unclear. One recent estimate suggests the scale. Professor Lawrence R.
Klein and his associates at the University of Pennsylvania estimated that, over the
1950-1988 period, "On balance, a dollar of taxes avoided in the corporate sector
eventually ends up as 25 cents collected in the personal sector."
CORPORATE RECEIPTS AND THE TAX REFORM ACT OF 1986

The Tax Reform Act increased 1987-1989 corporate receipts substantially-by an
estimated $54 billion, or 24 percent (see CBO's estimate in Table 4). It temporarily
reversed the long-term decline in GNP's share of corporate receipts, boosting 19871989 receipts to about 2.0 percent of GNP from an average of 1.5 percent of GNP
during the 1982-1986 period. Without TRA, the share of receipts of GNP would have
remained essentially at before settling further to 1.4 percent in 1990. This would
have been the lowest revenue share of GNP since 1940, with the exception only of
1983, the year in which the 1981-1982 recession was rilflected in corporate receipts.

Table 4.-COMPARISON OF CBO ESTIMATES OF CORPORATE PROVISIONS INTHE TAX REFORM ACT,
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The CBO estimate of $54 billion in revenue gains for TRA over the 1987-1989
period is $19 billion below the estimate incorporated in the CBO baseline of January
1987. Macroeconomic data make important contributions to the revisions in the
TRA estimate. For example, more recent NIPA data suggest that the depreciation
deductions claimed under TRA rules are larger than originally estimated. In addition, more recent data on investment activity suggest that the estimates of pre-TRA
investment tax credits and, therefore, the TRA revenue gain from repealing the
credits, were too high. Revisions based on these data reduce the estimated pickup in
revenuQ from the TRA capital cost recovery provisions. Most of the "other" TRA
provisions CBO reestimated since 1987 are accounting provisions. Specifically, CBO
research has led to downward revisions in the revenue pickup from the uniform
capitalization rules, the completed contract accounting rules, and the bad debt rules
for financial institutions.
Overall, CBO's revision of the estimated revenue gain from TRA is the result of
offsetting revisions in estimates of different provisions: the base-broadening provisions are now credited with smaller revenue gains than originally estimated, while
the tax rate reduction is charged with smaller revenue losses than originally estimated. Because CBO's estimate of the tax base is lower now than it was in 1987, the
loss for the rate reduction is less. Overall, CBO revisions reduce the estimated TRA
revenue gain over the 1987-1989 period, and raise it slightly in 1990 and beyond.
THE OUTLOOK FOR CORPORATE RECEIPTS IN 1990 AND 1991

The CBO January 1990 baseline projection of corporate income taxes incorporates
the delayed effect on payments of the drop in corporate profits in 1989. Corporate
receipts are estimated to remain essentially flat in fiscal year 1990, totaling $102
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billion, compared with the $104 billion collected in 1989 (see Table 5). Only in 1991
are economic profits projected to return to their 1988 level. Corporate receipts are
projected to increase by 9 percent to $111 billion in 1991. CBO projects that corporate receipts will not quite hold their own relative to GNP over the period. They are
estimated to claim 1.9 percent of GNP in 1990 and 1991, down slightly from 2.0 percent in 1988 and 1989.
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The CBO baseline estimate is $10 billion below the Administration's estimate fon
1990 and $18 billion below it for 1991. The lower CBO estimate is primarily attributable to the fact that CBO forecasts lower corporate profits than does the Administration (see Table 6).
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Even the $102 billion estimate for 1990 may prove to be too high. Daily and
monthly data on tax collections, currently available through April 1990, show receipts running several billion dollars behind the baseline estimate of $102 billion.
While the tally of current fiscal year collections remains subject to significant
swings through the final month of the year, we believe that this shortfall will persist unless profits recover sooner and more vigorously than the CBO economic forecast assumes.
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Mr. Chairman and Members of the Committee: I am pleased to have this opportunity to present the views of the Administration -on recent trends in corporate tax
receipts.
INTRODUCTION

Since its inception in 1913, the corporate income tax has generated a sizable share
of total U.S. tax receipts. As the Committee has requested, my remarks today focus
principally on the trend in corporate tax receipts, the importance of the corporate
tax in other countries, and the effect of the Tax Reform Act of 1986 on corporate
tax receipts.
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HISTORY OF CORPORATE INCOME TAX RECEIPTS

In 1989, the corporate income tax produced $104 billion in revenue for the U.S.
Government. The $104 billion was the most revenue ever produced by corporate
taxes and represented the sixth consecutive annual increase in corporate tax receipts. In general, corporate tax receipts have increased over the past 40 -years. In
the 1950's, corporate tax receipts averaged $19 billion per year; in the 1960's, $26
billion per year; in the 1970's, $38 billion per year; and fro m 1980 to 1986, $56 billion per year. Since 1986, corporate tax receipts have averaged $94 billion per year.
The long-run increase in corporate taxes occurred even though pre-tax corporate
profits as a percentage of gross national product ("GNP") fell sharply. In the mid1950's, when corporate taxes were at their peak as a percentage of total Federal tax
receipts, pre-tax corporate profits were about 11 percent of GNP; by 1986, this percentage had fallen to 5.1 percent.
Although the level of Federal corporate receipts rose from the mid-1950's to 1986,
they fell as a percentage of total receipts. But, since 1986, the declining trend in the
relative importance of the corporate tax has been reversed. From 1987 to 1989, corporate taxes accounted for an increasing share of total tax receipts. In 1989, corporate tax receipts accounted for 10.5 percent of total tax receipts, which is the highest percentage since 1980. We expect this trend to continue into the future. By 1995,
we expect corporate tax receipts to account for 11.4 percent of total tax receipts.
It is important to note that the level of corporate tax receipts depends heavily on
the strength of the U.S. economy. When the U.S. economy is growing, as it has been
for the past 7 years, corporate profits are strong, and corporate tax receipts increase. But when the economy is in recession, corporate profits tend to fall, and corporate taxes decrease. During the 1982-1983 recession, for example, corporate taxes
as a percentage of total receipts fell from 10.2 percent in 1981 to 6.2 percent in 1983.
A significant portion of this decline was attributable to the fall in pre-tax corporate
profits, from $202 billion in 1981 to an average of $178 billion in 1982 and 1983.
CORPORATE TAXES IN FOREIGN COUNTRIES

Because of cultural and historical differences, foreign countries have a wide variety of tax systems. For example, some countries have separate individual and corporate tax systems, similar to the U.S. tax system. Others have integrated tax systems, which generally relieve part or all of the double tax on distributed corporate
earnings. These differences among tax systems make it difficult to directly compare
corporate tax burdens across countries. Nonetheless, we can make some general observations.
In 1987, corporate income taxes accounted for an average of 8 percent of total tax
receipts for the 22 countries in the Organization for Economic Cooperation and Development (the "OECD") for which we have data. The data pertain to corporate
taxes at both the central government and local levels. Comparisons of corporate tax
receipts for central governments only would be misleading because some countries
have much greater corporate taxation at the local level than others.
Although U.S. corporate taxes as a percentage of total tax receipts was 8 percent
in 1987, the same as the average for the 22 OECD countries, the U.S. percentage
will be higher in subsequent years if current trends continue. Countries that were
above the OECD average in 1987 include Japan at 23 percent, the United Kingdom
at 11 percent, and Italy at 11 percent. Countries that were below the average include Germany at 5 percent, France at 5 percent, and Switzerland at 6 percent.
In 1980, corporate income taxes also accounted for 8 percent of total tax receipts
in the 22 OECD countries. Thus, there does not appear to be any general trend
toward increased or decreased reliance on corporate taxes among OECD countries.
THE TAX REFORM ACT OF 1986

The Tax Reform Act of 1986 (the "1986 Act") made significant changes to the corporate tax system. These changes were expected to increase corporate tax receipts
significantly. Our most recent estimates indicate that the 1986 Act will increase corporate tax receipts by $140 billion over the 1987-1991 period.
CorporateChanges in the 1986 Act
The 1986 Act adopted base-broadening measures designed to increase the overall
level of corporate income taxes, even though the maximum marginal tax rate was
reduced from 46 percent to 34 percent. The corporate tax base broadening was accomplished primarily by repealing the investment tax credit, limiting depreciation
deductions, restricting the use of net operating losses, enacting the corporate alter-

native minimum tax, and adopting important changes in accounting rules, for example, by requiring uniform capitalization of certain expenditures.
The 1986 Act alqo made three changes that affect the taxation of corporations and
their shareholders and the desirability of operating in the corporate form: (1) the
relative relationship of the top individual and corporate tax rates was reversed,
with corporations now subject to a higher marginal tax rate than most individuals;
(2) the preference for both corporate and individual capital gains was eliminated;
and (3) the so-called General Utilities doctrine was repealed.
E!fect on Corporate Tax Receipts
The 1986 Act was expected to be revenue neutral. As we testified in February, for
all practical purposes, the 1986 Act has been revenue neutral. Our most recent estimatt. indicates that the numerous positive and negative provisions of the 1986 Act
sum to a total change in receipts of less than 1 percent over the 1987-1991 period.
The 1986 Act was also expected to increase corporate tax receipts and lower individu.ol receipts as a percentage of total income tax receipts. This has also occurred.
The percentage of income tax receipts accounted for by corporate taxes increased
from 15 percent in 1986 to -19 percent-in 1989; correspondingly, the percentage accounted for by individual taxes fell from 85 percent to 81 percent.
ECONOMIC FORECASTS IN THE 1988 BUDGET

The Reagan Administration's first budget produced after enactment of the 1986
Act was the 1988 budget. In that budget, corporate tax receipts for 1987-1989 were
forecast to average $117 billion per year; actual receipts averaged only $94 billion
per year.
The Reagan Administration was not alone in overestimating corporate tax receipts after the 1986 Act. In its first budget after the 1986 Act, the Congressional
Budget Office also overestimated corporate tax receipts by an average of $21 billion
per year for the 1987-1989 period. Table 1 shows actual corporate tax receipts for
the 1987-1989 period, and compares them with the Administration and CBO forecasts made for the 1988 budget.
The question then arises: why were corporate tax receipts between $20 billion and
$25 billion lower than forecast after the 1986 Act was enacted? Our *analysis of the
effect of the 1986 Act on corporate tax receipts today is both preliminary and incomplete. It is always difficult to distinguish quantitatively between the effects of
changes in the tax law and other economic factors, but in this case we face special
difEculties. Many of the important and fundamental provisions of the 1986 Act were
phased-in over time and did not become fully effective until 1988. Large corporations, following their conventional practice, typically did not file their 1988 tax returns until mid-September 1989. The most recent detailed data on corporate tax
payments are for 1987. Hence, detailed data even for the first year in which the
1986 Act became fully effective cannot yet be analyzed.
Until more detailed data become available, our judgments and observations must
remain tentative. We do have aggregate data through 1989 for tax receipts and corporate profits, although the most recent profits data may be revised.
The Main Explanation-Lower CorporateProfits
We believe that the primary reason why corporate tax receipts were lower than
expected in the FY 1988 budget is that pre-tax corporate profits came in below expectations. It is worth noting that although the Administration 1988 budget overestimated book value profits, it was conservative in its forecast of economic growth in
1987-89. Specifically, real GNP was estimated to grow at 3 percent per year during
the period, significantly below the actual 3.7 percent. In the 1988 budget, pre-tax
corporate profits were projected to average $342 billion per year over the 1987-1989
period; actual pre-tax corporate-prf
veraged $287 billion per year over this
period. The overestimate of $55 billion in average annual corporate profits resulted
in an average anniial overestimate of between $15 billion and $20 billion in corporate tax receipts.
lVages and Salaries.-An important reason for the overestimate of corporate profits appears to be that actual wages and salaries were higher than expected. Because
wages and salaries are deductible expenses for corporations, higher wages and salaries reduce corporate profits.
The 1988 budget projected that wages and salaries would average $2,376 billion
por year over the 1987-1989 period. Actual wages and salaries for this period averaged $58 billion more per year than forecast. Although the economy was stronger
than expected during 1987-1989, wages and salaries as a percentage of GNP were
also higher than expected during this period.
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Higher wages and salaries would also have the effect of raising the taxable
income of individuals. The higher-than-expected level of wages and salaries is reflected in higher-than-expected individual income tax receipts. In the 1988 budget,
individual income tax receipts for the 1987-1989 period were forecast to average
$391 billion per year. Actual income tax receipts for this period averaged $413 billion per year. Similarly, in the 1988 budget, individual income tax receipts for the
1990-1992 period were forecast to average $488 billion per year. In the 1991 budget,
individual taxes for the period were forecast to average $526 billion per year.
Interest Rates.-Higher-than-expected interest rates also appear to have been a
factor in the overestimate of corporate profits. Nonfinancial corporations are large
net borrowers, so that higher interest rates result in higher interest payments and,
thus, lower profits. Financial corporations are large net lenders, but because they
generally lend long-term and borrow short-term, their profits also suffer with higher
interest rates. Actual interest rates for 1987-1989 were generally between 1.5 and 2
percentage points higher than interest rates forecat in the 1988 budget. Similarly,
interest rate forecasts in the 1991 budget for the 1990-1992 period are between 1.5
and 2 percentage points higher than interest rate forecasts in the 1988 budget for
the same period.
Other Explanations
Although lower-than-expected corporate profits explain much of the underestimate in corporate tax receipts from the 1988 budget, corporate profits do not explain all of it. Our analysis shows that even if actual corporate profits had reached
the levels forecast in the 1988 budget, corporate tax receipts would still not reach
the levels forecast in the 1988 budget. Several other factors may account for the
overestimate in corporate tax receipts.
S Corporations.-The changes in the top marginal tax rates in the 1986 Act
caused some taxpayers to prefer the S corporation form over the corporate form. An
S corporation is treated as a corporation for most legal considerations, but it is
treated as a "passthrough" entity for tax purposes. That is, net income (or loss)
from an S corporation flows through and is taxed directly to shareholders with no
corporate-level tax. In order to elect this passthrough treatment, a corporation must
satisfy certain requirements. For example, the number of shareholders cannot
exceed 35, and shareholders must be individuals (other than nonresident aliens) and
certain estates and trusts. In addition, an S corporation can have only one class of
stock.
The preliminary evidence on S corporations clearly indicates a surge in S corporation activity. Filings of the form required to elect S corporation status increased 67
percent between 1986 and 1987, from 346,000 to 578,000. Since then, the number of
filings has receded somewhat, but the 435,000 filings in 1989 remain well above
levels before the 1986 Act:
More importantly for tax receipts, income earned by S corporations also appears
to be rising considerably since 1986. Net income from S corporations reported on
individual returns for 1987 more than doubled, rising by about $12 billion. Advance
information on 1988 returns suggests that substantial growth in net income has continued. Although no explicit prediction was made about the use of S corporations,
the increased use of S corporations may be well beyond what was implicitly predicted at the time the forecast was made.
S corporation profits are accounted for and forecast as part of corporate profits.
Thus, other things being the same, higher-than-expected use of S corporations would
not affect the measurement of corporate profits. S corporation profits, however, are
not taxed at the corporate level, but rather, are taxed at the individual level. Thus,
for a given corporate profits forecast, if S corporation profits are higher than forecast, corporate tax receipts will be lower than forecast. In addition, individual receipts will be greater than forecast. As we have already discussed, individual receipts have been greater than forecast.
Federal Reserve Earnings.-Higher-than-expected interest rates contributed to a
shift in corporate profits from the taxed sector to the nontaxed sector. The earnings
of the Federal Reserve System (the "Fed") are reported as part of corporate profits.
Fed earnings come primarily from the interest earned on the Treasury securities
held by the Fed. Fed earnings have been higher than forecast, in part because interest rates have been higher than forecast in the 1988 budget. Thus, for a given forecast of corporate profits, higher interest rates would cause Fed earnings to account
for a greater share of corporate profits than had been forecast. But because Fed
earnings are not taxed, corporate tax receipts would fall short of their forecast
levels. (After paying its operating expenses, the Fed turns all excess earnings over
to the Treasury.) Thus, even if corporate profits had been at levels forecast by the

1988 budget, corporate tax receipts would have been several billion less than the
forecast level because of higher than expected Fed earnings.
Possible Explanations
We believe the above reasons are the most compelling, but we cannot rule out two
other possible explanations. There is currently no evidence that these factors contributed substantially to the underforecast of corporate tax receipts.
Increased Leveraged Buyouts.-Although leveraged buyout ("LBO") activity increased significantly during the 1980's, the effect of LBOs on corporate profits is unclear. Because all LBOs are to some extent financed by debt, increased LBO activity
is generally expected to result in higher corporate interest payments, which in turn,
lower corporate profits. But the evidence suggests that LBOs had little impact on
total corporate interest payments. In addition, to the extent that the acquired firms
are managed more efficiently, LBOs may increase corporate profits and corporate
receipts.
I should also add that increased LBO activity may increase individual income tax
receipts. For example, a portion of capital gains generated by LBOs goes into the
individual income tax base, as does interest received by taxable investors.
Shift from C Corporations to Partnerships.
-As discussed earlier, the 1986 Act
made the top corporate tax rate higher than the top individual tax rate. It was expected that this change in relative top tax rates would lead to greater use of the
partnership form, which provides income that is taxed at the individual level, and
lesser use of the corporate form. Preliminary evidence is mixed, perhaps because
the 1986 Act's limitations on passive activity losses and 1987 legislation on publicly
traded partnerships tended to discourage partnership activity. If the use of partnerships has increased, personal income would increase and corporate profits decline.
CONCLUSION

In summary, I would characterize recent trends in corporate tax receipts as follows:
-Corporate tax receipts forecasts made by both the Treasury and the Congressional Budget Office following the enactment of the 1986 Act exceeded actual
corporate tax receipts by between $20 billion and $25 billion per year for the
1987-1989 period.
-The Tax Reform Act of 1986 reversed a long-term decline in the relative importance of corporate taxes in producing revenues for the U.S. Government. The
share of total taxes paid by corporations has been steadily rising since 1986.
This trend is expectedto continue throughout most of the budget period.
-The 1986 Act has been revenue neutral because individual tax receipts are
higher than expected.
-Lower than expected corporate profits explain much of the underestimate in
corporate tax receipts.
In short, the 1986 Act was revenue neutral and significantly increased corporate
tax receipts both in absolute terms and as a proportion of all income tax receipts.
This concludes my prepared remarks. I would be happy to answer any questions
of the Committee. Thank you.
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1988
Budget
..................................................................
... ..............
101
119
126
Actual
......................................................................
84
95
10
4
Overestimate
inFY 1988
Forecast
.......................................................
17
24
22
Source.
Department
ofTheTreasury,
Office
of lax analysis.
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Mr. Chairman and Members of the Committee: I am pleased to be here today to
discuss the role of the corporate income tax in the United States and to place it in
perspective with taxes of some of our principal competitor nations which, along with
the United States, are members of the Paris-based Organization for Economic Cooperation and Development (OECD). I thank the Committee for inviting me-to share
my views on this subject.
Until February of this year, I was Senior Advisor to the Treasury Assistant Secretary for Tax Policy and I had held various tax policy positions in the Department of
the Treasury without interruption since 1966. One of my last major assignments in
government was serving as acting Assistant Secretary for Tat: Policy during the
early months of the Bush Administration. In that capacity, I testified on behalf of
the Treasury Department before this Committee and before the House Ways and
Means Committee on a number of occasions, presenting the Administration's views
on topics such as the corporate alternative minimum tax, leveraged buyouts, airline
mergers and acquisitions, regulated utility company tax normalization, and the catastrophic health care tax.
I am now a partner of the international accounting firm of Coopers & Lybrand,
where I am in charge of tax policy economic analysis. I am appearing today on my
own behalf. I am not speaking for Coopers & Lybrand, and I am not presenting testimony on behalf of any Coopers & Lybrand client.
The OECD publishes annually detailed statistics on tax revenues of its member
countries. Since 1973, I have been associated with the OECD working group that
prepares these statistics. Prior to my leaving government service I was vice chairman of the OECD's Committee on Fiscal Affairs, which is responsible for all tax
policy, tax statistics, and tax administration matters taken up by the OECD. My
statement is based on OECD tax revenue statistics, which enable us to compare the
United States' reliance on the corporate income tax and various other revenue
sources with that of most of the other major developed economies., These data also
reflect the impact on revenues from changes that have occurred over time as governments reform their tax structures, introduce new revenue sources, and get rid of
inefficient and inequitable ones.
For reasons I will explain, comparisons of relative corporate income tax burdens
among countries can be misleading if made simply on the basis of the relationship
of corporate tax revenue to total revenue. Like the United States, most developed
countries have experienced declines in the share of corporate tax revenues over
time. However, when individual income taxes and corporate income taxes are combined and compared to gross domestic product (GDP), all OECD countries report increased income taxes over the period examined, 1965-1987. In my statement I provide reasons why this latter measure is the best available for making international
comparisons.
COMPARABILITY OF INTERNATIONAL TAX DATA

The data I am presenting today do not conform precisely to the revenue figures
found in the United States Budget. One reason for this is that the OECD does not
classify all budget revenues as tax revenues. Although these differences in classification are fairly insignificant for the United States, major adjustments are made to
national budget totals by some countries in order to conform to the OECD revenue
statistics definitions. A second, more important, reason why these data differ from
budget data is that, unless otherwise stated, my statistics include state and local
taxes along with Federal Government taxes.
Because the extent to which countries rely upon state and local taxes varies
widely, meaningful international tax comparisons cannot be made without expanding the view beyond central governments. For example, as shown on Chart 1, among
the six Federal countries that are members of the OECD (Australia, Austria,
Canada, Germany, Switzerland, and the United States), central government taxes
accounted, on average, for 58 percent of all non-social-security tax revenues in 1987,
the latest year for which detailed statistics are available. 2 State taxes averaged 28
percent of the revenue pie, and local taxes accounted for the remaining 14 percent.
I The source of all data referred to in this statement is Revenue Statistics of OECD Member
Countries,1965-1988, Organisation for Economic Co-operation and Development, Paris, 1989.
The OECD revenue statistics do not generally permit social security taxes to be allocated
according to levels of government in all countries; however, intercountry comparisons made
later in my statement focus on the overall level of taxation in each country and do include
social security taxes.

This picture is in sharp contrast with the 17 unitary countries reporting tax data
to the OECD. These countries are identified in the detailed information appearing
in Table 1. For this group, central government taxes averaged 84 percent of the
(non-social-security tax) total, and local taxes accounted for the remaining 16 percent. (In unitary countries there are, or course, no state taxes.) Even among the unitary countries, there are considerable differences concerning the relative size of
local taxes. In the Nordic countries (Denmark, Finland, Norway, and Sweden) and
in Japan, local taxes accounted for about 30 percent or more of total (non-socialsecurity tax) revenues, while in the remaining 12 unitary countries local taxes averaged less than 9 percent of all government revenue.
In the United States, 57 percent of all tax revenue is raised by the Federal government, 26 percent by state governments, and 17 percent by local governments.
Sources of tax revenues differ greatly according to where the tax is levied. As shown
on Chart 2, the principal source of tax revenue for the Federal Government is the
income tax, both individual and corporate, accounting for nearly 90 percent of nonsocial-security revenues in 1987. For state governments, the main source of tax revenues is the sales tax (57 percent) followed by the income tax (39 percent). Local governments rely chiefly upon property taxes (74 percent) followed by sales taxes (20
percent).
The conclusion to be drawn from this discussion is that, because of the significant
differences in the ways that countries levy taxes at different levels of government,
information on tax revenues must be combined for all levels of government in order
to maintain international comparability.
OVERALL RATES OF TAX

Although comparisons of tax revenues, adjusted for exchange rates, can be made
directly between counties, more meaningful comparisons of overall tax burdens require relating tax revenues to their claim on resources. One way to provide a
common denominator is to relate taxes to gross national product (GNP). The OECD
uses a similar device of relating tax revenues to gross domestic product (GDP). GNP
is the value of all goods and services produced by a country even if some producing
resources are located abroad. GDP is the value of all goods and services produced
within a country, even if foreign-owned resources are employed.
In 1987, the latest year for which comparable international data are available,
total tax revenues-including social security taxes-in the United States were equal
to 30 percent of GDP, the lowest for all OECD member countries except Turkey. As
shown in Table 2, these overall tax rates on GDP in 1987 ranged from a low of 24
percent for Turkey up to 57 percent for Sweden. The average for the 23 OECD countries reporting data was 39 percent.
The increasing trend over time in tax revenues as a percentage of GDP is remarkable. The average of tax revenues as a percentage of GDP for all OECD countries in
1965 was 27 percent. By 1987, this average had risen 12 percentage points-representing an increase in the overall effective tax rate of more than 45 percent-over
the span of 22 years.
That effective tax rates would increase this much-even in the absence of legislated tax increases-over a period during which prices rose 250 percent or more is not
a surprising result. The application of generally progressive income tax rates to incomes that are driven up by inflation generates more tax revenue than the proportional increase in nominal incomes-the phenomenon known in this country as
"bracket creep." What is surprising is that most governments failed to apply indexing or ad hoc tax reductions sufficient to offset these increasing effective tax rates.
In the United States, where indexing now replaces ad hoc tax reductions that formerly mitigated the effects of bracket creep, the overall rate of tax on GDP has remained extremely flat, having risen only 4 percentage points since 1965. In contrast
to this picture, there are six countries for which the effective tax rate has increased
15 percentage points or more since 1965 and another nine for which the tax rate has
increased more than 10 percentage points but less than 15 percentage points. Seven
other countries have experienced effective tax rate increases of 10 percent or less.
And, in no country did the effective tax rate remain constant or decline between
1965 and 1987.
INTERNATIONAL TRENDS IN INCOME TAX REVENUES

Corporate income taxes in the United States have declined as a percent of total
tax revenue each decade since the end of World War II. As other testimony received
by this Committee explains, this is due in part to a decline in corporate profits as a
share of GNP and in part to an increase in other forms of government revenue-

most notably social. security taxes, which have increased as a share of the total revenue pie for each post-war decade. Individual income taxes have maintained a remarkably stable share of' total government revenues over this time period.
In 1965, U.S. corporate income taxes at all levels of government (Federal, state,
and local) accounted for nearly 16 percent of all government tax revenue. By 1975,
this fraction had dropped to about 11 percent. And, by 1985 it had declined further
to just over 7 percent. In 1987 there was a slight rebound to 8 percent in the corporate income tax share of total revenues.
For other countries in 1287, the ratio of corporate taxes to total government revenues ranged from a low of 3 percent for Ireland to a high of 23 percent for Japan
(see Table 3). The United States ranked 15th among the 22 countries shown. 3
Using 1965 as the base year from which to measure changes, the United States
experienced nearly an 8 percentage point decline in the share that corporate taxes
were of all revenues (from 15.8 percent in 1965 to 8.1 percent in 1987). This amounted to nearly a 5-percent drop in the share. The United States was not alone, however. All together, 14 OECD countries saw their corporate income taxes decline as a
share of total tax revenues while only eight countries experienced an increase. As
shown on Chart 3, changes ranged from a reduction of about 12 percentage points
for New Zealand up to an increase of 6 percentage points for Luxembourg. As I will
explain, however, this measure of relative corporate tax burden is seriously
flawed-especially with respect to international comparisons-and consequently policymakers should not rely upon it.
There are two difficulties in making the comparisons just described. First, as
noted above, a change in another source of revenue-such as a sharp rise in social
security taxes or the introduction of a value added tax-can mask a stable corporate
income tax, making it appear to have changed when in fact it has not. Second, because the OECD generally "scores" relief from the double taxation of corporate
equity as aft individual tax reduction rather than as a corporate tax reduction, reductions in corporate tax burdens attributable to integration proposals enacted
throughout the world during the last two decades do not appear in these data as
reduced corporate income taxes.
There are now only five -QECD countries that provide no relief from the double
taxation of dividends: Belgium, Luxembourg, the Netherlands, Switzerland, and the
United States. Seven countries provide full relief: Australia, Germany, Italy, and
New Zealand provide relief at the shareholder level; Greece, Norway, and Turkey
provide relief at the company level. Eleven countries provide partial integration
relief.
The first shortcoming can be skirted by looking at changes in overall corporate
effective tax rates instead of changes in the corporate tax share of taxes paid. Although corporate profits are not consistently measured from country to country,
gross domestic product is consistently defined and is a scale factor that provides a
rough proxy for corporate profits. As shown on Chart 4, over the 1965-1987 period
examined, the United States experienced a 1.65 percentage point decline in the
share of corporate taxes to GDP-falling from 4.09 percent in 1965 to 2.44 percent in
1987. Seven other countries, including New Zealand, Canada, Ireland, Finland, Germany, Australia, and Austria, also experienced declines in the percent of GDP represented by corporate income taxes. Fourteen countries experienced increases in effective corporate taxes during this 1965-1987 period. The average for 4all OECD
countries was an increase of 0.59 percent. These figures appear in Table 4.
Eighteen OECD countries provide partial or full relief from the double taxation of
corporate income. This relief is generally accomplished by so-called imputation
plans, whereby shareholders pay tax on the sum of dividends they actually receive
plus a "gross up" amount that represents the corporate-level tax paid on those dividends. The shareholder is then allowed a credit against individual income tax for
that corporate-level tax. The gross up and credit may be for the entire amount of
corporate-level tax on dividends or for' some fraction. For these 18 countries, the
reduced tax burden resulting from corporate tax integration is reflected by lower
individual income taxes, even though the relief is often considered to be a reduction
in corporate rather than in individual income taxes. Since virtually all corporate
integration plans have been enacted since 1965, increases in corporate tax burdens
between 1965 and 1987 may be considerably overstated by corporate tax shares of
GDP and decreases in corporate tax burdens may be considerably understated. On
3 For the years examined, income taxes for Portugal cannot be allocated between corporations
and individuals.
4 Portugal is excluded because corporate tax figures are unavailable.
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the other hand, because only individuals pay tax in the last analysis, a more accurate picture may be painted by combining corporate and individual income taxes.
Total income taxes (corporate plus individual) did not decline as a share of GDP
for any OECD country-between 1965 and 1987 (Chart 5). On average, total income
taxes for OECD member countries increased as a share of GDP from 9.51 percent in
1965 to 14.71 percent in 1987. This is a 5.2 percentage point rise but represents an
increase in the effective tax rate of more than half. These averages, as well as data
for each OECD country reporting revenue statistics, appear in Table 5. For the
United States the increase was a modest 1.32 percentage points. The Netherlands,
at 1.26 percentage points, had the smallest 22-year increase in total income taxes as
a percent of GDP. Eleven other countries also experienced increases less than 5 percentage points, while 10 had increases of more than 5 percentage points, the highest
being Denmark at 15.62 percentage points.
I

EFFECTIVE TAX RATES ON INVESTMENT

So far, this analysis focuses only on the level of tax revenues and average rates of
tax that generate them. Future tax revenues will be generated by new investments
and, in the context of the global economy, investments will be located where returns
are most attractive. Taxes on new investment vary considerably among the OECD
countries. The OECD is currently undertaking a study of effective marginal tax
rates on new investment in each member country. 5
According to preliminary calculations, when only corporate equity investments
are considered and personal tax rates are ignored, the United States marginal tax
rate ranks 12th from lowest (most favorable) among the 23 OECD countries participating. When debt financing is considered, the United States' marginal tax rate
ranking improves to 9th lowest. This change in ranking occurs because countries
with partial integration provide tax treatments for debt and equity that are more
nearly the same. When top personal tax rates are also taken into consideration, the
United States' rank further improves to 7th lowest. This change reflects the fact
that the top income tax rates in the United States are generally lower than those in
the other OECD countries.
It is interesting to note that the corporate tax bias in favor of debt financing over
equity investments is clearly reflected not only in the effective marginal tax rates
on new corporate investment for the United States but also for those found in virtually every other country. Partial integration mitigates this bias but does not eliminate it entirely.
CONCLUSION

The OECD data show that the share of total tax revenues attributable 'to the corporate income tax has declitiid between 1965 and 1987 for the United States as well
as for 13 other OECD countries. It has risen for only eight countries. However, the
superficial measure of corporate taxes as a share of total tax revenues is flawed and
cannot be relied upon for making sound policy decisions from international comparisons.
These data on the apparent relative decline in the corporate income tax may be
misleading as a guide for policy making for the following reasons:
o First, all countries have experienced huge increases in total revenues over this
period. These large increases in total revenues-whether from sharply rising social
security taxes in one country or from newly enacted value added taxes in another
country-raise the denominator and make corporate taxes appear to shrink even
when they represent a stable or increasing source of revenue.
* Second, corporate income tax integration plans enacted in all but five of the 23
OECD reporting countries during the time period covered in this analysis have been
generally reported in the OECD revenue statistics as reductions in individual taxes
rather than reductions in corporate taxes. However, since most people regard corporate tax integration as a means to reduce the corporate double tax (and thereby
lower the cost of corporate equity capital), apparent reductions in the share of corporate taxes in most other countries are understated relative to the United States,
where no integration exists.
A better way to overcome these deficiencies in order to make meaningful international comparisons is to relate the combined revenues from the corporate and the
5 This study employs an extension of a inethodology pioneered by Professor Don Fullerton,
former Treasury Deputy Assistant Secretary for Tax Analysis; United Kingdom Professor
Mervyn King; and their collaborators._

individual income taxes to a broad measure of economic performance such as GDP.
On this basis--which is consistent with the fundamental notion that only people are
the ultimate taxpayers-over the period 1965 to 1987, taxes have increased for taxpayers in all OECD countries, including the United States and its major trading
partners.
Finally, if there is concern about future corporate tax revenues, international
competition for investment dollars suggests that it mvy be better to focus on ways to
keep the effective marginal tax rate on new investment low in the United States
rather than to focus on the overall corporate tax shar. This is particularly crucial
for equity-financed investments since the United States is one of the few remaining
OECD countries with no mechanism for reducing the double tax on returns from
corporate equity.
That concludes my formal statement, Mr. Chairman. I will be happy to answer
questions you and members of the Committee may wish to ask.

Table 1.-PERCENTAGE SHARE OF TAX COLLECTED AT DIFFERENT LEVELS OF GOVERNMENT, 1987
[Excluding
Social
Security
Taxes)
Country

Central

Level
ofGovernment
State
Local

Total

Federal
Countries:
Australia ......................................................................
. 80.8%
15.8%
3.4%
100.0%
Austria .......................................................................
...
. 67.1
18.2
14.7
100.0
Canada
.......................................................................
49.5
40.0
10.5
100.0
Germ
any .......................................................................
50.4
36.6
13.0
100.0
Sw
itzerland .....................................................................
42.7
332
24.1
100.0
United States .................................
....................
56.7
16.9
100.0
Unw
td. Average
.................................................................
57.9
.
13.8
100.0
Unitary Countries:
Belgium .................................. 92.5
0.0
7.5
100.0
Denm
ark .......................................................................
69.9
0.0
30.1
100.0
Finland .......................................................................
69,4
0.0
30.6
100.0
France
........................................................................
83.9
0.0
16.1
100 .0
Greece
........................................................................
98.7
0.0
1.3
100.0
Ireland ........................................................................
. 97.2
0.0
2.8
100.0
Italy.........................................................................
. 98.3
0.0
1.7
100.0
Japan ......................................................
...............................
....
. 63.7
0.0
36.3
100.0
Luxem
bourg .....................................................................
. 84.0
0.0
16.0
100.0
Netherlands .....................................................................
96.0
0.0
4.0
100.0
New Zealand
....................................................................
94.2
0.0
5.8
100.0
Norw ay.......................................................................
72.4
0.0
27.6
100.0
Portugal .......................................................................
92.2
0.0
7.8
100.0
Spain
........................................................................
83.1
0.0
16.9
100.0
Sweden
.......................................................................
64.5
0.0
35.5
100.0
Turkey
........................................................................
. 88.4
0.0
11.6
100.0
United Kingdom
...................................................................
. 86.6
0.0
13.4
100.0
Unw
td. Average
..................................................................
. 84.4
0.0
15.6
100.0
May
3,1990.

Table 2.-TOTAL TAX REVENUE AS APERCENT OF GDP
[Ranked
by1987
Percentages)

Country

Turkey ......................
United States ...........
Japan
......................
Australia .................
Portugal ..................
Switzerland ..............

1965

14.96
25.85
18.32
23.25
18.41
20.71

1910

17.66
29.23
19.70
24.22
23.06
23.81

1915

20.74
29.04
20.95
27.65
24.72
29.61

IPoint
1980

1985

21.68
29.51
25.45
28.96
28.69
30.78

19.67
29.19
27.99
30.40
31.63
32.00

15

Percentage
1986

8

22.79
28.89
28.87
30.97
33.38
32.54

987

Change

9

1965
to
-1!987

24.12
30.02
30.16
31.26
31.38
31.98

9.16
4.17
11.84
8.01
12.96
11.27

Table 2.-TOTAL TAX REVENUE AS APERCENT OF GDP--Continued
(Ranked
by1987
Percentages)

1965

Coon!ry

1970

1975

1980

1985

1986

987

Percentage
Point
Change
1965
to

1987

7 Spain
.......................
8 Canada
.....................
9 Finland
.....................
10 Italy .........................
11 Greece
.....................
12 United Kingdom
.......
13 Germany
..................
14 NewZealand......, .....
15 Ireland .....................
16 Austria .........
17 Luxembourg
.............
18 France
......................
19 Belgium
...................
20 Netherlands ..............
21 Norway ....................
22 Denmark
........
23 Sweden
.........

14.46
25.43
29.53 25.50
20.58
30.43
31.60
24.72
26.00
34.67
30.40
34.49
30.76
33.24
33.31
29.90
35.39

Unweighted
26.60
Average.

16.90
31.35
31.44
26.12
24.30
36.96
32.93
27.36
31.21
35.71
30.20
35.07
35.22
37.59
39.26
40.38
40.23

19.59
32.37
35.08
26.21
24.64
35.66
35.73
31.29
31.56
38.64
39.18
36.90
41.06
43.66
44.87
41.35
43.88

24.07
31.60
32.95
30.18
29.38
35.31
38.00
33.09
34.05
41.17
40.92
41.71
43.50
45.82
47.09
45.47
49.36

29.10
32.93
36.80
34.43
35.21
37.84
37.95
33.93
38.38
43.06
43.56
44.46
46.54
44.90
47.57
49.03
50.57

30.98
33.19
38.06
36.11
36.79
38.49
37.64
-34.93
39.54
42.86
42.79
44.13
45.75
45.93
49.89
51.00
53.72

33.02
34.52
35.89
36.24
37.38
37.52
37.64
38.57
39.86
42.34
43.84
44.78
46.13
48.00
48.32
51.99
56.72

18.56
9.09
6.36
10.74
16.81
7.10
6.04
13.86
13.86
7.67
13.44
10.29
15.37
14.76
15.01
22.09
21.33

30.00

32.80

35.16

37.27

38.23

38.77

12.16

Note.
Total
taxrevenue
includes
alltaxrevenue
received
bycentral,
stateandlocalgovernments.

Table 3.-CORPORATION INCOME TAXES PERCENT OF TOTAL TAX REVENUES
[Ranked
by1987Percentages)

. . .
Country

Point

1970

1915

1980

1985

1986

987

1 Ireland ..................
9.06
8.81
2 Austria .....................
5.38
4.39
8..14
..................
3 Finland
5.52
4 Sweden
....................
6.14
4.41
5 Greece
............
...
1.92
1.70
...............
6 Denmark
4.54
2.64
7 Germany
.............
...
7.83
5.67
8 France
.............. . ..
5.27
6.29
7.08
7.55
9 Switzerland ........
10 Belgium ............ ..
6.18
6.85
11!Norway ............
..
3.80
3.28
12 Spain
.............. . .........
9.19
8.17
13 Netherlands..........
8.07
6.69
14 Canada
.............. ...
15.14 11.26
15 United States .................
15.81
12.71
16 NewZealand
......................
20.66
17.85
17 Australia .............................
16.28
16.97
18 Italy ....................................
6.89
6.55
19 United Kingdom
..................
7.15
9.05
20 Turkey ................................
4.80
6.42
21 Luxem
bourg
........................
11.04
19.26
22 Japan
22.20
26.29
.................................

4.83
4.35
4.26
4.35
3.48
3.12
4.46
5.19
7.73
7.23
2.85
6.91
7.71
13.61
10.79
11.78
12.40
6.31
6.68
5.13
15.69
20.65

4.54
3.50
4.46
2.45
3.76
3.23
5.46
5.13
5.79
5.68
13.27
5.08
6.59
11.62
10.16
7.76
12.20
7.79
8.38
4.14
16.50
21.81

3.22
3.44
4.01
3.48
2.72
4.85
6.12
4.45
5.95
6.45
17.04
5.22
6.95
8.25
7.11
8.34
9.34
9.25
12.67
9.47
18.&
21.01

3.52
3.46
3.74
4,74
3.95
6.20
5.97
5.04
6.27
6.56
13.32
5.55
7.29
8.03
6.97
6.59
9.09
10.59
10.29
12.01
16.67
20.67

3.24
3.28
3.90
4.13
4.41
4.48
5.01
5.18
6.24
6.57
6.66
6.72
7.69
8.02
8.12
8.87
10.28
10.55
10:.64
10.72
17.12
22.94

-5.82
-2.10
-4.44
-2.01
2.49
-0.05
-2.82
-0.09
-0.83
0.39
2.86
-2.47
-0.38
-7.12
-7.69
-11.79
-6.00
3.66
3.49
5.92
6.08
0.74

7.70

7.70

8.07

7.94

-1.27

Unweighted Average.

1965

1Percentage

9.22

9.02

Note:
Includes
taxes
leviedbyall levels
of government.

1 8.02

Change
1965to
1987
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Table 4.-CORPORATION INCOME TAXES AS APERCENT OF GDP
(Ranked
byPercentage
Pontchange]

Country

1965

1970

1975

1980

1 NewZealand
......................
5.11
4.88
3.69
2.57
2 United States .....................
4.09
3.71
3.13
3.00
3 Canada
...............................
3.85
3.53
4.40
3.67
4 Ireland ................................
2.36
2.751.52
1.55
5 Finland
...............................
2.46
1.74
1.49
1.47
6 Germany
.............................
2.47
1.87
1.59
2.07
7 Australia .............................
3.79
4.11
3.43
3.53
8 Austria ...............................
1.86
1.57
1.68
1.44
9 Sweden
..............................2.17
1.77
1.91
1.21
10 France
................................
1.82
2.21
1.92
2.14
11 Switzerland ........................
1.47
1.80
2.29
1.78
12 Spain
..................................
1.33
1.38
1.35
1.22
13 Denmark
.............................
1.36
1.07
1.29
1.47
14 Netherlands ........................
2.68
2.51
3.37
3.02
15 Belgium ..............................
1.90
2.41
2.97
2.47
16 Greece
................................
0.40
0.41
0.86
1.11
17 United Kingdom
...................
2.17
3.35
2.38
2.96
18 Turkey
................................
0.72
1.13
1.06
0.90
19 Norway...............................
1.27
1.29
1.28
6.25
20 Italy....................................
1.76
1.71
1.65
2.35
21 Japan
.................................
4.07
5.18
4.33
5.55
22 Luxembourg ........................
3.36
5.82
6.15
6.75
Unweighted Average 2.38
2.55'
2.44
2.66

1985

1986

981

Percentage
Point
Change
1965
to
1987

2.83
2.07
2.72
1.23
1.47
2.32
2.84
1.48
1.76
1.98
1.90
1.52
2.38
3.12
3.00
0.96
4.79
1.86
8.10
3.18
5.88
7.93
2.97

2.30
2.01
2.66
1.39
1.42
2.25
2.82
1.48
2.55
2.23
2.04
1.72
3.16
3.35
3.00
1.45
3.96
2.74
6.65
3.82
5.97
7.13
3.00

3.42
2.44
2.77
1.29
1.40
1.88
3.21
1.39
2.34
2.32
2.00
2.22
2.33
3.69
3.03
1.65
3.99
2.59
3.22
3.82
6.92
7.50
2.97

-1.69
-1.65
- 1.08
- 1.06
- 1.06
-0.59
- 0.57
- 0.48
0.17
0.50
0.53
0.89
0.97
1.01
1,13
1.25
1.82
1.87
1.95
2.07
2.85
4.15
0.59

Note:
Includes
taxes
levied
byalllevels
of government
May3,1990

Table 5.-TOTAL INCOME TAX (INDIVIDUAL & CORPORATION) AS APERCENT OF GOP
[Ranked
byPercentage
Point
change]
Country

1965

1970

. ... ..
L..
...

1975

T
i.
1980
.

Point
1985

1986

987

1965
to
1987

..

Netherlands .......................
11.89
12.57
15.18 15.05
United States ....................
11.98
14.00
12.67
13.88
Norway ..............................
14.46
15.42
15.09
19.43
Portugal ............................
4.53
5.46
4.31
5.66
Germany
............................
10.67
10.65
12.39
13.33
Austria ..............................
8.84
8.99
10.10 11.01
France
...............................
5.48
6.43
6.50
7.55
United Kingdom
.................
11.25
14.94
15.88
13.34
Sweden
.............................
19.42
21.80
22.15
21.47
Turkey ................................
4.42
5.91
8.78
11.23
2.01
2.99
3.38
5.69
Greece
.................
Finland ..............................
13.04
14.95
18.51
16.20
Switzerland ........................
7.92
9.71
12.98
12.74
Australia .............................
11.79
13.15 15.49
16.26
Japan
.................................
8.04
9.41
9.33
11.74
3.55
Spain
..................................
3.41
4.32
6.25
Canada
...............................
13.97
15.30
10.00
14.72
Luxembourg ........................
10.92
13.08
17.04
17.73
New Zealand
......................
14.96
16.72
20.82
23.09
Ireland ................................
6.69
8.46
9.47
12.43
Italy....................................
4.55
5.63
9.40
4.55
Belgium ..............................
8.50
11.05
16.13
17.82
Denmark .............................
13.74
20.68
24.41
25.01

Change

11.83
12.49
18.69
8.14
13.20
11.37
7.70
14.64
21.26
7.28
6.14
18.77
13.07
16.66
12.81
7.63
14.53
19.36
23.32
13.24
12.68
18.91
27.85

12.61
12.25
18.09
6.74
13.00
11.49
7.89
14.74
22.95
8.81
6.45
19.74
13.46
17.36
13.19
7.67
15.21
18.47
23.11
14.30
13.07
18.40
28.74

13.15
13.30
15.99
6.09
12.80
11.01
8.05
13.96
23.43
8.59
6.37
17.76
12.88
17.41
14.17
9.76
16.34
18.58
22.93
15.10
13.09
18.14
29.36

1.26
1.32
1.53
1.57
2.12
2.17
2.57
2.71
4.01
4.17
4.36
4.72
4.96
5.62
6.13
6.21
6.34
7.66
7.97
8.41
8.55
9.64
15.62
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Pointdnel
(Raed byPercentage
Cutry

1965

Unweighted Average. 9.51

1970

1975

1980

1985

1986

987

11.22

12.88

13.96

14.42

14.68

14.71

Note:
Inckudes
Ies levied
byat levelsof government.

Percentage
Point
Change
1965
to
1987
5.20
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COMMUNICATIONS

STATEMENT OF THE AMERICAN INSURANCE ASSOCIATION

The American Insurance Association (AIA) is a national trade association representing 220 property-end casualty (P/C) insurance companies which write multiline
coverage throughout the United States. Combined premiums of members of the AIA
represent more than 28 percent of direct P/C insurance premiums written in the
United States.
AIA appreciates having this opportunity to comment upon the reported corporate
income tax shortfall under the Tax Reform Act of 1986 (the Act).
Under the Act, P/C companies are subject to a number of fundamental tax law
changes that are specific to the P/C industry, including the discounting of loss reserves, the offset of unearned premium reserves, and the proration of tax-exempt
interest and the dividends received deduction. Also applicable to P/C insurers, like
other corporate taxpayers, is the reduction in the corporate tax rate (i.e., to 40 percent in 1987, and 34 percent thereafter), reduction of the deduction for dividends
received, and the alternative minimum tax (AMT). Together, these provisions have
imposed an enormous Federal tax burden on the P/C insurance industry.
AIA, joined by other P/C insurance trade associations, has commissioned Price
Waterhouse to survey the effects of the Act upon P/C insurers in 1987 and 1988, the
first two taxable years under the Act. The 1987 and 1988 surveys are based upon
actual tax return and annual statement data provided to Price Waterhouse by P/C
insurers that comprised companies writing some 80 percent and 70 percent, respectively, of the industry's net written premiums (extrapolated by Price Waterhouse to
full industry figures). A copy of each survey is attached to this statement.
The industry tax survey for 1987, released on April 20, 1989, reflects that the P/C
insurance industry's Federal income tax liability in 1987 was almost $3.5 billion.
More than half of this tax liability, well in excess of the original congressional revenue estimates for 1987, was attributable to the foregoing provisions of the Act that
were specifically targeted at the P/C insurance industry.

The survey for 1988 was released on March 27, 1990. It reflects that the P/C insurance industry's Federal income tax liability increased 15 percent over 1987, to
almost $4 billion; this in a taxable year when the top marginal corporate rate
dropped by 15 percent. The tax liability attributable to the P/C-targeted provisions
in the Act increased 32 percent over 1987, also well in excess of congressional revenue estimates. Indeed, in the first two years under the Act combined, the P/C insurance industry paid almost one-third more than the Congress estimated that it would
pay at the time the Act was adopted.
Tax liability, however, does not completely reflect the effect of the foregoing three
provisions on the P/C insurance industry because net operating losses (NOLs) carried into 1987 qnd 1988 were available to offset P/C taxable income. The P/C industry's taxable income before reduction by NOLs, which provides a more appropriate
indication of the long-term effects of the Act, increased as a result of the three P/Cspecific provisions of the Act by over $9.5 billion in 1987 and over $10 billion in
1988.
The Price Waterhouse tax surveys demonstrate that the Act already has placed a
substantial new tax burden on the profitability of the industry. There is every
reason to believe that this will continue to be the case.
Entering the 1990's, the P/C insurance industry faces certain latent effects of the
Act that should further deepen its impact. Beginning in 1990, the AMT is significantly broadened, with the 75 percent adjustment for "adjusted current earnings,"
replacing the 50 percent adjustment for "book income." To an increasing extent, the
otherwise tax-exempt portion of P/C investment portfolios will become fully subject
to proration under the Act as the stock of "grandfathered" bonds diminishes.
(84)
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Furthermore, the Treasuri Department, which was authorized in the Act to provide in regulations for the "proper treatment" of salvage (and reinsurance) attributable to unpaid losses, now is seeking legislation to require the reduction of the deduction for losses incurred by estimated salvage (including subrogation) recoverable,
at an estimated cost to the P/C industry, over six years, of $1 billion.
In announcing this hearing, the Chairman stated that:
One of the key goals-and a major selling point-of the 1986 Act was to
shift $120 billion in taxes from individuals to corporations in the first five
years. Current figures make it plain that little, if any, of this expected increase in corporate income tax receipts is inaterializing. In fact, corporate
income tax receipts are falling short by some $20 to $30 billion per year.
The Price Waterhouse surveys make it clear that the increase in corporate income
tax receipts expected from the P/C insurance industry is materializing. Moreover,
this is an industry that is paying far in excess of its expected share of such receipts.
The effects of the Act upon individual P/C insurers will vary. Some P/C companies will be forced to increase prices, increasing the costs of insurance to policyholders and/or losing market share to foreign competition or self-insurance. Some will
try to maintain prices, suffering a slowed growth of statutory surplus and reduced
rates of return on that surplus. At a time when virtually all P/C insurers still are
in the process of adjusting to the fundamental changes in the Act, we urge you to
recognize this industry's contribution and resist any efforts to further aggravate its
already severe Federal tax burden under the Tax Reform Act of 1986.
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