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Thank you, Chairman Casey, Vice-Chairman Brady, and the members of the committee for the
chance to appear today to discuss tax reform and the economy.

There is wide agreement that the tax code is long overdue for reform. Our current tax code is
inefficient, overly complex, and unfair in myriad ways. Our tax code is also failing at its most
fundamental purpose, which is to raise sufficient revenue to meet our needs as a country in an
equitable way. Fundamental tax reform—a reform that broadens the tax base and eliminates
economic distortions—is important for promoting long-term economic growth.

That said, tax reform simply cannot address the central economic challenge facing the United
States right now—the severe and prolonged jobs crisis, which is a product of the lack of demand
in the economy. At a time of 9 percent unemployment and vast unused resources, Congress
should be focused above all else on boosting demand, reducing unemployment, and putting our
economy back on a path toward healthy economic growth.

And so my testimony today will summarize briefly the reasons why I believe that fundamental
tax reform is an important priority, but one that should not derail immediate and fast-acting
measures to address our most pressing challenge—putting people back to work. My testimony
will then discuss some of the critical issues and principles in tax reform, including:

* The fiscal context for tax reform

* The need to avoid tax policies that would shift a greater share of the tax burden on
middle-class families

* The need for business tax reform that encourages investment and job growth in the
United States, levels the playing field among competing businesses, and ensures that
companies pay their fair share



I. The immediate economic challenge

The most immediate and fundamental challenge facing the economy today is the jobs
crisis. More specifically, it is the $1 trillion hole in aggregate demand caused by the collapse of
the housing bubble, the financial crisis, and continued mass unemployment.! The Great
Recession is still taking its toll on the economy. The output gap—the difference between the
economy’s actual output and its capacity to produce at full employment—is still at about 6.7
percent of potential GDP, or nearly $1 trillion per year.” That gap has closed somewhat since the
low point of the Great Recession, thanks in part to the American Recovery and Reinvestment Act
and other policies, but the Congressional Budget Office projects it to remain at 5 percent below
potential GDP through 2011, with an output gap persisting for several years to come and
inflicting continued pain on workers.

The economy needs more aggregate demand to close the output gap and return people to work.
CBO predicts that if we stay on the current policy path “a large amount of labor and capital
resources [will] be unused for some time.” The fact that the economy is not performing at its
potential is shown most dramatically and tragically in the fact that 14 million people remain
unemployed, and long-term unemployment stands at record levels. The prolonged output gap
means that business investments are not being made and worker skills are atrophying, which
hurts our national economic competitiveness.

With excess capacity, businesses will be hesitant to hire and invest until they are confident there
will be demand for their products and services. The most urgent problem is not a lack of capital,
at least not for large businesses. The corporate sector has been enjoying strong profits and is
flush with cash: Nonfinancial companies are holding more than $2 trillion in cash and liquid
assets in the United States, according to the Federal Reserve.* The tax code is now strongly
incentivizing business investment, with 100 percent expensing (full write-offs) of investments
made this year. And despite the claims, “regulatory uncertainty” is not a real explanation for the
lack of hiring.” Both the economic data and business owners themselves point to a lack of
demand as the major obstacle to job creation and economic growth.’

Though it is not the subject of my testimony today, my colleagues at the Center for American
Progress have identified the most promising ways to boost consumer and business demand and
create private-sector jobs while investing in the future. They include: investing in infrastructure,
aiding the housing market by reducing the flood of foreclosed homes, providing aid to the states
to prevent further public sector layoffs, and supporting the energy-efficient retrofitting of homes
and businesses.” Congress also cannot afford to worsen consumer demand by allowing the
temporary payroll tax reductions and long-term unemployment assistance to expire. These ideas
and others are encapsulated in the president’s American Jobs Act, which many independent
forecasters predict will create as many as 1.3-1.9 million jobs.?

In sum, tax reform is a worthy goal. Done right, it can improve long-term economic growth,
especially if it is part of a long-term growth strategy that also makes important public
investments and strengthens the middle class.’” But it is not a response to the immediate and
ongoing jobs crisis. And therefore discussions of tax reform should not be to the exclusion of
immediate job creation measures like the American Jobs Act.



II. The context for tax reform: long-term fiscal challenges and growing inequality

a. The existing tax code does not raise adequate revenue to meet national needs under
any realistic fiscal scenario.

Any tax reform effort will have to be considered against the backdrop of the long-term fiscal
challenges facing the United States. Those challenges are undeniable. The United States was
running deficits even at the peak of the business cycle in the mid-2000s. Since 2008, the
recession and Congress’s policy responses caused a sharp fall-off in revenues. The short-term
fiscal situation has improved, with deficits as a share of GDP declining for fiscal year 2012 and
projected to decline further over the next several years. However, the more serious challenges are
in 2021 and beyond, as an aging population, rising health care costs (even if the rate of growth
slows), responsibilities to the millions of new Iraq and Afghanistan veterans, a decaying
infrastructure in need of rebuilding, and other ongoing national needs exert pressures on the
budget. The United States will also have to pay a growing amount of interest on the debts
incurred from the wars, the 2001-03 tax cuts, and the larger deficits caused by the recession.

The fact is that our current tax policies do not raise nearly enough revenue to stop the
accumulation of debt, even in scenarios with draconian spending cuts. If we maintain our current
tax policies, revenues will only reach 18.1 percent of GDP in 2021 and will average just 17.7
percent over the next decade.'® That is not nearly enough to prevent continued deficits even
under the House-passed budget, under which federal spending would decline to about 20 percent
by the end of the decade. That budget would dramatically reduce public investments in
education, infrastructure, and scientific research while tearing at the social safety net, including
turning Medicare into an inadequate voucher program and slashing Medicaid.

In light of these realities, every major bipartisan effort to propose solutions for the nation’s long-
term fiscal challenges has found it necessary to rely on both spending reductions and substantial
revenue increases that boost revenues to at least 20 percent of GDP, or significantly higher.'" It
should be noted that federal revenues averaged about 20 percent of GDP over the four-year
period from FY 1998-FY 2001, when the budget was last in balance—and spending needs were
much less then, with a smaller pre-9/11 military budget, a younger population, and lower health-
care costs per capita.

The fact that our current tax code is inadequate to fund our national needs without accumulating
more debt means that tax reform must contribute to solving our long-term fiscal challenges. In
other words, it must be revenue-positive. If our tax code cannot be reformed to raise additional
revenue, the resulting deficits will drive debt-to-GDP ratios to unsustainable levels, with
negative repercussions for the United States economy over the long term.

Many hold up the last major tax overhaul, the Tax Reform Act of 1986, as a model for today.
TRA86 was ostensibly revenue neutral, achieving significant reductions in both corporate and
individual tax rates in exchange for reductions in tax expenditures and loopholes. But today, our
long-term budget challenges are much more severe than they were in 1986. And the large budget



deficits that persisted after 1986 were closed only through further deficit reduction efforts,
including increases in the top marginal rates in 1990 and 1993.

The good news is that unlike some European countries that also have long-term fiscal
imbalances, the United States is a low-tax country. Federal receipts as a share of GDP were
under 15 percent for the last three years—the lowest since 1950. The United States also raises
comparatively little revenue by international standards: Total revenues in the United States were
26.9 percent of GDP from 2004-2008, nearly 25 percent lower than the average OECD country.
Within the OECD, only Mexico, Chile, Turkey, and South Korea had lower taxes as a share of
their economies. By comparison, revenues total 33 percent of GDP in Canada and 36 percent in
Britain. The bottom line is that there is ample room to increase revenues. We are a low-tax
country now and will remain a relatively low-tax country even if we balance the federal budget
entirely with new revenue.

b. Tax reform must not exacerbate growing income inequality by shifting a greater
share of the tax burden onto low-income Americans and the middle class.

Another important part of the context for tax reform is that income inequality has dramatically
widened in recent decades. Top income earners, most dramatically the top 1 percent, have pulled
apart from those in the middle and at the bottom. In recent years, the share of income accruing to
the top 1 percent reached levels not seen since the 1920s.'* At the same time, real incomes for
the middle class have barely grown.

Massive income gains among the wealthy
Cumulative after-tax income growth, by income group, since 1979, through 2007
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As income inequality has continued to grow, and while middle-class incomes have stagnated, the
tax rates paid by the well-off have plunged. Millionaires are now paying about one-quarter less
in federal taxes as a share of their income as they were as recently as the mid-1990s."” The top 1
percent of Americans has experienced a similar reduction in taxes.'* A principal cause of the
lighter tax burden on the wealthy was the tax rate cuts enacted under President George W. Bush
in 2001 and 2003: The average millionaire (whose incomes average $2.9 million) will pay
$135,000 less this year because the 2001-03 tax cuts are still in effect, according to the
nonpartisan Tax Policy Center."” The wealthy have also benefitted greatly from historically low
rates on income from capital gains and dividends.'



Who is benefitting from the 2011-2004 tax cuts?
Millionaires and high-income households continue to receive the largest tax cuts in 2011

Cash income Average tax cut
<$10K | $121
$10-20K | $310
$20-30K | $700
$30-40K | $900
$40-50K | $940
$50-75K | $1,164
$75-100K || $1,242
$100-200K | $1,895
$200-500K | $4.456

$500K-1 million | $22.407
More thans 1 million | 3 ]

Source: Urban-Brookings Tax Policy Center table T11-0215.

The end result is a federal income tax code that is generally progressive, but less progressive
than it used to be, and one in which many very wealthy people pay lower effective rates than
people below them on the income scale. And of course the federal income tax is only one
component of a larger tax system; other kinds of taxes, including payroll taxes and consumption
taxes (e.g., excise taxes, state and local sales taxes) fall harder on those at the bottom than those
at the top. Families in the middle of the income spectrum pay 9.4 percent of their incomes in
federal payroll taxes on average, while the top one percent pays only 1.6 percent.'” This is
because the largest portion of federal payroll taxes only applies to a worker’s first $106,800 in
wages, and not to wages in excess of that amount or to investment income.

President Obama has said that one of the principles underlying tax reform should be the “Buffett
rule.” The “Buffett rule” is not a specific tax code rule, but the general principle that no
millionaires should be paying lower taxes as a share of their income than middle-class families.
The current tax code often violates this principle. For example, there are nearly 100,000
millionaires (about one in four) who pay a tax rate of less than 26.5 percent—more than 10.4
million Americans earning less than $100,000 pay.'® Statistics like these undermine the sense of
basic fairness that should undergird the tax code.

So in sum, we need additional revenues. And the group of Americans whose incomes have
skyrocketed are now paying lower taxes than they were just a short time ago. These factors point
toward allowing the Bush tax cuts on top-incomes to expire. Doing so would reduce the deficit
over 10 years by about $800 billion—two-thirds of the way toward the amount of deficit
reduction that the Joint Select Committee on Deficit Reduction is charged with finding.

It is often claimed that allowing the high-end Bush tax cuts to expire—which would simply
reinstitute the top marginal tax rates that were in effect during the 1990s economic expansion—
would stifle job creation and harm small businesses. It is even said that the very prospect that tax
rates on the rich will return to 1990s levels—with the 33 percent bracket going to 36 percent and
the 35 percent bracket going to 39.6 percent—is holding back hiring and business investment.
Neither of these claims is true. Three facts underscore why.
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The first is recent history. The expiration of the two top brackets would simply revert the top
marginal tax rates to levels that were in effect from 1993-2001. The same claims about economic
growth and the negative impact on small business were made in 1993, when the top marginal
rate was raised from 31 percent to 39.6 percent, a much larger percent increase than is
contemplated now. What followed, however, was a period of very strong economic growth and
job growth, among both large and small employers. And the federal budget was balanced for the
last four fiscal years the 1990s tax rates were in effect.

With higher tax rates on both ordinary income and capital gains in effect, business investment
was stronger in the 1990s than in the period since the 2001-03 tax cuts."” Millions of jobs were
created and real incomes grew across the income spectrum. About 18.2 million private-sector
jobs were created in the six years after the top tax rate was raised to 39.6 percent in 1993,
compared to only 4.7 million private-sector jobs created in the corresponding period after the
2001 Bush tax cuts, which does not even include job losses from the Great Recession.”’ Small
businesses created jobs at a much faster rate when the Clinton-era tax code was in effect.
Between 1993 and 2000 small businesses (those with fewer than 500 employees) added nearly a
million jobs per year on average (973,000). But in the period after the Bush tax cuts were
enacted in 2001 until the onset of the recession in 2007, small business job growth was less than
twice as rapid (414,000 per year).”!

Job growth stronger under 1990s tax Small business job creation also
code than under the Bush tax cuts stronger under the 1990s tax code
Private sector job creation (in millions) Small business jobs created peryear
973,000
20 182 1 million
15 750,000
10 500,000 414,000
5 i 250,000
0
Years following Years following Years following Years following
Clinton Tax Policy Bush Tax Policy Clinton Tax Policy ~ Bush Tax Policy
(Aug. 1993- Feb. 2000) (June 2001- Dec. 2007) (1993-2000) (2001-2007)

Source: Bureau of Labor Statistics, Total Private Employment. Source: U.S. Small Business Administration, Office of Advocacy,

based on data provided by the U.S. Census Bureau, Statistics of
U.S. Business and Nonemployer Statistics, available at
http//www.sba.gov/sites/default/files/files/us_timeseries.pdf.

Also undermining the claim that small businesses will be harmed if the high-end Bush tax cuts
expire on schedule is that only a very small percentage of small businesses owners are in the
highest tax brackets. Only about 3 percent of small business owners are in the top two tax
brackets.””

And finally, the portion of the benefit of extending the high-end tax cuts going to small business
employers is very small. A new Treasury report reveals that fully 92 percent of the tax benefit
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would go to corporate executives, investors, highly paid professionals, athletes, and other people
who are not small business employers.*

Two other points should be emphasized. First, even those in the 33 and 35 percent brackets
would continue to benefit by about $6,500 per year from extensions of the current lower bracket
rates, which President Obama has proposed in each of his budgets. And they would only pay
incrementally higher tax rates on dollars of income earned above the cutoffs for the top two
brackets. A married business owner with $300,000 in total income and $250,000 in taxable
income, for example, would pay only $243 more under the rate structure in the president’s
budget proposal than she is now—or less than 0.1 percent of her total income. A business owner
with $600,000 in total income and $500,000 in taxable income would pay only about $10,000
more—or only 1.5 percent of his total income. It is difficult to believe that a business owner
would respond to these modestly higher personal tax bills by cutting payroll or foregoing
promising investments. It is even more difficult to believe that the very prospect of such modest
tax increases taking effect in 2013 would be chilling business investment today. It should also be
emphasized that because labor costs are deductible, the marginal personal tax rate of the owners
of a business has no impact on the business’s incentive to hire workers.

Top bracket rates of 36 and 39.6 percent are much lower than the top rates that existed for most
of the history of the income tax, including the United States’s strongest periods of economic
growth. The historical evidence shows that marginal rates higher than current rates are perfectly
consistent with robust economic growth. As my colleague Michael Linden has found, the United
States has experienced stronger economic growth and faster job creation in periods when top
marginal tax rates were much higher than the current 35 percent.**

Top tax rates and GDP growth Top tax rates and job growth

Average annual growth in real gross domestic Average annual percent growth in total payroll

product, by top marginal income tax rate, 1950-2010 employment, by top marginal income tax rate, 1950-2010

Average real GDP growth Average employment growth
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Source: Bureau of Economic Analysis and Tax Policy Center. Source: Bureau of Labor Statistics

and Tax Policy Center.

In sum, there is little reason to believe that the expiration of the Bush-era marginal income tax
rates on high-incomes will have a negative impact on economic growth or job creation. Rather,
they will strengthen our economy’s long-term prospects by contributing substantially to debt



reduction. The expiration of the top two marginal rates is an important first step toward a fair and
fiscally responsible tax code.

III. Corporate and business tax reform

Finally, I would like to address the corporate and business tax reform—in particular the need for
tax reform that encourages rather than discourages job growth in the United States, levels the
playing field among competing businesses, and ensures that U.S. companies pay their fair share.

The corporate tax is an important component of our tax system. It is the third largest federal
revenue source, behind individual income and payroll taxes. It also provides a needed backstop
to the individual income tax, preventing tax sheltering in corporations and helping to maintain
the progressivity of the income tax. However, the corporate tax is in need of reform. In President
Obama’s words, “Over the years, a parade of lobbyists has rigged the tax code to benefit
particular companies and industries. Those with accountants or lawyers to work the system can
end up paying no taxes at all. But all the rest are hit with one of the highest corporate tax rates in
the world. It makes no sense, and it has to change.”

The president is right that the corporate tax code favors some industries over others, distorting
investment and thereby impeding economic growth over the long-term. The corporate tax code is
ripe for reform.

a. The corporate tax burden in context

As with individual taxes, the discussion of corporate tax reform must take into account the fiscal
challenges facing the United States. Corporate taxes once contributed about 30 percent of federal
revenues in the 1950s, but they have steadily declined and in recent years have averaged only
about 10 percent of federal revenues. Corporate taxes represent a smaller portion of GDP in the
United States than in other major economies.”> With the diminishing corporate tax, the United
States has relied more heavily on other taxes, in particular payroll taxes on wages. Payroll taxes,
which were about 12 percent of federal revenues during the 1950s, have reached 40 percent of
revenues.”® The increasing share of business activity being conducted via “passthrough” entities,
including S corporations and LLCs is partly responsible for the decline in corporate tax revenues.
But also responsible is the fact that corporations are paying lower tax rates on their profits than
they did in the recent past.”’

This is the case despite the fact that the United States’s 35 percent statutory tax rate—the rate on
the books—has not been lowered in 25 years and is now the second-highest in the OECD. But
solely focusing on the statutory rate leads to misperceptions about the overall tax rate actually
paid by corporations, because it ignores the wide variety of tax preferences and loopholes that
exist in the code. Corporate “tax expenditures,” the special exemptions, deductions, and credits
that companies use to reduce their tax bill, total roughly $1.2 trillion over 10 years.”® And not all
features of the tax code reducing corporate effective rates appear on the official tax expenditure
lists.



The better measure of the actual tax paid by corporations is their effective rates. And corporate
effective rates are much lower than the statutory 35 percent rate. Recent studies have found that
the effective rates of large U.S. corporations are in line with or actually lower than their foreign
counterparts.

* In 2007, a Treasury Department survey found that by one measure, the average tax rate
paid by U.S. corporations from 2000-2005 was 13.4 percent—below the OECD average
of 16.1 percent.”’ As the Treasury report summarized, “The contrast between [the United
States’s] high statutory corporate income tax rate and low average corporate tax rate
implies a relatively narrow corporate tax base, due to accelerated depreciation
allowances, corporate tax preferences, and tax-planning incentives created by [the] high
statutory rate.”"

* A recent analysis of public company financial statements by Citizens for Tax Justice and
the Institute for Taxation and Economic Policy (CTJ/ITEP) found that 280 of the largest
U.S. corporations paid an average effective tax rate of 18.5 percent over 2008-2010—just
over half of the statutory rate.”!

* A recent study of the effective tax rate paid by the largest 100 U.S. companies and 100
largest European Union companies over the last decade found that the American
companies paid lower income tax rates, on average, than their European rivals.”

e Other studies have found that corporate effective rates are closely in line with those in
other large countries.””

Because their success is bound to the success of the overall U.S. economy, U.S. corporations
have a strong stake in our country’s fiscal sustainability and growth. They benefit greatly from
U.S. government services, from law enforcement to product safety, to patent protection, to
education and workforce development. Given these realities, the corporate sector should not be
exempted from the process of deficit reduction. To take the corporate income tax off the deficit
reduction table means that critical government services and public investments would face even
deeper cuts, or that middle-class Americans would face a larger share of the tax burden. Neither
alternative is desirable. The narrowness of the U.S. corporate tax base means that U.S.
corporations can, on the whole, contribute a greater share of revenues. Accordingly, corporate
tax reform should be at least revenue-neutral. Given the potential savings from broadening the
corporate tax base, it should be possible to achieve deficit reduction from the corporate tax while
still lowering the statutory rate.

b. International tax reform
The corporate tax code is replete with explicit subsidies and other preferences that cause
economic distortions. One of the most significant distortions in the corporate code is its

fundamental bias toward foreign investment over investment in the United States.

The debate over international taxes is often framed as a choice between “worldwide” and
“territorial” tax systems. I would maintain that these labels obscure the more fundamental issues



of whether our tax system encourages investment and job creation in the United States and
whether it protects our revenue base.

Despite the fact that the United States nominally has a “worldwide” tax system, foreign profits
are taxed very differently than domestic profits. Because of the feature known as “deferral,” U.S.
multinationals can delay paying U.S. taxes on overseas profits indefinitely, whereas they pay
taxes on domestic profits in the year they are earned. Overseas profits are taxed only when and if
they are returned to the United States, as when they are paid out as dividends from overseas
subsidiaries to U.S. parents. At that point corporations do not pay the U.S. corporate rate, but
rather the difference between the U.S. corporate rate and the effective rate of foreign taxes they
have paid. (This is because corporations are entitled to a credit for foreign taxes.)

Our current deferral system provides tax incentives for overseas investments. In fact, it
encourages U.S. companies to make job-creating investments offshore even if similar
investments in the United States (absent tax considerations) would be more profitable. As a
result of “deferral” and other aspects of the U.S. international tax system, U.S. multinational
corporations pay much lower tax rates on foreign investments than on domestic investments: In
2008, the Government Accountability Office, or GAO, found that corporations pay a 16.1
percent rate on foreign-source income (combining both the source country tax and the residual
U.S. tax), and a 25.2 percent rate on U.S. source income.’* In recent years, companies have
become more adept at lowering the effective rate on foreign investments, and thus their overall
effective tax rates, through complex tax strategies enabled by U.S. policy changes.” These
strategies are only available to large multinationals.

The tax differential between foreign and domestic income not only puts a thumb on the scale in
favor of offshore investment; it also creates enormous incentives for companies to use complex
legal and accounting techniques to move income-producing assets to low-tax countries or tax
havens, especially assets like valuable intellectual property that exist only on paper.’® U.S.
companies report their largest profits in small countries like the Netherlands, Luxembourg, and
Bermuda—even though that is clearly not where the most real economic activity is taking
place.”” The U.S. Treasury, the Government Accountability Office, the Joint Committee on
Taxation, and numerous independent researchers have published studies pointing to strong
evidence of tax-motivated income shifting.”® The resulting phenomenon has been called
“stateless income” —profits that migrate to low-tax or no-tax jurisdictions, eroding the tax bases
of the countries where the income is actually generated (i.e., where the R&D is performed, the
business decisions are made, where the customers are, and so on).

Corporate income shifting decimates the corporate revenue base, draining the United States of
tens of billions of dollars in revenue every year. By one estimate, the U.S. government lost about
$90 billion in revenue in 2008 from corporate income shifting—up from $60 billion in 2004.*
To put that figure in perspective, the corporate income tax only raised an average of $300 billion
per year during the 2004-08 timespan.

These two problems—the bias toward overseas investment and the erosion of the tax base due to

income shifting—could be made worse if the United States moves in the direction of a
“territorial” tax system without more fundamental reforms. Under a territorial system, overseas
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profits would be tax-exempt, not just tax-deferred. The only remaining backstop against profit
shifting, the tax upon repatriation, would be removed.

It is often said that the United States must move to a territorial system to maintain
competitiveness with other countries that have adopted territorial taxation. But there is little
evidence that U.S. firms’ global competitiveness is actually being undermined by the existing
deferral system, which (because of the combination of deferral and other aspects of the tax code)
often allows them to pay lower taxes than they would under a properly functioning territorial
system.*’ Of course, the competitiveness of a company is determined mostly by nontax factors;
but to the extent taxes matter, the key figure is the company’s relative effective tax rate. The
most recent comprehensive survey of the effective tax rate paid by the largest 100 U.S.
companies and 100 largest European Union companies over the last decade found that the
American companies paid about the same or lower effective tax rates, on average, than their
European rivals."!

As one of the authors of that study notes, the reason that EU companies have the same or higher
effective rates is that EU countries have a broader tax base. Specifically, those countries have
stronger antiabuse rules that deter the shifting of profits into tax havens.** Rather than moving
headlong toward territoriality, the United States should address income shifting directly. A good
place to start would be to enact a rule requiring current U.S. taxation of income reported in low-
tax c%mtries or tax-havens. Many countries with “territorial” tax systems already have such
rules.

¢. Leveling the playing field among business investment by reducing inefficient tax
code subsidies

Finally, corporate tax reform provides an opportunity to level the playing field between
businesses and reduce the economic distortions caused by special tax preferences. The tax code
contains some $130 billion in annual tax expenditures benefitting businesses.*® The
approximately $100 billion for corporations represents a significant share (one-quarter to one-
half) of all corporate tax revenues.

The relative generosity of these types of subsidies helps lead to vast differentials in the relative
tax burdens of various industrial sectors. For example, according to financial statement research
by New York University professor Aswath Damodaran, drug and biotechnology firms paid a
small fraction of the statutory rate (effective rates of 4.5 and 5.6 percent, respectively); while
heavy construction and trucking firms paid close to 35 percent (33.8 percent and 30.9 percent,
respectively). Financial services firms paid 16.5 percent, while petroleum producers paid 11.3
percent.”” The recent CTJ/ITEP analysis of corporate effective rates also found that corporate
effective tax rates vary widely by industry: Financial firms, for example, paid 15.5 percent
effective rates; miscellaneous manufacturing paid 23.1 percent; and engineering and construction
paid 27.4 percent. CTJ/ITEP found that 56 percent of total tax subsidies went to four industries:
financial, utilities, telecommunications, and oil, gas, and pipelines.46
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By reducing unjustified preferences, Congress can level the playing field for competing
investments. Removing tax-caused distortions can improve long-term economic growth; it can
also reduce the deficit and potentially help pay for a corporate rate reduction.

To be sure, however, some business tax expenditures have economic justifications. The low-
income housing tax credit, for example, helps address the dearth of affordable housing in many
communities and cannot simply be eliminated. There is also a strong theoretical justification for
the research tax credit, in that one firm’s research and experimentation expenses may lead to
innovations that benefit other firms and the broader economy. Congress should, however,
conduct ongoing reviews of the credit’s effectiveness in increasing innovative research above the
levels that would exist in its absence. In general, Congress should apply the same level of
scrutiny to these kinds of special tax breaks as it does to programs that spend taxpayer dollars
directly. After all, as economists across the ideological spectrum recognize, tax “expenditures”
are the economic equivalent of spending programs.*’

In reviewing the tax expenditure budget, the critical question is not whether the sectors that
receive special tax breaks support jobs or economic activity—of course they do—but whether
there is a strong enough public policy reason to give them taxpayer subsidies not available to
other businesses. A useful framework for evaluating special tax provisions is whether, if they
were structured as direct-spending programs, they would make economic sense or represent the
best use of taxpayer dollars.

The need to scrutinize the effectiveness of business tax expenditures highlights one final point:
Tax reform is hard. Fiscally responsible reforms to corporate taxes are probably not possible
without reforms to other aspects of the tax code, potentially affecting individuals and
noncorporate businesses. Reform is extremely complex, and must be done right, which will take
time.

That brings me back to my central point, which is that while tax reform has the potential to
enhance our economy’s growth prospects over the long-term, it should not distract Congress
from the urgent jobs crisis facing America today.

Thank you once again for the opportunity to appear today.
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