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Executive Summary

e The U.S. ismired in aslow economic recovery, and is projected to continue growing at about a 2 percent
annual rate for the next 10 years.

e The U.S. corporate tax is grossly out of step with the rates of its developed country competitors, and is the
only nation to have increased its rate on net since 1988.

e A large body of economic research has documented the anti-growth effects of the U.S. corporate tax, with
the Organization for Economic Cooperation and Development (OECD) concluding that it is the most
harmful form of tax on per capita Gross Domestic Product (GDP).

¢ Reducing the corporate tax rate would lead to higher investment, faster productivity growth, faster
economic growth and higher wages, which would offer a higher standard of living for U.S. workers.

I ntroduction

U.S. economic growth has grown at an average annual rate of 2.1 percent for the past 7 years. In the most recent
quarter for which the Bureau of Economic Analysis (BEA) has data, the U.S. economy grew at 2.1 percent.[ 1]
The Congressional Budget Office recently projected that U.S. economic growth would remain intractably stuck
at about 2 percent annually for the next 10 years.[ 2] The implications of this growth experience are deeply
meaningful to every American. At that rate of growth, it takes about 70 years for the living standard of the
average American to double, an achievement that used to happen over about 35 years or the span of aworking
career.[ 3] In short, the American Dream isimperiled by stagnant economic growth. Stubborn demographic
trends will be a headwind against economic growth, but policy changes could materially improve the nation’s
economic trajectory. Among these needed policy changes, tax reform should be a priority — specifically tax
reform that significantly lowers the U.S. corporate tax rate.

The U.S. Corporate Tax in a Global Economy

The distinguishing characteristic of the U.S. corporate tax isthat itsrate is the highest among OECD nations,
which represent most of the world’s major economies. At present, the combined federal-state U.S. corporate tax
rateis 38.9./4] Thehigh U.S. rate is seemingly not a matter of deliberate choice. Instead, it stemsfrom afailure
to acknowledge and keep abreast of broader global trends. Over the last three decades, the U.S. corporate tax
has remained largely unchanged, while other global economies have pursued dramatic rate-reducing tax reforms.

The U.S. corporate tax rate has changed twice in the last three decades. Prior to the sweeping Tax Reform Act
of 1986, the U.S. federal corporate rate was 46 percent, which was above the OECD average. The 1986 reform
reduced that rate to 34 percent, which at the time was below the OECD average. Since then, other world
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economies have reduced their corporate rates well below the U.S. headline rate. Indeed, since 1988, when the
rate reduction enacted in 1986 had been fully implemented, all but two countries for which datais available ,
New Zealand and the U.S., have dramatically reduced their corporate rates. New Zealand, which currently
maintains a 28 percent central government rate — the same as 1988 — is the other nation that did not keep up with
global trends. The U.S. isthe only OECD country that on net increased its corporate tax rate over the period
1988-2016, the result of a single percentage point increase enacted in 1993.

A corporate tax reform that lowered the U.S. tax rate would return the U.S. to international tax norms, ridding it
of the dubious distinction of having the highest statutory tax rate in the world. U.S. firms areincreasingly at a
disadvantage competing for the vast mgjority of world consumers and international markets as other nations
adopt more favorable tax treatment of foreign-source income.

Documenting the Harm of the Cor por ate Tax

A large body of research has coalesced around the finding that a high corporate tax rate increases the user cost
of capital, which slows investment, productivity growth, and economic growth. Among the more telling
examplesis astudy by the OECD that notes that “ corporate income taxes have the most negative effect on GDP

per capita.” [5]

A more recent paper by Djankov et al assessed this broad literature and observed that, “this research finds
adverse effects of corporate income taxes on investment.” The paper contributed to this literature by new
findings based on a unique database of corporate income tax rates for 85 countries, that “effective corporate tax
rates have alarge and significant adverse effect on corporate investment and entrepreneurship.” [ 6]

Another sweeping literature review concluded that: “ A vast analysis of the corporate income tax in countries
around the world — both industrialized and developing countries — finds that the corporate income tax reduces
gross domestic product (GDP) growth, reduces worker productivity, reduces domestic investment by domestic
and foreign companies, and reduces entrepreneurship.” | 7]

The Benefits of Rate Reduction

The basic conclusion to draw from this literature is that reducing the statutory corporate tax rate should boost
investment and output in the U.S. The literature and economic modeling support this conclusion. The OECD
found that reducing the statutory corporate tax rate from 35 percent to 30 percent increases the ratio of
investment to capital by approximately 1.9 percent over the long term.[8] Thisis aso consistent with the finding
from the Joint Committee on Taxation, which observed that reducing corporate income taxes have the greatest
effect on long-term growth by increasing stock of productive capital, which leads to higher labor productivity.| 9]

Perhaps the most clearly stated observation of the growth implications for corporate tax reform is from Gordon
and Lee, who found that cutting the corporate tax rate by 10 percentage points can increase the annual growth
rate by between 1.1 percent and 1.8 percentage points.[ 10] Work by the American Action Forum has also found
that the U.S. economy would benefit from reforms to the current high marginal rates and anti-competitive
international tax regime.[11]

In aseminal paper, David Altig, Alan Auerbach, Laurence Kotlikoff, Kent A. Smetters, and Jan Walliser,

simulated multiple tax reforms and found GDP could increase by as much as 9.4 percent from tax reform. This
high-growth estimate was from a highly efficient consumption-style tax. The study also examined a number of
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less ambitious, and gradually less efficient tax reforms. But even these more modest approaches, which include
rate reduction, can be highly pro-growth.[12]

The Tax Foundation has also published estimates of the potential growth effects from corporate rate reduction,
finding that reducing the “federal corporate tax rate from 35 percent to 25 percent would raise GDP by 2.2
percent, increase the private-business capital stock by 6.2 percent, boost wages and hours of work by 1.9 percent
and 0.3 percent, respectively, and increase total federal revenues by 0.8 percent.”[13]

These growth effects matter for workers. More investment raises productivity, and ultimately wages. A growing
amount of research identifies a strong inverse relationship between corporate taxes and wages. Using data for 66
countries over 25 years, Hassett and Mathur found that, for every 1 percent increase in corporate tax rates,
wages decrease by about 0.5 percent.[14] Using a separate approach with firm-level data, Arulampalam,
Devereux, and Maffini found that $1 in additional corporate tax reduces wages by 92 centsin the long run.[ !
Using cohorts of data covering 1979 to 2000, Felix found that a 1 percent increase in the marginal corporate tax
rate would decrease wages by 0.7 percent.[16] Another recent study concluded that labor bears 57 percent of the
burden of the corporate income tax.. 17!

Conclusion

As policymakers consider how to improve the U.S. growth outlook, the easiest place to start would be to fix
what is most obviously broken. The U.S. corporate income tax system would clearly qualify — distinguished by
atax rate that is grossly out of step with the rest of the world. The research literature draws a clear conclusion
that corporate taxes harm investment, productivity and economic growth. Follow-on research documents this
harm on individual workers. Reducing the corporate rate would mitigate these effects and improve investment
and economic growth, which would ultimately benefit workers. Recent economic history, and the latest
forecasts, present an Americathat is consigned to middling economic growth that jeopardizes the American
Dream. Improving the growth outlook would make it possible again for living standards to double over the
course of someone’ s working life. Just one percentage point per year in higher economic growth would make
this goal possible again. While pro-growth tax reform alone probably can’t bridge this gap entirely, the research
suggests it could go avery long way.
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