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Thereisacertain enthusasmin
liberty, that makes human nature
rise dove itsdf, in acts of bravery
and heroiam.

—Alexander Hamilton

A hedthy society is sustained by
freeindividuds working a therr
chosen tasks and cdlings, not by
those who rdluctantly sign up for
some government program of
socid do-goodism.

—William C. Dennis

Nationd Review

Do not consider collectivists as
gncere but deluded idedligts. The
proposa to endave some men for
the sake of othersisnot anided;
brutdity is not idedigtic, no maiter
what its purpose. Do not ever say
that the desire to do good by
forceisagood motive. Neither
power-lust nor stupidity are good
motives

—Ayn Rad

Repeal State Cor porate Income Taxes

ChrisEdwards

|| taxes creste economic

distortions and impose
compliance burdens on the
private sector. However, some
taxes are particularly inefficient
because they create large burdens
while raisng little government
revenue. State corporate income
taxes are perhaps the most
inefficient taxes in the netion.
They generate only asmadl share
of state revenues but “consume an
inordinate amount of intellectud
firepower and economic
resources in terms of planning,
compliance, and adminigtration.”
As such, tates should consider
repedling corporate income taxes
as wasteful and unneeded parts of
ther fiscd systems.

Declining Share of State
Revenues

All gtates except Nevada, South
Dakota, Washington, and
Wyoming impaose corporate
income taxes. State corporate
income taxes raised $32 hillionin
2001, accounting for just 5.7

percent of Sate tax revenues and
2.7 percent of total state
revenues. These shares have
declined since the late 1970s
partly because corporate profits
are more mobile than ever and
companies have been effective at
reducing their tax bills. In
addition, government policies
have reduced the corporate tax
base. For example, rule changes
have led to arise in busnesses
organized as limited lighility
companies (LLCs), which are not
generdly required to pay
corporate income taxes.

High Compliance Costs
While states are receiving
relatively less revenue from the
corporate income tax, the tax
continues to distort business
decison making and impose large
compliance cogs on firms. One
survey found that business
compliance cogs for the state
corporate tax were about twice
as high asfor the federd
continued on page 3
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Focuson |lowa
Wesleyan College

Amy K. Frantz

May 15, lowaWedeyan

College graduates received
their diplomasin an afternoon
ceremony held on the campus
lawn. The commencement
address was given by Dr. Richard
L. Ferguson, Chief Executive
Officer of ACT, the college
entrance testing company. Public
Interest Indtitute congratulates our
graduating Intern, Brian DePriest,
and work study students
Toussant Williams and Chann
Roberts. In addition, work study
students Kyle Hare and Sinead
Kely completed their year
oversess a IWC and have
returned hometo Irdland. We
wigh them dl luck in ther future
endeavors!

Stanley and Helen Howe have
offered a chalenge grant of $15
million to lowa Wedeyan College.
The Howe Foundation will match,
dollar-for-dollar, any qudifying
giftsto the collegeupto a
maximum of $3 million annuly,
for five calendar years beginning

continued on page 8

What's New at
Public I nterest

| nstitute?

blic Interest Indtitute wel

comed new Research Andyst
LauraKeithin duly. Shewill be
editing FACTS AND OPIN-
IONS, helping to write the
INSTITUTE BRIEF series, and
working on other Indtitute re-
search projects. She has particu-
lar interest in nationa security
issues, internationa trade, and
tying those issues to lowa

Lauraisorigindly from Or-
ange City, lowa. Sheholdsa
B.A. in history and political
science from Northwestern
College, located in Orange City.
From January to May 2004 she
interned a the Heritage Founda-
tion in Washington, D.C.

She will be replacing Research
Andyst David Hogberg who has
been with the Indtitute since May
2000. Davidisleavingto bean
anadyd at the Capital Research
Center in Washington, D.C.

All of our publications, including Facts & Opinions,
are available for sponsorship. Sponsoring a
publication is an excellent way for you to show your
support of our efforts to defend liberty and define the
proper role of government. For more information,
please contact Pl at 319-385-3462 or
public.interest.ingtitute@Ilimitedgovernment.org
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corporate tax, relative to tax
collected. The State corporate
tax raises only about one-fifth as
much asthe federd tax, but has
compliance costs that are more
then two-fifths as high.

Carving Up the Tax Base
Many corporations carry out
production, distribution, and other
activitiesin numerous dates.
What share of afirm’s nationa
profits should each state be
entitled to tax? In the pagt, a
three-factor formula of property,
payroll, and sales occurring in
each state was used to
“gpportion” afirm’s profits
between state governments.
Today, varied and inconsstent
formulas are used, and the
definitions of the factors are
subject to much debate and
dispute.

With large differencesin
corporate tax rules between
dtates, companies have incentives
to restructure in order to minimize
their tax burden. For example,
firms can save money by moving
labor-intensive production to
dtates that de-emphasi ze payroll
in their gpportionment formulas.
Tax-saving opportunities dso
arise because of differentia
taxation of intangible assets. For
example, Delaware does not tax

the earnings from intangible
assts, thus firms should move
trademarks to subsidiaries in that
sate.

For corporations, the
complexity of Satetax planning is
magnified because of uncertainty
intherulesfor “nexus” That is,
thereis no clear standard for how
much presence a company must
have in a date before it isrequired
to pay tax. Indeed, thereis
increaaing litigation over nexus
issues, which wastes resources
and creates a roadblock to
interstate commerce because
businesses fear triggering new
State taxes when they expand.

More Complexities

State corporate income taxes
have dl the complexities of the
federd corporate tax, plus further
problems:

Different state and federal tax
rules. Businesses need to keep
track of different income tax rules
for every sate they operatein. In
addition, ate rules can differ
from federd tax rules. For
example, about 20 states did not
follow the recent federa
depreciation changes that alowed

partia capita expensng.

Businessvs. nonbusiness
income. State corporate taxes
require that firms separate
“busnessincome’ from
“nonbusinessincome.” Business
income is gpportioned between
the states while nonbusiness

income (such asinterest) is
assigned to the state of
commercid domicile. This
digtinction is surprisngly complex

and is subject to many legd
disoutes with different rulesin
each state. Once again,

bus nesses have many
opportunities to pursue tax-cutting
ideas such as converting business
income to nonbusiness income and
then moving it to alow-tax Sate.

Separate vs. combined
reporting. Some states allow
Separate reporting for each
company in a corporate group.
Other states require combined
reporting with the whole corporate
group filing together. This crestes
many tax-planning issues for
companies, such as whether to
operate facilities in the various
dates asinterna divisons or
Separate subsdiaries. A related
tax-planning issue for companies
involves how each State tregts
firms foreign effiliates

Other complexities. Businesses
can shift profits from high-tax to
low-tax states in many ways. One
way istrandfer pricing, which can
move profits between states by
atering the prices of goods
shipped between related
corporate entities. Holding
companies are another planning
tool. They can be established to
carry out certain activitiesin states
where they are not subject to tax,
such as Nevada and Delaware.

In sum, state corporate tax
sysems are dl different, complex,
and require extensive business tax
planning. As corporate profits
have become more mobile, states
have increased their enforcement
and added complex new rulesto
stop supposed abuses of often
ambiguouslaws. Asan editor of

continued on page 4
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State Tax Notes observes “The
only people who redly make
money from the state corporate
income tax system are the mgjor
law firms and big accounting
firms” Rather than continuing the
costly battle between corporate
tax lawyers and state tax
adminigrators, states should
throw in the towel on the
corporate income tax.

Swiss Cheese

One might have sympathy for
date governmentsin their losing
battle to grab a share of the
mobile corporate tax base if they
had not turned the tax into a
Swiss cheese of narrow
loopholes. “Incentive packages’
for favored companies and fancy
creditsfor job creation, job
training, and other activities have
proliferated. Such narrow bresks
are unfair to businesses that pay
the full tax load, and they open up
government officiasto corruption
asfirmslobby for specid dedls.
Also, narrow bresks add to
complexity in adminigration. For
example, there are cdlsfor sates
to spend more time and money
monitoring firms that receive job
creditsto seeif they actudly
createjobs. Theredity isthat

FACTS & OPINIONS

even if corporate taxeswere a
good ideaiin theory, date
politicians have shown thet they
are incapable of enacting smple
and efficient corporate taxesin
practice.

Hidden Burden on Individuals
State tax systems should be
efficient, but they should dso be
trangparent so that citizens can
understand how much the
government cogsthem. The
corporate tax is not transparent
and hence causes much confusion.
For example, Virginia s governor
Mark Warner saysthat he wants
to increase corporate taxes
because “individud taxpayers
carry too much of the tax burden.”
But Warner should know that
individuas carry the burden of all
the gate’ s taxes, including
corporate taxes. One view isthat
the state corporate tax burden falls
on individuas based on the
apportionment factors of property,
payroll, and sdles. Thus, as states
have moved to emphasize the
sdesfactor in their goportionment
formulas in recent years, the Sate
corporate tax burden fdls
increasingly on consumers,

Conclusion

State paliticians have created a
costly and complex messwith
corporate incometaxes. Asthe
mohbility of corporate profits
continues to rise, the corporate tax
will become moreinefficient and
tougher for satesto enforce. The
solution isto reped them, with the
modest revenue losses to state
governments made up with cutsto

date business subsidies. The
result would be more efficient
date fiscd sysemsthat did not
favor any particular industry but
promoted higher growth in al
indudtries.

Chris Edwards is the
Director of Fiscal Policy for
the Cato | nstitute.
Reprinted with
permission from the
Cato | nstitute.

For more information,
contact Cato at
1000 Massachusetts Ave.,
NW, Washington, DC 20001,
call (202) 842-0200, or visit
its Website at www.cato.org.

Check out our
feature — Question
of the Quarter — on

page 6. Wewant to
know your thoughts
about the issues!

Have you renewed
your membership
with Public I nterest
I nstitute?

Visit Public I nterest
I nstitute’s web page

at
www.limitedgovernment.org
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Congressional M andates
Contribute to Higher

Gas Prices

Charli E. Coon, J.D.

Duri ng the early part of
summer, gas prices shot up.
Although they have tapered off
some, U.S. Energy Information
Adminigration (EIA) expects
gasoline prices to remain high and
volatile throughout the summer
months. While government
policies are not the sole reason
for these high prices, they do
contribute to regiona and
seasond price fluctuations thet
increase costs and reduce
flexibility to meet consumer
demand.

Primary Coststo Produce
Gasoline

Four mgor components drive the
retail price of gasoline: the cost of
crude ail, refinery processing
costs (including environmental
regulations), digtribution and
marketing costs, and taxes.

Crude Oill

Crude oll isthe largest cost
component. EIA data show that
crude oil accounted for 46
percent of gasoline codtsin
March. Increasing world demand,
unrest in energy-rich countries
such as Venezuda, and the March
decison by OPEC to cut crude
oil output by 1 million barrds per
day have kept world suppliestight

and have driven up crude ol
prices.

The EIA’s“Summer 2004
Motor Gasoline Outlook” notes
that the price for West Texas
Intermediate crude oil surpassed
$38 per barrdl in late March —
the highest level since early 1991.
The EIA projectsthat crude ol
prices will average $33.40 per
barrel (79.6 cents per gallon)
during the summer. It expects
retail regular gasoline pricesto
average $1.76 per gdlon from
April through September — up
20 cents from summer 2003.
While Congress can do little to
drive down the cost of crude ail
during the summer driving Season,
it can and should authorize access
to more domestic oil suppliesfor
the future.

Taxes

Federd, state, and local taxes
account for 24 percent (the
second largest component) of the
retall price of gasoline. The
federa gastax is 18.4 cents per
gdlon. State gasoline tax rates
vary: They amount to 8 cents per
gdlonin Alaska, 33 cents per
gdlonin New York, 32.4 cents
per gdlon in Cdifornia, and 36.3
cents per gdlon in Hawaii. These
taxes add to the price of motor
fud and — in part — drive the
regiond price differences. On
average, local taxes add
approximeately another 2 cents per
gdlon to the price.

Digtribution and Marketing
The EIA aso reportsthat
digtribution and marketing costsin

March accounted for 11 percent
of theretall price of gasoline. The
wide variety of speciaized
regiond gasoline formulas
required by federd and state
regulators make storage and
digribution more difficult and
increase the potentia for supply
disruptions and short-term price
pikes. Moreover, specialized
blends required for one area of
the nation may not be suitable for
another area.

Furthermore, not every
refinery can produce every grade
of gasoline and pipeines have
limited flexibility to move different
grades of gasoline to different
places. The American Petroleum
Indtitute States that these
circumstances meke it difficult for
refiners to get the right grade of
gasolineto the right market in the
right quantity.

Regulations
According to the EIA, refining
costs represented amost 20
percent of the retail cost of
gasolinein March. Congress
could significantly reduce these
costs by scding back the
excessve and cumbersome
federd regulations on refiners.
For example, the 1990 Clean
Air Act amendments mandate the
sde of cleaner-burning
reformulated gasoline (RFG) in
order to reduce summer Smog in
nine mgjor metropolitan aress.
The law dso requires that RFG
contain at least 2 percent oxygen
by weight. To comply with these
regulations, refiners must switch

continued on page 6
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continued from page 5

from winter-grade fuel to costlier
summer-blend gasoline.
According to the Federa Trade
Commission (FTC), thisadds 4
cents to 8 cents per gdlon to the
price of gasoline.

Moreover, acommon
oxygenate, MTBE (methyl tertiary
butyl ether, which isused in about
70 percent of the reformulated
gasoline) has been banned in
Cdifornia, New Y ork, and
Connecticut. This means that
refineries must use a different
additive, such as ethanol — which
requires more crude oil in the
production process. Reducing or
phasing out MTBE use — but
leaving the 2 percent oxygenate
requirement in effect—would
increase ethanol use. Thiswould
further contribute to price
voldility and unnecessarily high
gasoline prices.

Likewise, complying with a
new nationd low-sulfur gasoline
regulation for passenger cars not
only presents scientific challenges
for refiners, but aso could
adversdly affect gasoline supply
and availability. The industry will
need to invest more than $8
billion over the next three yearsto
meet this requirement—which will
result in higher prices a the pump.

In addition to these federa
regulations, some state and local

Facts & Opinions
Question of the Quarter:

Should lowa eliminate its corporate income tax?

Send your thoughts on thisissueto us a
public.interest.indtitute@limitedgovernment.org.

We will publish some of your ideas in the next issue
of Facts & Opinionsin November 2004 and on our Website at
www.limitedgovernment.org.

governments require specidized
fue blends— “boutique fuds’ —
to stidfy locd ar quality needs.
This hodgepodge of customized
fud requirements increases
production costs, which are
ultimately reflected in the price of
gasoline. These varied gasoline
specifications dso restrict the
ability of refiners and didtributors
to move supplies around the
country in responseto loca and
regional shortages. Further
proliferation of boutique fuel
reguirements would only
contribute to the overdl problem
and drive up cogts during
disruptions.

Reducing the Price of Gasoline
Instead of caling uponthe FTC to
investigate recent price spikes for
aleged market manipulation,
Congress should take note of past
FTC findings that “unusud
movements in gasoline prices
typicdly have anaturd cause’” and
act to reduce the high cost of
producing gesoline. Specificaly,
Congress should:

(1) Reped the federd oxygen
mandate;

(2) Provide protections against
additiona specidized fudsthat
complicate production and
digribution;

(3) Open exploration in areas
currently off-limits to domestic
production—such asthe Arctic
Nationd Wildlife Refuge and off-
shore moratoria areas, and

(4) Remove burdensome re-
gdrictions on domestic production.

Charli E. Coon, J.D., is
Senior Policy Analyst for
Energy and the Environment
at The Heritage Foundation.
Reprinted with permission
from Heritage Foundation.
For more
information, contact
Heritage Foundation at
214 Massachusetts Ave.,
NE, Washington, D.C.
20002, call (202) 546-4400,
or visit its Website at
www.heritage.org.




Michigan’s Poor:
Do Numbers Tl Us
Much?

Robert P. Murphy

ast Sept. 26, the U.S.

Census Bureau released its
annud report on poverty in the
United States. The report
indicated that the number of
people below the officiad poverty
line had risen from 32.9 millionin
2001 to 34.6 million in 2002.

Here in Michigan, the Census
figures show asmilar pattern.
The number of Michiganiansin
poverty was up from 927,000 in
2001 to 1,152,000 in 2002, while
Michigan’s poverty rate jumped
from 9.4 percent to 11.6 percent.

Although disturbing, such
datigicsarelidbleto giveafadse
impression of the condition of the
poor. Policy changes based on
emotion and faulty visons may
make the Situation worse.

The firg problem isthat the
Census collects its dataon
income by asking a sample of
Americansto fill out asurvey,
rather than relying on amore
objective measure.

Even if the self-reported
incomes are accurate, such
detigics fill aren’'t atrue measure
of poverty by any commonsense
definition. Accordingto a
Heritage Foundetion report, many
of the officidly poor in America
enjoy expensve, durable
consumer goods. For example, a
1995 Department of Commerce
survey showed that 41 percent of

poor households owned their own
homes, 69.7 percent owned a car
or truck, 99.3 percent owned a
refrigerator, and 66.3 percent had
ar conditioning.

Another flaw isthat the Census
Satistics measure only pre-tax
income, and exclude non-cash
government entitlements (such as
public housng, Medicad, and
food stlamps). To hear that
someone only makes $5,000 a
year conjures up images of the
barest surviva, until weredize
that the taxpayers are paying for
his or her room and board.

Moreover, cdculating the
number of peoplein poverty ina
given year, and then comparing
the figure with previous years,
givesthe impression that we are
referring to the same group of
poor people. To quote an article
in The Detroit News Dec. 28,
“Hard economic times |eft another
225,000 people in Michiganin
poverty last year...”

But imagine we are measuring
the number of peoplein apublic
swimming pool. Suppose that at
noon on June 15, we count 50
peopleinthe poal. If wereturn at
noon on Aug. 15 and count 250
people in the pool, isit accurate
to report, “Hot summer times |eft
another 200 peoplein the
swvimming pool”?

The officid poverty rate
merely gives us a snapshot of how
many people were earning less
than the officid income threshold
at thetime of the survey. The
Census report itsdlf notesthat ina
longitudina study (which tracked
the same people over time), over
haf of the measured poverty

spellslasted four months or less,
and 79.6 percent were over
within ayear.

Poverty isindeed avexing
socid problem, and the
government can definitely take
geps to ameliorate the situation.
Governments & dl levels could
cut taxes, which would dlow the
poor man’s dollar to go that much
farther. They could aso reduce
the contradictory and pointless
regulations that difle
entrepreneurship and thus retard
economic development in
depressed areas. In Michigan,
dimination of the ged tariffs
would spur sted-using industries
to begin hiring once again.

Another source of poverty isa
poor education system.
Government school monopolies
that typically spend more on
failure than mogt private schools
spend on success are, in our inner
cities especidly, veritable poverty
mills. If kids graduate unable to
read or write a levels that make
them vauable in the marketplace,
they will find it exceadingly
difficult to avoid alife of poverty.
But when a Detroit philanthropist
offered $200 million to sart 15
innovative charter schoolsin
Detrait last year, the unionsand
the palitical adminigrationsin
Detroit and Lansing killed the
idea. Tothem, the system was
more important than the kids.

Findly, perhaps the biggest
reduction in the officia poverty
rate would occur if only our
government would stop spending
billions of dollars subgdizing it.
Cynica asit sounds, there are
many able-bodied people who

continued on page 8
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Michigan's Poor: Do
the Numbers Tdl Us
Much?

Robert P. Murphy
continued from page 7

prefer to remain officidly “poor”
and live off of the taxpayers
indefinitdy. Private charities and
churches are far better ableto
disinguish such frauds from the
truly needy than are government
agencies.

In any event, we should be
wary each time the poverty stats
comeout. At best, they tell usa
very smdl part of the sory.

Robert P. Murphy teaches
economics at Hillsdale College
and is an adjuct scholar at the

Mackinac Cetner for Public
Policy. Reprinted with
permission from

the Mackinac Center for

Public Poalicy.
For more information,
contact Mackinac at
140 West Main Street, P.O.

Box 568, Midland, Michigan
48640, call (989) 631-0900,

or visit its Website at

www.mackinac.org.
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in 2005. IWC Presdent William
N. Johnston said the Howe's
chdlenge grant “will enable usto
grengthen our finencid gability,
grow enrollment, enhance the
quality of the students experience
indde and outside the classroom,
renovate and congtruct facilities,
improve faculty and staff
compensation, and expand our
academic programs.” Stanley
Howe has served on the lowa
Wedeyan College Board of
Trustees for dmost 30 years.
Helen Howe is a graduate of
lowa Wedeyan College.




