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Held Accountable: A Transfer From Corporate Income to Cash-Flow Tax

Wealthy American corporations are evading their state income tax, which can be attributed to the corporate income tax’s lack of adoptability.  An alternative approach has been sought by converting the corporate income tax into a cash-flow tax.  The result of this transformation will create new clarity and efficiency, dissuade US corporations from foreign investment, and provide consistency to all areas of corporate accounting.  

The following attempts to explain the motives behind corporate income tax evasion, and the needed response for solving the states’ problem.  There is a variation of tax options, including the cash-flow tax, possessing the ability to reform the current tax system and limit evasion.  Factors such as state budget overruns, overall state taxes, political representatives, and decreasing corporate taxes will be addressed as determinants of cash-flow tax success.  Their relation to the corporate tax problem can be divided in accordance with state statistics in order to isolate red/blue state trends, and identify to leading characteristics between states and future corporate tax legislation.

The federal government is largely responsible for current problems due to the IRS’s failure to accurately monitor big corporations and over-complications in the tax system.  Many states use federal taxes as a reference point for computing and monitoring corporate taxes, and when the IRS allows companies to go unregulated states are likely to incorporate the inaccurate low tax standard.  “Some companies, such as Toys “R” Us, Boeing, AT&T, Eli Lilly, Merrill Lynch, and ITT Industries, paid no state corporate income tax over the entire three year period” (The great state tax scandal). The effect of IRS dereliction trickles into state tax evasion, making it impossible for states to collection the correct dues. 

There is an abundance of factors motivating corporations to practice tax evasion, each of which can easily be accomplished under the current corporate tax.  “Countries are realizing that high corporate tax rates discourage inflows of foreign investment and encourage domestic companies to invest abroad… corporate taxes also influence the financial structures of multinational corporations” (The Great State Tax Scandal).  Withholding dividends guarantees high revenues, and helps maintain corporation’s stability by warding off unwanted takeovers.  Also, stock options provide employees with a personal incentive to keep revenues high, and in the process limits stock diversification.  The result is that there is a constant demand to push stock values higher, and companies become willing to make unwise risks in order to uphold their stock values.

“By 2003… 252 Fortune corporations had slashed their state income payment to only 2.3 percent of their U.S. profits” (The Great State Tax Scandal). Big corporations are able to do this by clever accounting schemes, in which they either set up a subsidiary company in a state with unbelievably low corporate taxes, or hide their financial assets.  In either case they are cheating the system while causing an increase in personal income taxes, and a decrease in state spending abilities.

Toys “R” Us is well known for a scheme it created, called “the shelter.”  It works when a company sets up a subsidiary location in a state that does not tax corporate revenues to produces its logos, thereby avoiding paying taxes on merchandise and outside revenue.  “There could be millions, if not hundreds of millions, of dollars that are not being paid and fall on the rest of us because of these apparent loopholes… If big corporations don’t pay, we pay” said Steve White, director of the Affiliated Construction Trades Foundation.  Numerous other big corporations, such as Kohl’s Department Stores, Sherwin-Williams, SBC Communications, and Dell, practice this same method or have created a personal variation.  “Every state has lost corporate taxes in the last 15 years… West Virginia’s effective tax rate fell 47 percent in that period, more than the national average of 40 percent.” (Many Firms Avoid State Income Taxes)

The as opposed to federal policy, which has been previously discussed, state’s are able to target corporations more precisely and be more aware of their activity.  States can set their own corporate tax rates, however they are a reflection of federal corporate income tax rates (as previously stated).  States must weigh their options in terms of possible gains and losses, for if they choose to raise corporate taxes they will ultimately dissuade businesses and economic development.

State elected officials play a leading role in the problem too, for in their quest to improve their state’s economic development they develop a weakness to big corporations and commit to unreal tax standards.  States like Delaware are a “heaven” for major corporations because they provide them with unusually low state taxes as an incentive to migrate to their state.  Big businesses provide jobs and boost the economy from an employment point of view, but they are also a financial drain (The Great State Tax Scandal). 
Cash-flow taxation operates by imposing only on the cash-flow of businesses, as opposed to the net income of cash-flow accounting.  Interest, dividends, and capital gains would not be included in income or allowed as deductions, and therefore could not be exempt from taxation.  The point of the cash-flow tax is to apply an equal standard to all businesses and their individual parts so that corporations cannot stash their assets in hidden accounts our shelter locations.   

“Most corporate income tax distortions would be eliminated… including different treatment of debt and equity, the bias against savings, and distortions caused by inflation” (6).  Cash-flow taxes offer a constant standard of regulation so that companies do not overextend themselves in order to maintain high capital gains.  Their dependence on preserving capital gains would be relieved under the cash-flow system because capital gains would be irrelevant. 

Although the cash-flow tax offers a better approach towards monitoring corporations, a compromising revision of the current corporate tax as a medium between the two methods remains an option.  “If a corporate-level tax is retained, reforms should focus on reducing the rate and creating a transparent and uniform base to maximize tax sheltering.  One idea is to retain an income tax, but eliminate some of the inconsistencies” (Replacing the Corporate Income Tax With a Cash-Flow Tax).  Most corporate schemes aren’t actually illegal and can be justified through clever accounting methods, so the first actions taken against corporate taxes should be to eliminate obvious evasion loopholes.  An attempt to prevent any clever division of assets, offshore banking, hidden gains, and distortion of net-worth revenue are simple initial sets towards improvement.  Also, corporations cannot be allowed to put off paying their taxes for multiple quarters- firm regulations and obedience is the key to accuracy.

The concept of cash-flow taxation is appealing to states that assign taxes and budgetary concerns high priority.  In an NCLS summary of Top Fiscal Issues to be Addressed in 2005 Legislative Sessions (from the perspective of legislative fiscal directors) a total of 22 states claimed budget issues as their top concern, producing a 50/50 divide between blue and red states.  This suggests that there are more blue states (11:19 or 57%) concerned with state budgeting than red states (11:31 or 34%).  In a 7 to 3 red/blue comparison 10 states claimed taxes as their top fiscal issue, meaning there are more red states (7:31 or 23%) concerned with state taxes than blue states (3:19 or 16%). (State Budget Update: November 2004)

From this standpoint it would seem that red and blue states have equal concern for tax and budgetary issues, with blue states’ focus on improving the budget and red states’ focus on tax reform.  In contrast to the states possibly open to the idea of cash-flow taxation, Indiana and North Dakota (red) were the only states that stated economic development as their top concern.  Only 2 out of 50 states claimed this issue, making them a small minority.  Still, both states are conservative red states, and because of their devoted interest in economic development it can be assumed that they would not support a cash-flow corporate tax. 

Another way of evaluating state advocacy for a cash-flow tax is by measuring the frequency and degree of state overruns.  In the fiscal year of 2005 twenty-three states experienced *
spending overruns, 14 of which were red states.  This majority can be partially explained by taking into account the fact that there are almost twice as many red states as there are blue; therefore, a majority of red state spending overruns is to be predicted simply because they are more abundant.  Still, one would think that conservative political ideology would enhance a state’s financial responsibility as a result of their continuing goal to cut spending. 

According to the 2004 State Budget Update, 17 states are predicted to have an “optimistic” revenue outlook for the remainder of the fiscal year.  6 of these are blue states and 9 are red, meaning that 33% of all blue states and 28% of red states are predicted to have successful fiscal years.  31 states are predicted to have a “stable” outlook, 10 of which are blue and 21 are red.  This means that 55% of blue states and 65% of red states are predicted to have a stable fiscal year.  Only 2 states received a “concerned” outlook; both were blue.  These projections suggest that blue/red state revenue is somewhat tied because red states are more likely achieve an all around stability (R>B), while blue states are more likely to be beyond satisfactory (B>R).
These findings attempt to explain the motivating factors for why a state might opt to raise or lower their corporate income tax.  States with low revenue projections or spending overruns should theoretically seek to increase their corporate income tax in an attempt to ease their financial burden without cutting program spending.  Consequently states with a more stable budget should prefer lower corporate income taxes, furthering their support for businesses.

When interpreting data from 
*2003 I established a corporate income tax “high” that ranged from 7% to 20.2% of the individual state’s total taxes, and a “low” that ranged between 0% to 2.8%.  6 of the 8 “high” ranking states were blue and 2 were red; 9 of the 12 “low” ranking states were red and 3 were blue.  This indicates that there are more high corporate taxing blue states than red, and more low taxing red states than blue.  This is consistent with red/blue political ideology because liberals are less hesitant to increase taxes as a means of decreasing financial burdens. (State Budget Update:  November 2004)
Corporate income reform has the potential to become a significant issue for all states because most states are facing similar financial situations.  As of June 1999, “Fully 23 states, almost half the country, had state and local tax burdens between 11 percent and 11.99 percent.  Another 13 states had a tax burden in the 10% range.  Therefore, 36 states had state and local tax burdens from 10 percent, about $2,257 per capita, to 11.99%, or $3,926 per capita” (Columbia Daily Tribune) http://archive.columbiatribune.com/1999/ jun/19990628comm03.html).  Even more influential is the power of political ideology, which ultimately dictates state’s decisions.  For example, blue states are more liberal and are therefore more open to the idea of raising taxes.  Regardless of a blue state’s financial standing, its liberal habitants will encourage taxation as more favorable alternative to cutting spending.

According to The State Revenue Departments and U.S. Census, the average US decline in state corporate income taxes for the fiscal years of 1989 to 2003 is 40%; 31 states ranked above this average.  The top 20 corporate tax declines ranged from 48%-80%, with 6 blue states and 14 red states.  This is a very significant difference and provides ample reason for red states to decrease their leniency toward businesses.  Though conservative ideology disagrees with states becoming increasingly dependant on taxes (especially income taxes), knowledge of the extent to which major corporations are robbing them might provoke a change in opinion.  (State Corporate Income Taxes 2001–2003, page 6) 

It could be a common assumption that red states have lowers corporate income taxes, but from the prior statistics we see this is untrue.  This mistaken belief might result from the influence of major industrial corporations based in the more rural states.  “Corporate tax collections in Montana are up 50 percent in the most recent year.  Senator Elliott has filed a lawsuit to force the Montana Department of Revenue to disclose corporate tax returns for those corporations with over $1 million in Montana sales.”  Along with Maine and Connecticut, Minnesota has passed comprehensive corporate subsidy disclosure laws in an effort to monitor and restrain big businesses (http://www.neaction.org/ corpaccountability.htm), which would seem uncharacteristic to red state political ideology.  In contrast, two of the four lowest corporate income taxes for 2003 were Washington and Hawaii (0% and .9% respectively).  Exceptions such as these express a natural amount of inconsistency among generalizations.
There are two main approaches to lowering state deficit: increase taxes and cut spending.  Usually a combination of both is applied; however, conservative red states act more favorably towards cutting spending and liberal blue states prefer increasing taxes.  Income tax is the most prominent tax, bringing in approximately $987,209 million in total revenue for the combined fiscal year of 2003 excluding various taxes paid by certain other tax-exempt organizations (corporate), and $194,146 million in corporate income taxes (Treasury Department Gross Tax Collections).

When corporations withhold their tax shares the burden is transferred to other areas, such as personal income, property, sales, luxury, and fuel.  “There are many methods by which [corporate] taxpayers shelter their losses, but these three characteristics are usually found in tax shelters, either separately or in combination: 1) Taxes are deferred to later years; 2) Ordinary gains (100 percent taxable) are converted to capital gains (only 40 percent taxable), or capital losses (only 50 percent deductible), are converted to ordinary losses (100 percent deductible); in both cases producing a lower tax liability; 3) Leverage is obtained through various financing arrangements” (US Corporate Tax Shelters).  States encourage such schemes by lowering their corporate taxes to accommodate businesses, but “chasing after business by fighting over who can give the largest tax concessions is a zero-sum game” (The Great State Tax Scandal).”

States can attempt to limit corporation’s ability to evade by addressing “nowhere income” in response to the development of subsidiary warehouses.  “By treating a company’s various parts as a single company” states can hold corporations accountable for shelter transactions, as well as the “ongoing shift of taxes from corporations to citizens” (The Great State Tax Scandal).  States abilities aren’t extensive, but they can make a minor claim to money that is rightfully theirs.


By avoiding their taxes big corporations are “passing the buck” on state revenue, forcing taxes in other areas (sales, employment, estate) and especially personal income to bear the burden.  “As a result, small businesses and private citizens- you and me- are forced to pay more to support state government services” (The Great State Tax Scandal).  This fact usually goes unnoticed when argument over increased taxes arises.  People jump at the chance to point the finger of blame at their representative’s irrational ideology, but the real root of the problem lies with our telephone communication provider, the toy store, the bank, and accounting firms.  



Income tax, weather personal or corporate, fuels state’s spending abilities and is the largest contributor of all state taxes.  It is imperative that these taxes remain in existence, but to what degree deserves much consideration.  “Optimally, tax rules should neither stand in the way of efficient business restructuring nor encourage transactions that make no economic sense” (7).  Major corporations are economically beneficial, but they create an imbalance if they are not held to the same standards as all American taxpayers.  Major corporations should be allowed lower tax rates as means of encouraging their productivity, but they cannot practice tax evasion at the expense of small businesses and individual taxpayers.


The differences between red/blue corporate income tax leniency, and their willingness to increase their control over big corporations, are crucial elements in determining the success of a cash-flow tax.  Blue states are theoretically more open to the idea of increasing their state revenue at the expense of increased taxes, while red states are more “business friendly” and against infringing government regulations. 

An analysis of red and blue states is important because it enables political scientists and legislators to predict states willingness to adopt a cash-flow policy, therefore warding of possible failure.  For example, if blue states were to take a firm initiative and enforce a cash-flow tax, corporations would have the option of simply uprooting their warehouses to a more accommodating state.   If less than half of the nation reforms its corporate income tax, it could create an imbalance between red/blue business developments.  

Red states are more conservative and therefore more proactive towards business development, taking advantage of federalism and the ability to be removed from federal regulations.  Red states also harbor many major corporations, which place them at a cross-road between conflicting self-interests.  Should red states become more demanding of corporations adopt a cash-flow tax, they will be promoting government involvement and tax increases- very untypical of red state behavior.  But by allowing corporations to continue in their fraudulent ways red states allow great amounts of potential state revenue to be denied, and place the burden of funding on individuals. 

It seems more natural for blue states to incorporate cash-flow tax legislation because of their commitment to funding a wider range of social programs, as well as their willingness to increase taxes (though sometimes reluctant).  These motivating factors are based on their political merits, but there are setbacks in the process of incorporating new legislation to blue states.  Blue states have a mean of 0.173 for bill passage rates in 2003, as opposed to the red state mean of 0.327.  This produces a correlation of 0.001 significance, which is below the absolute value of 2.  Still, this demonstrates that while blue states are more likely to be in favor of a cash-flow tax, they are less likely to pass the new piece of legislation.

Blue states would be more willing to adopt a cash flow tax, mainly on the basis of their political ideology, though red states might become more open to the possibility as time progresses.  Red states strongly disapprove of tax increases, but might revert to an increase in corporate income taxes so as to avoid an increase in personal income taxes.  The cash-flow tax would limit corporate tax evasion and better state’s financial positions, but states must first be united in their attempts monitor corporations.  

A united response to corporate tax evasion is possible due to the similarities that already exist between states.  There is no substantial significance or differentiating correlation between the means of blue/red state’s budget % of total income, or for corporation tax as a % of total tax.  These common traits present equal possibility for cash-flow advocacy because both blue/red are alike in their perceptions towards related state issues.  

Ultimately, “balance” is the key issue among states and their tax problems, and an attempt to meet this goal must be made on both a federal and state level.  Huge corporations have incredible benefits despite their negative effects on the state, and must be allowed to flourish without excessive government regulations.  Tampering with the corporate tax can limit businesses revenue and affect their ability to grow and compete in the free market, an undesirable outcome by all accounts.  However, tax evasion is not a legitimate excuse to get ahead in the business world, nor is it accurate.  The abundance of shelters and off shore banking has increased dramatically over the past fifty years, proving that corporations managed just fine before evasion gained such strong popularity.  A balance between corporate allocations to the state and government leniency is definitely obtainable.  Financial responsibility can become a characteristic found commonly in major corporations if states can be united in holding them accountable for withheld taxes.
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