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CORPORATE INCOME TAX: WE TRIED THE
STICK, HOW ABOUT THE CARROT?

Doron Narotzki* & Tamir Shanan”
ABSTRACT

Due to their ongoing focus on tax planning and continuous efforts to find new tax minimi-
zation strategies, multinational corporations have not been paying their fair share of taxes
for a long time. As a result, the federal government is unable to generate much revenue
through taxes levied on corporations. The government’s response to this problem has
always been the same: introduce new tax laws and regulations, revise old tax laws to close
“loopholes,” and hope that this will solve corporate tax evasion. For decades, this
approach has failed.

This Article examines the history of the corporate income tax in the United States and
the parallel evolution of an industry dedicated to helping corporations avoid those taxes.
This Article finds that the development of this industry has had significant influence on the
federal government’s decisions with respect to how it taxes corporations, usually opting
to adopt anti-abuse, -avoidance rules in an effort to crack down on perceived bad actors.
These policy choices, though, have had little success over the years. Instead, tax revenue
generated from large-scale corporate groups has been modest, and there appears to be a
consensus that these entities don’t pay their fair share.

We propose a different course. Instead of anti-abuse and -avoidance rules, the tax
code should use tax and other economic incentives to encourage entrepreneurs and
corporations to invest in the domestic economy. Economic activity creates positive exter-
nalities in the domestic economy specifically and United States generally.! Congress
should amend the tax code to better allocate the proceeds of these positive externalities
between the Internal Revenue Service, corporations, and stakeholders.

Since the Internal Revenue Code for corporations was enacted in 1909, Congress
has attempted to block abusive tax planning. However, its chosen method—deterrence—
has had little positive impact on the U.S. economy. In many instances, deterrence has
even had a negative impact, encouraging corporations to shutter their U.S. plants and
dismiss hundreds of thousands of American employees in favor of foreign operations.
Such legislative measures have “trapped” billions of dollars overseas by making the
distribution of these profits to U.S. shareholders too costly. Instead, Congress should
adopt tax incentives that balance the positive externalities of economic activity on local
communities with the need to protect small- and medium-sized businesses’ ability to
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compete with the entities that will be most advantaged by these favorable incentives.
This approach would reduce the advantages built-in to existing complex corporate
structures that enable the largest corporations to easily shift revenue and profits to
lower-tax jurisdictions. This approach, however, does not jeopardize recent attempts
to set a global minimum tax aimed at reducing the tax incentive driving corporations to
move operations overseas in search of a lower tax rate. Instead, this Article’s recom-
mendation focuses on rewarding the positive externalities such operations create for
domestic communities.
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INTRODUCTION

On December 3, 1901, President Theodore Roosevelt, in his State of the
Union address to Congress, stated that “[g]reat corporations exist only because
they are created and safeguarded by our institutions, and it is therefore our right
and our duty to see that they work in harmony with these institutions.”? More
than a century later, on October 25, 2021, President Joe Biden opined on Twitter
that “[a]t least 55 corporations in America didn’t pay a single penny in federal
income tax last year. That’s got to change — and my Build Back Better Agenda
will get it done.”

It’s certainly no secret that “corporate America” is at an all-time high, with
record-setting profits, valuations, and accumulated political power.* However,
since World War II, revenue from taxes levied on corporations as a share of the
federal government’s total receipts has declined from almost 40% in 1943 to less
than 15% in 2000.° Likewise, the corporate income tax rate also declined over
this period, from 53% in 1943 to 21%. in 2018.° Despite this sharp decline, the
difference between pre-tax book income reported by corporations to their share-
holders and the taxable income reported by the same corporations to the Internal

2. THEODORE ROOSEVELT, ADDRESSES AND PRESIDENTIAL MESSAGES OF THEODORE
ROOSEVELT 1902-1904 292-98 (G. P. Putnam’s Sons, ed., 1st ed. 1904). While the first part of
Roosevelt’s statement regarding who created corporations is not necessarily accurate, the second part
is undisputable.

3. Joe Biden (@JoeBiden), TWITTER (Oct. 25, 2021, 11:59 AM), https://twitter.com/
JoeBiden/status/1452666011350614020.

4. See Tom Orlik et al., World-Dominating Superstar Firms Get Bigger, Techier, and
More Chinese, BLOOMBERG (May 21,2021, 12:01 AM EDT), https://www.bloomberg.com/graphics/
2021-biggest-global-companies-growth-trends/?leadSource=uverify%20wall.

5. Federal Tax Revenue by Source, 1934 — 2018, TAX FOUND. (Nov. 21, 2013),
https://taxfoundation.org/data/all/federal/federal-tax-revenue-source-1934-2018/.

6.  Historical Federal Corporate Income Tax Rates and Brackets, 1909—-2020, TAX FOUND.
(Aug. 24, 2021), https://taxfoundation.org/data/all/federal/historical-corporate-tax-rates-brackets/.
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Revenue Service (IRS) remains significant, leaving billions of dollars untaxed by
some estimates.” These losses cast doubt on Roosevelt’s hundred-year-old
remarks regarding the corporate tax regime.® Was Roosevelt right that the corpo-
rate tax could push corporations to “work in harmony with [our] institutions”?
This Article seeks to answer these questions, ultimately proposing a new
approach to the relationship between large-scale multinational corporations and
the federal and state governments who seek to tax them.

Take a moment. Think about the computer you are using to read this Article,
your WIFI password, the car you drive, or even the coffee you drink. Now more
than ever before, large corporations are everywhere, and their success often
comes at the expense of local businesses that are unable to compete.® Yet, para-
doxically, the more profitable, powerful, and well-known these corporations
become, the less corporate income tax they’ve likely paid over the years—despite
the taxes levied upon them by the jurisdictions in which they operate.'” In fact,
according to the Institute on Taxation and Economic Policy, at least fifty-five of
the largest corporations in the United States paid no federal corporate income tax
in 2020 despite having reported a high pre-tax book income to their sharehold-
ers.!! Not being a coincidence, it must neither be a mistake. At the very least, it
has not been a one-off.!2

So, first—why does this keep happening?

7. Federal Tax Revenue by Source, 1934-2018, TAX FOUND. (Nov. 21, 2013),
https://taxfoundation.org/federal-tax-revenue-source-1934-2018/.

8. ROOSEVELT, supra note 2.

9.  See Kate Taylor, In 2020, Big Business Got Bigger and Small Business Died. The Vicious
Cycle Won't Stop Until We Take Action, BUS. INSIDER (Jan. 3, 2021, 8:31 AM),
https://www.businessinsider.com/in-2020-big-businesses-got-bigger-small-businesses-died-2020-12.

10.  See Ryan Koronowski et al., These 19 Fortune 100 Companies Paid Next to Nothing—
or Nothing at All—in Taxes in 2021, CTR. FOR AM. PROGRESS (Apr. 26, 2022), https://www.
americanprogress.org/article/these-19-fortune-100-companies-paid-next-to-nothing-or-nothing-at-
all-in-taxes-in-2021/;  Fact Sheet: Corporate Tax Rates, AMS. FOR TAX FAIRNESS,
https://americansfortaxfairness.org/files/1 1-ATF-Corporate-Tax-Rates-fact-sheet.pdf 17 (last visited
Apr. 28, 2023) (“General Electric, Boeing, Verizon and 23 other profitable Fortune 500 firms paid no
federal income taxes from 2008 to 2012,” while “288 big and profitable Fortune 500 corporations
paid an average effective federal tax rate of just 19.4% from 2008 to 2012.”).

11.  Matthew Gardner & Steve Wambhofft, 50 Corporations Paid 30 in Federal Taxes on 2020
Profits, INST. ON TAX’N & ECON. POL’Y. (Apr. 2, 2021), https://itep.org/55-profitable-corporations-
zero-corporate-tax/. Among those corporations are HP, Dish Network, Nike, Penske Automotive
Group, Michaels, and Lincoln National. Koronowski et al., supra note 10.

12.  For example, in 2018 there were ninety-one domestic and large corporations who were
profitable pre-tax and did not pay any corporate income tax in the United States. See Jesse Pound,
These 91 Companies Paid No Federal Taxes in 2018, CNBC (Dec. 17, 2019, 4:36 PM),
https://www.cnbc.com/2019/12/16/these-91-fortune-500-companies-didnt-pay-federal-taxes-in-
2018.html.
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I. CORPORATE INCOME TAX AVOIDANCE

Until the early 1990s, tax specialists’ work largely centered around tax
compliance.'? However, tax planning had been around long before that.!* In fact,
it appears that, in one form or another, tax planning has always arisen where sig-
nificant income was involved. Why is that?

Economists generally sort taxes into one of two categories. First, a tax can
take the form of a direct levy on individuals. In the other category, a tax could be
structured as an indirect levy on consumption.!> Historically, the tax code has
viewed the corporation as little more than a “device” or proxy to tax shareholders.
Accordingly, the corporate income tax itself was seen as a method to tax share-
holders before the corporation distributed its earnings.'® “Tax planning” has long
been an academic debate,!” its success largely dependent on the view that the
corporate tax was focused on the corporation’s shareholders.!® Up until the Eco-
nomic Recovery Tax Act of 1981 (ERTA), the prevailing view among members
of the media and government was that, for the most part, corporations were pay-
ing their “fair share.”"® Their focus instead was on high net worth individuals
who, they seem to have believed, were exploiting “gaps” in the tax code and cre-
ating “tax shelters” in order to avoid paying very much federal income tax at all.?’

By the 1980s, however, “trickle-down economics” had made its way into the
tax code. It appeared first in the ERTA under the guise of generous corporate
income tax breaks?! believed to stimulate the U.S. economy.?? Unfortunately,

13.  Enterprise Risk Mgmt. Initiative Staff, Tax Risk Management: The Evolving Role of Tax
Directors, NC ST. POOLE COLL. OF MGMT. (Dec. 31, 2004), https://erm.ncsu.edu/library/article/tax-
directors-role; see also Michael P. Donohoe et al., Risky Business: The Prosopography of Corporate
Income Tax Planning, 67(4) NAT'L TAX J. 851, 852 (2014).

14.  See generally George Cooper, The Avoidance Dynamic: A Tale of Tax Planning, Tax Ethics,
and Tax Reform, 80 COLUM. L. REV. 1553 (1980).

15.  See generally Gerhard Colm, The Corporation and the Corporate Income Tax in the
American Economy, 44 AM. ECON. REV. 486 (1954).

16.  Id. at 488; see also Reuven S. Avi-Yonah, Corporations, Society, and the State: A Defense
of the Corporate Income Tax, 90 VA. L. REV. 1193 (2004).

17.  See Tax Planning According to Judge Learned Hand, IFC (Jan. 5, 2015), https://www.
ifcreview.com/articles/2015/may/the-big-debate-tax-planning/; see also Can and Should Morality Be
Applied To Corporate Tax Planning?, IFC (Mar. 6, 2013) https://www.ifcreview.com/articles/2013/june
/the-big-debate-can-and-should-morality-be-applied-to-corporate-tax-planning/; Jane McCormick, Tax
Avoidance and Evasion — Six Questions for Debate, KPMG (Jan. 5, 2018) https://respon-
sibletax.kpmg.com/article/tax-avoidance-and-evasion-six-questions-for-debate.

18.  See Avi-Yonah, supra note 16, at 1197.

19.  Donohoe et al., supra note 13, at 853.

20. Id.; see also STAFF OF THE JOINT COMM. ON TAX’N, 98TH CONG., BACKGROUND ON
FEDERAL INCOME TAX COMPLIANCE (Joint Comm. Print 1983).

21.  The bill also introduced an across-the-board 25% cut in marginal individual tax rates. See
Reagan Signs Economic Recovery Tax Act (ERTA), HIST.: THIS DAY HIST. (Oct. 14, 2010),
https://www .history.com/this-day-in-history/reagan-signs-economic-recovery-tax-act-erta.

22.  President Reagan, during his presidential campaign in 1980, argued for what he referred
to as “supply chain economics,” the idea that tax cuts can incentivize productions of goods (supply)
rather than incentivize consumers (demand). Later, in 1981, Representative Jack Kemp, a Republican
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things did not seem to go to plan. An analysis by the Joint Committee on Taxation
in 1983% that reviewed the effective tax rates of different U.S. corporations
across various sectors and industries concluded that a decline in the effective cor-
porate tax rate was a main factor leading to the decline in revenue from taxes
levied on corporations as a percentage of total revenue raised through taxes.?*

Still, the ERTA did more than just slash income tax rates. It also introduced
the Accelerated Cost Recovery System (i.e., accelerated depreciation deductions)
and safe harbor leasing,” essentially permitting corporations to sell their tax
benefits?*—further reducing revenue generated from taxes levied on corporations
to only 6.2% of total revenue generated from taxes in 1983.%” Safe harbor leasing
was repealed just one year later when Congress (rightfully) concluded that it
“enabled some taxpayers to avoid their equitable share of tax.”?® That attention,
in turn, led some public interest groups and researchers to investigate the extent
to which large U.S. corporations had been able to avoid paying taxes while
remaining profitable.?® Citizens for Tax Justice (CTJ), a Washington D.C.-based
think tank and advocacy group, for example, issued an August 1985 report titled
Corporate Taxpayers and Corporate Freeloaders (the Report) and opened it with
the following line:

1984 was a banner year for corporate profits. They were up 26% over 1983, reaching
an all-time high of $286 billion. Their share of national income fell just short of 10%,

of New York, and Senator Bill Roth, a Republican of Delaware, who had long supported the supply
chain economics Reagan campaigned on, were behind the ERTA, which would also be known as the
Kemp-Roth Act. The bill received bipartisan support in Congress and represented a major shift in
federal tax policy.

23.  STAFF OF THE JOINT COMM. ON TAX’N, 98TH CONG., STUDY OF 1982 EFFECTIVE TAX
RATES OF SELECTED LARGE U.S. CORPORATIONS, 10 (U.S. Gov’t Printing Office 1983). See Chester
Pach, Ronald Reagan and Supply-Side Economics, BILL RTS. INST., https://billofrightsinstitute.org/
essays/ronald-reagan-and-supply-side-economics (last visited Apr. 5, 2024).

24.  See STUDY OF 1982 EFFECTIVE TAX RATES, supra note 23. In 1982, the federal govern-
ment receipts from corporate income tax was 8% of the total tax revenues, down from 10.2% in 1981,
and down from 12.5% in 1980. Federal Tax Revenue by Source, 1934-2018, supra note 5.

25.  STAFF OF THE JOINT COMM. ON TAX’N, 97TH CONG., DESCRIPTION OF SAFE HARBOR
LEASING PROVISIONS UNDER THE ACCELERATED COST RECOVERY SYSTEM (Joint. Comm. Print
1981); see also Margaret Riley, Safe Harbor Leasing, 1981 and 1982, IRS, https://www.irs.gov/pub/
irs-s0i/81-82sahale.pdf (last visited Apr. 29, 2023).

26.  See Clyde P. Stickney et al., Income Taxes and Tax-Transfer Leases: General Electric’s
Accounting for a Molotov Cocktail, 58 ACCT. REV. 439, 439-59 (1983). This kind of transaction
allowed profitable corporations to buy tax benefits from nonprofitable corporations, and in exchange
the nonprofitable corporations received money and equipment. See generally id. One corporation who
did that, for example, was General Electric, who paid about $350 million for tax benefits, which
eventually led to a federal income tax refund of almost $100 million. See generally id.

27.  Federal Tax Revenue by Source, 1934-2018, supra note 5.
28.  S.REP.NO. 97-494, at 148 (1982).

29.  See Corporate Taxpayers and Corporate Freeloaders, CITIZENS FOR TAX JUST. (Aug. 11,
1985), https://ctj.org/corporate-taxpayers-and-corporate-freeloaders/.



Winter 2023] Corporate Income Tax 51

the highest level since 1978. Despite this spectacular rebound in profitability, 1984
was yet another banner year for corporate income tax avoidance.3®

The Report later identified fifty major U.S. corporations who paid no federal
income tax between the years 1981 and 19843 —a number remarkably close to
the number of U.S. corporations that did not pay any federal income tax in 2020.%
Even further, the report calculated the effective income tax rates by industry
based on data from 275 major U.S. corporations between the years 1981 and
1984,% concluding that these corporations’ overall effective income tax rate was
15%—far lower than the statutory federal corporate income tax rate, which at the
time was 46%.*

The Report argued at length that meaningful tax reform was needed,® even
directly attacking President Reagan’s “supply side economy” and “trickle-down”
ideas:

The President’s plan, it is now clear, would not only fail to put most tax-avoiding
corporations back on the tax rolls, it would, as the Congressional Budget Office has
concluded, “probably provide a corporate income tax cut over time.” It calls for a
new brand of accelerated depreciation that is even more generous and costly than our
current system. . . . And it would leave intact most of the loopholes which make both
corporate income tax avoidance and upper-income tax shelters possible.>

The suggested reforms would both end corporations’ special credits and
deductions and tax corporations on what they really earn.3” Hence, by 1984, with
a large number of U.S. corporations paying little or no federal income tax despite
reporting huge book income to shareholders, critics began to argue that corpora-
tions were not “paying their fair share.”?

This increasing media criticism and public outcry eventually pushed
Congress to pass the Tax Reform Act of 1986 (TRAS86), the most meaningful and
comprehensive tax reform since World War I1.3° In fact, the TRAS86 struck the
corporate world so hard that that its impact was felt in other countries as

30. Idatl.
31. Id at3.

32.  See Andrea Miller, How Companies like Amazon, Nike and FedEx Avoid Paying Federal
Taxes, CNBC (June 14, 2023), https://www.cnbc.com/2022/04/14/how-companies-like-amazon-
nike-and-fedex-avoid-paying-federal-taxes-.html.

33.  See CITIZENS FOR TAX JUST., supra note 29, at 14.

34.  Historical U.S. Federal Corporate Income Tax Rates & Brackets, 1909-2020, TAX
FOUND. (Aug. 24, 2021), https://taxfoundation.org/historical-corporate-tax-rates-brackets/.

35.  See CITIZENS FOR TAX JUST., supra note 29, at 16—18.
36. Id.at18.
37. Id at19.

38. AlanJ. Auerbach & Joel Slemrod, The Economic Effects of the Tax Reform Act of 1986, 35
J.ECON. LIT. 589, 592 (1997).

39.  Id. at 589.
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corporations adjusted their businesses.*’ One of its most important provisions was
the Corporate Alternative Minimum Tax (AMT), which was enacted to
serve one overriding objective: to ensure that no taxpayer with substantial economic
income can avoid significant tax liability by using exclusions, deductions, and cred-
its. Although these provisions may provide incentives for worthy goals, they become
counterproductive when taxpayers are allowed to use them to avoid virtually all tax
liability.*!
The Joint Committee Report put it more bluntly, stating that “[i]n particular,
Congress concluded that both the perception and the reality of fairness have been
harmed by instances in which corporations paid little or no tax in years when they
reported substantial earnings, and may even have paid substantial dividends, to
shareholders.”*?

The AMT, however, was not a new concept. It had been developed by the
Treasury Department in 1969 in connection with high-income individuals who
nonetheless managed to pay little-to-no federal income tax.** According to the
Joint Committee Report, TRA86 was expected to shift approximately $120 billion
of federal income taxes from individuals to corporations between fiscal years 1987
and 1991.% Today, though, it appears that the TRAS86 failed to get corporations to
pay their fair share, with a 2004 report by the General Accounting Office (GAO)
finding that 61% of corporations reported no tax liabilities between the years
1996 and 2000.4

How could the TRA86 fail? One culprit may lie in the fact that, sometime
during the 1990s, corporations began seeking tax advice not only regarding how
to comply with the complex tax code, but also “[to] enhance shareholder value,”
that is, they sought to increase their earnings per share by minimizing tax

40.  See generally John Whalley, Foreign Responses to US Tax Reform (Univ. Mich. Ross Sch.
Bus. Off. Tax Pol’y Rsch., Working Paper No. 1990-9, 1989). A similar effect happened after the
United States passed the Tax Cuts and Jobs Act in 2017. See Jeff Hoopes, The TCJA Effects Tracker:
What Do We Know About the Effects of the Tax Cuts and Jobs Act?, UNIV. N.C. TAX CTR.,
https://tax kenaninstitute.unc.edu/what-do-we-know-about-the-effects-of-the-tax-cuts-and-jobs-act/
#:~text=First%2C%20the%20TCJA%20caused%20domestic,substantially%20following%20the%2
0law%20change (last visited Jan. 24, 2024).

41.  STAFF OF THE JOINT COMM. ON TAX’N, 100TH CONG., GENERAL EXPLANATION OF THE
TAX REFORM ACT OF 1986 432 (Joint Comm. Print 1987). The Corporate AMT was repealed in the
Tax Cuts and Job Act of 2017; BOWLES RICE LLP, Changes to Alternative Minimum Tax for Corpo-
rations and Individuals, https://www.bowlesrice.com/tax-cuts-and-jobs-act-2018-changes-Alterna-
tive-Minimum.html#:~:text=The%20Tax%20Cuts%20and%20Jobs%20Act%20repealed%20the%
20AMT%200n,have%20for%20any%20tax%20year (last visited Jan. 25, 2024).

42. Id. at433.

43. U.S GOV’T ACCOUNTABILITY OFF., GAO/GGD-95-88, EXPERIENCE WITH THE
CORPORATE ALTERNATIVE MINIMUM TAX, at 20.

44.  See The Alternative Minimum Tax, CONG. BUDGET OFF., (Apr. 15, 2004), https://www.
cbo.gov/sites/default/files/108th-congress-2003-2004/reports/04-15-amt.pdf.

45.  STAFF OF THE JOINT COMM. ON TAX’N, 100TH CONG., supra note 41, at 9.

46. U.S. GOV’T ACCOUNTABILITY OFF., GAO-04-358, COMPARISON OF THE REPORTED TAX
LIABILITIES OF FOREIGN- AND U.S.-CONTROLLED CORPORATIONS, 1996-2000, at 2 (2004).
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liability.*” Many of these strategies were aimed at reducing the corporation’s
effective income tax rate (ETR) by, for example, shifting income earned in high-
tax jurisdictions to low-tax jurisdictions, using “corporate income tax shelters,”
and architecting developments in legal doctrines related to the corporation’s
status as a separate legal entity that could be dealt with at arm’s length.*® Corpo-
rate actors, however, can’t take all of the credit. While corporations adjusted to
the new tax regime, leading law firms and accounting partnerships leveraged their
massive workforces and international connections to develop so-called “Tax
Innovations Center[s].”*

It was common practice among the leading law and accounting firms of the
1990s and 2000s to accrue tax benefits to their corporate clients by creating
“tax shelters.”*° The Internal Revenue Service (IRS) was, for its part, mostly pow-
erless to intervene. Even where the agency identified abuses sufficient to warrant
the expenditure of its limited resources on audits and litigation,’! corporate tax-
payers (or, rather, non-taxpayers), buoyed by the ever-lenient economic sub-
stance doctrine, °? faced little difficulty in convincing the courts that they had
followed the letter of the law. Even firms whose practices were at the very margin
of permissibility managed to escape liability, persuading the judiciary that, if the
government thought that their practices were particularly problematic, it was up
to Congress to change the law accordingly.> As the Court of Federal Claims put
it, “where a taxpayer has satisfied all statutory requirements established by
Congress . . . the use of the ‘economic substance’ doctrine to trump ‘mere com-
pliance with the Code” would violate the separation of powers.”>*

The failure of the IRS’s enforcement efforts had predictable effects on the play-
ers involved. Finding that their litigation positions would receive little pushback
from the judiciary, corporate taxpayers found that these types of tax planning

47. Donohoe et al., supra note 13, at 856.

48. See generally Joseph L. Andrus & Richard S. Collier, Transfer Pricing and the
Arm’s-Length Principle After the Pillars, TAX NOTES (Jan. 31, 2022), https://www.taxnotes.com/spe-
cial-reports/base-erosion-and-profit-shifting-beps/transfer-pricing-and-arms-length-principle-after-
pillars/2022/01/28/7d40m.

49. KPMG’s “Tax Innovation Center,” for example, was an entire department whose sole
mission was to design and promote different tax products. S. Rep. No. 109-54, at 13 (2005).

50. “Tax shelters” are arrangements structured to create an operating loss, deductible business
expense, or reduction in the corporation’s gross income. The label often carries the negative inference
that the underlying arrangement lacks economic substance or was entered into purely or primarily due
to the desire to manufacture a tax advantage. Marvin A. Chirelstein & Lawrence A. Zelenak, Tax
Shelters and the Search for a Silver Bullet, 105 COLUM. L. REV. 1939, 1939 (2005).

51.  See, e.g., 2022 Annual Report to Congress, TAXPAYER ADVOC. SERV. 26 (2022),
https://www.taxpayeradvocate.irs.gov/wp-content/uploads/2023/01/ARC22_MSP.pdf.  (discussing
challenges taxpayers face due to the IRS’ lack of resources).

52.  See Chirelstein & Zelenak, supra note 50 at 1946.
53.  Id. at 1940.

54.  Coltec Indus., Inc. v. United States, No. 01-672T, slip op, at 55 (Fed. CL. filed Oct. 29,
2004).
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strategies carried very little risk.>®> The government, for its part, found itself in an
increasingly complex game of Whac-A-Mole: amending the tax code in in order to
close loopholes. As a result, the IRC and its regulations became longer, more
complicated and, in certain cases, contradictory or ambiguous. Consequently, tax
planners were able to overcome such legislative measures with ease.>

Unamused, Congress finally introduced comprehensive legislation to fore-
stall the abusive practices. Passed between 2003 and 2004, The Abusive Tax
Shelter Shutdown and Taxpayer Accountability Act of 2003,%7 Tax Shelter Pro-
moter Liability Act of 2004, and The American Jobs Creation Act of 2004
created new disclosure requirements and enhanced penalties for using and/or fail-
ing to report arrangements which, in Congress’s judgment, abused the tax
system.®® In response to academic research, Congress pushed further, aiming to
tackle the tax shelters by codifying an enhanced economic substance doctrine.®!
At the time, however,% The logic behind the codification of this judicial doc-
trine® was to try and provide more room for the IRS and the courts to push down
formal structures that had limited economic substance and to take away taxpay-
ers’ ability to simply get away with merely complying with the letter of the law.%
However, Congress chose to leave the decision whether to apply it or not to the
courts by adding Code Section 7701(0)(5)(C) which states “[t]he determination
of whether the economic substance doctrine is relevant to a transaction shall be
made in the same manner as if this subsection had never been enacted.”®

55.  See David Elkins, Embracing Tax Avoidance 46 (Nov. 27, 2022) (preliminary draft)
(“When the law effectively incentivizes taxpayers to adopt certain patterns of behavior, it is naive to
expect that they will refrain from doing so.”) (available at https://papers.ssrn.com/sol3/papers.
cfm?abstract_id=4287175).

56. See, e.g., Herbert N. Beller, Section 355 Revisited: Time for a Major Overhaul?, 72 TAX
LAw. 131 (2018) (discussing the legislative history of Code Section 355, and specifically 355(d) and (e)).

57.  H.R. 1555, 108" Cong. (2003).

58.  H.R.4351, 108" Cong. (2004).

59.  American Jobs Creation Act of 2004, Pub. L. No. 108-357, 118 Stat. 1418 (2004).

60. Press Release, U.S. Dep’t. Treasury, April 15th Tax Day Reminder: Treasury & IRS Con-
tinue to Crackdown on Abusive Tax Shelters (Apr. 9, 2004) (available at https://home.treasury.gov/
news/press-releases/js1314).

61. See Ellen P. Aprill, Tax Shelters, Tax Law, and Morality: Codifying Judicial Doctrines,
54 SMU L. REV. 9, 34 (2001); Martin J. McMahon Jr., Beyond a GAAR: Retrofitting the Code to Rein
in 21" Century Tax Shelters, 98 TAX NOTES 1721, 1734-37 (2003). The contemporaneous effort to
codify an enhanced economic substance doctrine died in the House of Representatives, although it
would be finally enacted in 2010 as Section 7701(0) in Section 1409 of the Health Care and Education
Reconciliation Act of 2010.

62. Health Care and Education Reconciliation Act of 2010, Pub. L. No. 111-152, § 1409, 124
Stat. 1029, 1067-70 (2010).

63.  SeelR.C.§ 7701(0)(5)(A) (“The term ‘economic substance doctrine’ means the common
law doctrine under which tax benefits under subtitle A with respect to a transaction are not allowable
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Tax Shelters, 98 TAX NOTES 1721, 1723-24 (2003).
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In essence, the economic substance doctrine is just another attempt to imple-
ment into tax law the long-standing principle of “substance over form” when
analyzing transactions, which goes back to the early days of the federal income
tax system® and eventually became somewhat of a guiding principle for testing
every transaction.®” The idea behind incorporating an anti-avoidance principle
was that—unlike detailed standards that close specific loopholes successfully but
fail to achieve the same impact on new planning strategies—the codification of
an anti-avoidance principle such as the economic substance doctrine may be
applicable to various planning strategies and may prevent what Congress felt
were attempts for tax evasions by allowing the IRS and the courts to ignore cer-
tain transactions and to disallow certain tax benefits from taxpayers even though
they were in compliance with the black letter law.%® However, as Congress passed
these provisions and others-mostly designed to better identify tax shelters,® or
in other cases penalize taxpayers who engage in the shelters or perhaps design
them—""the result is often times similar to putting a bandage on a broken bone.

This tax-shelter saga grants a glimpse of the tax system’s modus operandum:
corporations, law firms, and accounting firms find ways to avoid paying federal
income tax and, after the IRS identifies the private actors’ abusive strategy, the
Treasury Department issues new regulations or asks Congress to amend the
applicable code sections. Far from shutting down “innovations” in the tax product
industry, the cycle instead ends by adding more nuance to an already complicated
tax code—ultimately increasing the costs associated with both compliance and
enforcement.

A. The Corporate Income Tax Avoidance Industry

Why do corporations, law firms, and accounting firms keep focusing on find-
ing loopholes in the tax code? The main reason, of course, is to sell their services
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1913, to refrain from taxing that which, in mere form only, bore the appearance of income accruing
after that date, while in truth and in substance it accrued before; and upon the fact that the Central
Pacific and the Southern Pacific were in substance identical because of the complete ownership and
control which the latter possessed over the former, as stockholder and in other capacities.”).

67. See, e.g., Estate of H. H. Weinert v. Comm’r of Internal Revenue, 294 F.2d 750, 755
(5th Cir. 1961) (“The principle of looking through form to substance is no schoolboy’s rule; it is the
cornerstone of sound taxation, especially of oil and gas transactions which do not fit snugly into com-
mon law conveyancing forms. ‘Tax law deals in economic realities, not legal abstractions.’ . . . Resort
to substance is not a right reserved for the Commissioner’s exclusive benefit, to use or not to use —
depending on the amount of the tax to be realized. The taxpayer too has a right to assert the priority
of substance—at least in a case where his tax reporting and actions show an honest and consistent
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to clients who want to pay less in taxes. At some point in the 1990s it became
apparent to law firms and accounting firms that there was a lot of business in
selling tax minimization strategies to corporations.”! Most such strategies involved
sophisticated hybrid financial instruments, trust entities, foreign affiliates embed-
ded in complex corporate structures, arbitrage, and the like.”” One contemporary
indication of the industry’s prevalence came in 1999 when representatives of the
American Bar Association testified before the House Ways and Means
Committee. These representatives asserted that they were becoming increasingly
“alarm[ed] [by] the aggressive use by large corporate income taxpayers of tax
‘products’ that have little or no purpose other than the reduction of Federal income
taxes,” and separately signaled the organization’s disapproval of, in the represent-
atives’ words, the “blatant, yet secretive marketing” of tax products.”

Notwithstanding this reproach, tax professionals brought in (and bring in)
significant profits from marketing tax minimization strategies. KPMG, one of the
largest global accounting firms,”* for example, earned approximately $53 million
from selling a single tax minimization strategy to 186 individuals.” These firms’
ability to sell these services to clients often depends on their ability to demon-
strate “added value,” that is, their ability to show that the client will pay less tax.”®
Sometimes, the legal and accounting firms find themselves exposed to liability
for their efforts in engineering and marketing these tax products to corporate tax-
payers.”” Perhaps of more concern is the phenomenon whereby leading experts
leave their firms for a position with a government agency responsible for super-
vising the industry, only to return to private practice a few years later.”®
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75.  TANINA ROSTAIN, LEGAL ETHICS: LAW STORIES: TRAVAILS IN TAX: KPMG AND THE
TAX-SHELTER CONTROVERSY 101 (Deborah L. Rhode & David J. Luban eds., 1 ed. 2006).

76. See Tanina Rostain, Sheltering Lawyers: The Organized Tax Bar and the Tax Shelter
Industry 23 (N.Y.L. SCH., RSCH. PAPER SERIES 04/05 # 20, 2005).
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New Research Says, TAX JUST. NETWORK (Nov. 13, 2017), https://taxjustice.net/2017/11/13/big-
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Extensive bipartisan congressional investigations” into Enron’s 2001 col-
lapse® offer unique insight into the attitude of American corporate executives
with respect to corporate tax planning. Of particular significance here, the Enron
scandal also precipitated the collapse of Arthur Andersen, a member of one of
the five largest accounting firms in the world known colloquially (at the time) as
the “Big Five.” Andersen, Enron’s auditor, is widely considered to have facili-
tated Enron’s fraudulent accounting, but congressional investigations also uncov-
ered the firm’s efforts to structure and implement illegal corporate tax shelters on
the corporation’s behalf.®' An investigation by the Joint Committee on Taxation,
for example, produced thousands of pages detailing Enron’s tax practices.®? Over
four of the Enron’s last five years, for example, it formed 3,500 domestic and
offshore entities,® with 441 in the Cayman Islands alone,’* as well as dozens of
abusive tax shelters in its efforts to dodge its tax obligations despite reporting
billions of dollars in profits to its shareholders.?®> Somewhat surprisingly, Enron
continued to generate tax losses even after the company’s poor economic condi-
tion made it unlikely that they could ever be used.®¢

Subsequent work has demonstrated that the corporate attitudes which engen-
dered these practices hasn’t been unique to Enron. In 2015, for example, Gabriel
Zucman found that approximately 55% of the foreign profits of U.S. corporations
were “parked” outside the United States—mostly in “tax havens”®’—in order to
avoid U.S. federal (and state) income taxes. Similarly, the Tax Justice Network®?
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has estimated that corporations move about 25% of U.S. corporate profits into
jurisdictions where they do not have any real economic activity.® The Tax Justice
Network estimated that this practice alone has led to a $130 billion reduction in
federal revenue.”

Perhaps the biggest participants in the tax product industry are the (now) “Big
Four,” the international accounting firms Deloitte, PwC, EY, and KPMG. By
some estimates, profit shifting by global corporations leads to an annual tax rev-
enue loss of $500 billion globally.’! It is perhaps unsurprising, then, that, in 2021
alone, corporations were willing to pay approximately $38 billion®? to the Big
Four accounting firms’ tax services segments. One can only estimate that the
amounts paid to tax jurists and bankers to maintain complex corporate structures
could have easily been better used if paid in the form of corporate income taxes.

Major document leaks like the “Paradise Papers™ and the “LuxLeaks”**
have shed light on the Big Four’s significant role in planning and implementing
corporate tax minimization strategies. Those leaks also made it clear that corpo-
rations which made use of a Big Four accounting firm’s services tax havens more
frequently and in a more significant way than corporations that did not use the
firms® services.”” Thus, it appears that corporations seek the services of a Big
Four accounting firm in order to minimize their federal income tax liability. Per-
haps accordingly, one senior tax partner at KPMG instructed team members to
ignore federal tax disclosure requirements in order to obstruct the IRS’s efforts
to identify its use of certain tax minimization strategies, expressing his attitude
that, even if the IRS were able to uncover the arrangements, any resulting penal-
ties would be the “cost of doing business.”

This is by no means a uniquely American problem. Tax minimization is a
global issue that can only be resolved through international cooperation. In 2009,
for example, tax authorities in the United Kingdom identified EY as “probably
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the most aggressive, creative, abusive provider” of tax minimization strategies.®’
The country’s courts, meanwhile, have ruled that PwC engaged in a “circular,
self-cancelling scheme designed with no purpose other than to avoid tax.”?
Big law firms also play a significant role in the tax product “industry.
The Pandora Papers,'” for example, revealed that the firm Baker McKenzie
advised several major U.S. corporations on different tax minimization strategies
and assisted with their implementation, including Nike’s Dutch tax shelter'?! and
Facebook’s Irish tax structure.!®? Through this latter arrangement, Facebook was
able to route billions of dollars outside of the U.S., far from the reach of the IRS.!%?
Overall, multinational corporations are more sensitive to changes in their
effective corporate income tax rates than they are to the concerns of the commu-
nities and countries in which they operate.!® It appears that, for many global
corporations, the logic is simple. As long as gains can be made through tax min-
imization strategies, corporations are willing to pay accounting and law firms to
plan and implement those strategies. That being the case, it further appears that
governments have three available avenues of response. First, and most obviously,
governments can amend their tax codes to close loopholes and create new meth-
ods of taxing corporations. Alternatively, as some well-respected scholars have
argued, governments could abolish the corporate income tax entirely.!% Finally,
governments can offer incentivizes to global corporations that pay corporate
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income taxes and/or that avoid employing aggressive and questionable tax mini-
mization strategies.

As discussed above, Congress and the Treasury have attempted for decades
to amend the tax code in its efforts to close loopholes and create new methods of
taxing corporations.! This strategy, however, has proven to be highly ineffec-
tive.!"7 Instead, the current corporate income tax law fails to achieve its main
goal—i.e., raising tax revenue. In 2019, for example, the overall revenue
generated from the federal corporate income tax was approximately $230
billion—Iess than 7% of the total revenue generated from the federal income tax,
which had been $3.4 trillion.!®® Aside from its failure to raise revenue, congres-
sional efforts to forestall tax avoidance strategies have resulted in a more compli-
cated, more costly, and more inefficient corporate income tax regime.'” Thus, it
is time to seriously consider the alternative—using the tax code to incentivize,
control, and regulate global corporations.

As for getting rid of the corporate income tax altogether, although at least
some scholars feel it is possible that a future president may argue that we should
abolish the corporate income tax,''? it still seems very unlikely, especially in an
era where the public is growing more and more upset about corporations who
avoid paying their fair share of taxes.!!!

II. How IS IT POSSIBLE (THAT EASY)? THEORIES OF THE CORPORATE FORM

Though the corporate form dates back to the Roman empire,''? it had to
undergo several transformations in order to become what it is today.'!* Three
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theories, however, remained relevant throughout the evolution of the corporate
form: (1) the aggregate theory, (2) the artificial entity theory, and (3) the real
entity theory.!'4

According to the aggregate theory, a corporate income tax is viewed as an
indirect way to tax the corporation’s shareholders.''> Because a corporation is
treated as a separate legal entity from its shareholder owners, corporate share-
holders will be able to defer income taxation on their allocable earnings by
directing their operations to corporate vehicles unless income is taxed as it’s
earned by the corporation. Otherwise, the shareholders’ earnings would remain
untaxed unless and until the corporation authorized a distribution, paid its share-
holders for managerial or other services (including servicing corporate debts that
these shareholders granted), liquidated, or until the shareholders sold their shares.
Importantly, a shareholder could avoid taxation on her built-in gains altogether
by passing the corporation’s stock on to her heirs.!'!®

Some proponents of the aggregate theory also argue that it is less costly to
administrate, alleging that it is easier to collect tax from corporations than share-
holders.!'” Although this may be true for a publicly traded corporation, it is
certainly not the case for closely-held corporations.!'® To the contrary, most
closely-held companies are chartered as S-Corporations or Limited Liability
Companies (LLCs), which are treated as pass-through entities, meaning their
earnings are taxed entirely at the owner level. Some scholars have further argued
that all closely held corporations should be treated this way for tax purposes.'®

The artificial entity theory conceives of the corporate form as a privilege
granted by the state that, among other things, shields the corporation’s sharehold-
ers with limited liability. Accordingly, under this theory, the corporate income
tax is thought of as a “payment” that the corporation makes in return for the
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benefits granted to its shareholders.'?® This theory, however, fails to account for
several developments in business organizations law over the past several decades.
For example, if the same shareholders who chose the corporate form opted
instead for an unincorporated entity like a limited liability company, limited part-
nership, or limited liability partnership, they would receive the same
limited liability without the entity having to make an analogous “payment.”!?!
The artificial entity theory, though, fails to address this phenomenon.

Finally, the real entity theory views the corporation as a “real” entity, mean-
ing that it exists separately from not only its owners but also the state.'??> Under
this view, the corporation is a being with real characteristics and features that
cannot be found in individuals.'?* While this proposition may seem obvious when
viewed against the backdrop of the modern “global” corporation, which is so
profitable, powerful, multinational, and well-known that it can be (or behave like)
a simultaneous citizen of multiple nations, the theory’s underpinnings date back
to as early as 1911 when Arthur Machen wrote the following:

A corporation is an entity — not imaginary or fictious, but real, not artificial but
natural. Its existence is as real as that of an army or of the Church. This is the element

of truth in the reality theory of corporate personality . . . a corporation is a real and
natural entity, recognized but not created by the law.'?*

This seems to have never been truer than it is today, when global corporations
routinely act like entities separate from their shareholders and even the state and,
in most day-to-day affairs, are accountable only to their own directors and offic-
ers.!? Currently, management routinely makes decisions for the benefit of the
corporation'?® but not apparently for the direct or immediate benefit of its share-
holders.'?’

This Article relies on the real entity theory since it is the most specific with
respect to the state’s relationship to the entities that are the focus of this Article—
namely, large-scale multinational corporations. However, because the corporate
income tax of 1909 was seen, for the most part, as a tool to regulate and control
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VAND. L. REV. 1055, 1098-1100 (2000).
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24 HARV. L. REV. 347 (1910-11).
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the corporations dominating society at the turn of the twentieth century!?® it seems
reasonable to consider a return to the corporate income tax’s origins not only to
remedy the current system’s failure to raise significant revenue but also to regu-
late and control corporate activity.'? In the words of President Taft’s 1909 mes-
sage to Congress:'3°

Another merit of this tax is the federal supervision which must be exercised in order
to make the law effective over the annual accounts and business transactions of all
corporations... If now, by a perfectly legitimate and effective system of taxation we
are incidentally able to possess the Government and the stockholders and the public
of the knowledge of the real business transactions and the gains and profits of every
corporation in the country, we have made along [sic] step toward that supervisory
control of corporations which may prevent a further abuse of power.

III. THE CARROT

Amazon founder Jeff Bezos, one of the richest people in the world, has
pledged to donate $2 billion in funding to help restore the environment and trans-
form food systems.!3! The funding, which will come out of Bezos’ private funds,
is part of his $10 billion commitment to fight climate change.!3? Bezos is not
alone in his philanthropy. According to the Chronicle of Philanthropy, the fifty
largest private donors gave approximately $25 billion to charity in 2020 alone.'*?
While these individuals clearly want to make the world a better place, their phi-
lanthropy also confers significant personal tax benefits and a healthy dose of pos-
itive publicity.'* In other words, it’s a win-win. There is no reason, however,
why this “carrot” should be limited to private philanthropy. Instead, the corporate
income tax regime should leverage these lessons toward a tax code that incentiv-
izes corporations to hire more employees, pay higher salaries, invest in new fac-
tories, conduct cutting-edge research and development, and otherwise contribute
to the economy and their own communities.
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A. What Should the Carrot Look Like?

For some time now, different countries have been considering meaningful
changes to the fundamental rules of international income taxation in response to
the growing use of tax havens by global corporations. In October 2021, for
example, 136 countries signed a historic agreement!* outlining two major initi-
atives, Pillar 1, which focuses on how and where big corporations will pay cor-
porate income tax, and Pillar 2, which proposes a global minimum corporate
income tax.'3¢

In general, Pillar 1 regulates the taxation of entities with income that meets
the characteristics of the classification, “Amount A.”'*7 Specifically, the
initiative applies to corporations with more than €20 billion in revenue and a
profit margin that exceeds 10%.!%8 Under Pillar 1, a corporation that meets the
criteria of “Amount A” is subject to taxation on a percentage of its profits in
jurisdictions where it in fact has sales.'3° Additionally, it would be subject to
taxation on 25% of its profits in excess of 10% of its profit margin.!*’ According
to the initiative, the Amount A threshold of €20 billion may drop to €10 billion
after seven years.'¥!

Pillar 2 is often referred to as the “global minimum corporate income tax.”
The initiative includes two primary rules'#? that apply to corporations with more
than €750 million in annual revenue.'* The initiative’s main import, however, is
that the 136 participating countries agreed to set a minimum effective corporate
income tax rate at 15%.!* Given that, as of the time that this Article is being
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written, the U.S. corporate income tax rate is a flat 21%'* with a Corporate
Alternative Minimum Tax (“CAMT”) rate of 15%,!4¢ it seems that conditions in
the international tax environment are favorable enough to afford Congress the
latitude to shift its focus from “tax havens” and “tax shelters” to tax incentives.

In other words, the global minimum corporate income tax should reduce the
profitability of sophisticated, risk-bearing, and expensive tax planning such that
corporations will comply with the lower corporate income tax rate without
engaging in tax avoidance and engendering all the complications it entails. The
current corporate tax regime fails to address the problem posed by powerful mul-
tinational corporations who can easily dodge the tax by shifting profits to lower
tax jurisdictions, financing, and strategically expensing research and develop-
ment.'*’ By shifting the tax code’s intellectual underpinnings from the aggregate
theory back to the real entity theory, however, the tax regime can better replicate
the win-win scenario exemplified by Bezos’s private philanthropy. Transplanting
that mindset to the tax code will require offering tax benefits to corporations in
return for hiring more employees, paying higher salaries, reducing environmental
impact, and a host of other public benefits.

B. Implementing the Carrot

The “carrot” proposal quickly runs into the quandary that, while income taxes
on businesses raise tax revenue, they also discourage business activity.'*® As a
consequence, meaningful tax reform is particularly susceptible to the shortcom-
ings of the political process.'*

Important lessons, therefore, can be learned from evaluating the history of
TRA86—the most significant tax legislation since World War II—in order to
identify how it was introduced, passed, and codified. As a result of tax shelters
and the large number of corporations who were able to avoid paying any federal
income tax at all, Americans’ confidence in the income tax system was low at the
time TRA86 was introduced.'™ In particular, the fact that middle-class income

145.  See Garrett Watson, Combined Federal and State Corporate Income Tax Rates 2022, TAX
FOUND. (Sep. 27, 2022), https://taxfoundation.org/combined-federal-state-corporate-tax-rates-2022/#
~:text=Corporations%20in%20the%20United%20States, 1 1.5%20percent%20in%20New%20Jersey.

146.  See Steve Wambhoff, Unfinished Tax Reform: Corporate Minimum Taxes, INST. ON TAX’N
& ECON. POL’Y (Oct. 4, 2022), https://itep.org/unfinished-tax-reform-corporate-minimum-taxes/.

147.  Avi-Yonah, supra note 108.

148.  See James R. Hines, Business Tax Burdens and Tax Reform, BROOKINGS PAPERS ON
ECON. ACTIVITY 1 (2017), https://www.brookings.edu/wp-content/uploads/2017/09/5d_hines.pdf.

149.  See generally Charles E. McLure, Jr., & George R. Zodrow, Treasury I and the Tax
Reform Act of 1986. The Economics and Politics of Tax Reform, 1 J. ECON. PERSP. 37, 37-58 (1987)
(discussing various tax policy ideas and their political feasibility in a review of the lead-up to the Tax
Reform Act of 1986).

150.  See Julia Kagan, Tax Reform Act of 1986 Overview and History, INVESTOPEDIA (Sept.
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taxpayers were subject to a higher effective tax rate than were large corporations
and high net-worth individuals created strong feelings of resentment.!!' In addi-
tion, the tax code’s complexity left many taxpayers feeling that the system was
almost rigged against them.'>? Accordingly, TRA86 was marketed as a way to fix
the system, making it fairer, simpler, and more efficient.'>3 Notably, these reasons
are equally relevant today. But, whereas the TRA86 targeted contemporary symp-
toms of the tax code’s failures, here reform must target the causes by crafting
incentives to increase the attractiveness of wealth redistribution, domestic job
creation, economic growth, and environmental sustainability and protection.

To that end, the corporate tax code should incorporate income tax benefits in
the form of, for example, reduced rates at the corporate and/or shareholder
level(s), accelerated deductions, or flex limitations (e.g., better strategizing when,
how, and what expenses can be deducted, losses can be offset, and the like). Most
importantly, when shaping the tax policies that are applied to a corporation and
its shareholders, the tax code should consider the company’s contributions to the
U.S. economy. When calculating the size of those contributions, the code should
look at the size of the corporation’s investment—since, to some extent, it reflects
the risk taken on by investors—as well as how the investment is financed—
including, for example, the extent to which the local tax base is eroded as a result
of extensive debt financing. Distinctions can be drawn to benefit corporations
engaged in, for example, the innovative (and probably riskier) technological
industry over corporations engaged in other industries, or vice-versa, depending
on what investments and activities most benefit domestic or local infrastructure,
workforces, and financiers; whether the capital is directed at the corporate level
or at the shareholder level; and whether profits from the investment are reinvested
in the local economy, reinvested overseas, or distributed to local or non-local
shareholders.

Obviously, this is not a closed list of considerations. It should be apparent,
however, that each shares a common feature in that they are motivated by the
objective to maximize the degree of contribution by corporate investments in the
domestic economy’s development and growth. Thus, for example, the tax
code could similarly operationalize incentives that promote environmental
sustainability and protection; reward upward departures from minimum wage;
close gaps in pay based on gender or race; or even reign in management
compensation.

Perhaps more controversially, the tax code could also adopt “compensation”
mechanisms that reward a corporation and/or its shareholders for engaging in
qualifying activities. Such mechanisms would grant a full or partial reprieve from
tax on the return from a qualifying investment adjusted with respect to the amount
invested. This feature, however, must be treated with care and accompanied by
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mechanisms ensuring full transparency to investors and the public such that the
proliferation of qualifying criteria will not create an overly complex model that
would offer a broad cushion for tax planning on the one hand and generate high
reporting and enforcement costs on the other.

This model is an extension of Pigouvian tax policy."** Arthur Pigou was
among the first economists’ philosophers to introduce the idea that the costs and
benefits of welfare externalities (negative and positive) can be corrected through
the levy of specific taxes.!>> These taxes—also referred as “Pigouvian taxes,”
“sin taxes,” or “corrective taxes”—have seen the most use in the health and envi-
ronmental contexts in the form of taxes levied to correct undesirable or inefficient
illness, waste, or pollution or to otherwise correct a perceived market failure.!>
Generally, Pigouvian taxes are incurred upon consumption of goods and products
perceived to be undesirable pursuant to the rationale that increasing the market
price of these goods will have a chilling effect on consumption while also covering
the costs of negative externalities imposed on society by the consumption of these
g00ds.'*” Empirical work conducted on the effectiveness of these taxes, however,
shows that, at least with respect to products, Pigouvian taxes fail to affect
demand—possibly because the products are addictive or because there is no good
alternative or substitute—and thus any reduction in consumption is often insignif-
icant. Yet, such taxes do successfully cause the taxed party to internalize the costs
associated with the undesirable conduct and potentially generate entry barriers to
those who would otherwise have entered the market for the taxed product.'3

This proposal takes the concept of Pigouvian taxes a step further by structuring
the corporate tax regime around rewarding the creation of positive externalities,
rather than simply penalizing those who engage in activities that are considered
harmful.'>® Accordingly, incorporating such corrective taxes must be justified by the
following criteria. First, the legislators must determine that a given objective is one
that, as a result of market or other systemic failures, cannot be achieved without
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offering a tax incentive. Second, it should be possible to calculate the value of the
positive externality generated by the activity such that the size of the tax incentive
can be rationalized. Alternatively, it should be possible to calculate the cost of
the negative externality incurred from the activity such that the size of the tax penalty
can be rationalized. Third, the incentive should be initially offered on a temporary
basis following which a government agency can evaluate the necessity, efficacy, and
impact of the measure. The preliminary period, however, must be sufficiently long
and definite such that a taxpayer could conduct a cost-benefit analysis and rely on
the promise of the tax benefit in structuring its conduct. Fourth, the incentive should
be limited by the total amount of tax revenue spared or tax subsidy granted and,
importantly, with regard for the manner in which it is allocated among the different
players. Finally, the tax benefit should correspond to the amount invested and the
risk inherent in the corporation’s investment (for example, an investment in
researching and developing innovative processes could be rewarded more or less
than an investment in real estate). In no case, however, should the tax benefit
jeopardize the minimum 15% effective tax rate.

For example, the United States has increased funding for research and devel-
opment.'®° Rather than just funding research and development, however, the United
States could incentivize domestic corporations to focus even more on innovation
by amending the definition of “industrial company”'¢! to include certain innovative
activities. While offering “subsidization” or incentives to certain corporations
undoubtedly entails some impact on market competition, large corporations in the
U.S. market already enjoy an advantage over other corporations because they have
more resources to invest in tax planning. Thus, any critique should instead focus on
whether the subsidy is able to accomplish its purpose—namely, incentivizing cor-
porations to shift their efforts from tax planning to investment in the domestic econ-
omy in order to foster economic growth and international competition. Thus, laws
that offer subsidies or incentives to certain corporations must do so to the extent
they motivate the recipient to focus on long term investment, sustainable business
practices, and higher pay for employees.

The factors relevant to determining whether (and to what extent) an incentive is
warranted reveal that the system could be thought of as a true form of trickle-down
economics. For instance, allowing a U.S. multinational corporation with an annual
ETR of around 20%, such as Sherwin Williams,'®? to pay a 15% corporate income
tax rate on the condition that it pays non-management employees twice the minimum
wage, employs a certain number of individuals in the United States, and domesti-
cally manufactures a certain percentage of its inventory reallocates money from tax
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planning and cost-cutting to the company’s employees and the communities in
which it operates. Further, adopting tax policy that promotes saving and investment
stimulates economic growth by incentivizing corporations to participate in the
element most fundamental to creating economic growth—capital investment.'%3

One real-world precursor to this approach can be found in India’s Companies
Act 2013 (“Companies Act”) that mandates corporate social responsibility.
Although the “carrot,” differs in many ways from India’s approach,'%* comparison
is still useful because the two approaches share a common purpose: spurring social
and economic growth and progress.'® The Companies Act, for example, incentiv-
izes corporate behaviors and business activities that ensure and promote environ-
mental sustainability and ecological balance, foster education (including special
education), and contribute to a state fund earmarked for social and economic devel-
opment and relief.'®® No matter what activities are identified, however, the under-
lying logic is that, as the incentive to engage in domestic economic activity becomes
larger, the loss of tax revenue becomes smaller.!®’” Thus, if the new tax policy
introduces strong incentives to invest in domestic activity—hiring more domestic
employees, paying higher salaries, and reducing environmental impact—then
economic growth will remain positive, and corporations will have fewer incentives
to devote resources to tax avoidance. Further, publicizing the corporations that take
advantage of these tax incentives and the benefits to local communities and the
national economy produced by the subsidized activities may pressure other leading
players to follow suit.

Another key to the “carrot” lies in significantly strengthening the “stick,” that
is, tightening the current corporate income tax. While the Tax Cuts and Jobs Act
of 2017, for example, repealed the corporate AMT (“CAMT”) discussed
earlier,'®® calls for its revival have already been forthcoming.'® This comes as no
surprise since a 15% effective corporate income tax imposed on the roughly
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200 corporations with book income of over $1 billion over the preceding three
years would have produced $90 billion in tax revenue.'’’ Combining the “carrot”
with a revived CAMT, offers those 200 corporations a way to achieve the mini-
mum effective tax rate without expensive tax planning, thus incentivizing them
to choose the route that not only benefits their bottom line but also the domestic
economy. This combination, however, will only be effective if the corporate in-
come tax laws are enforced. It seems that after years of Congress declining to
invest in tax enforcement,!”! however, the U.S. has recently begun to shift its
approach, investing in the IRS’s ability to enforce the tax code, especially with
respect to abusive tax deals and schemes.!”> Publishing information related to
such enforcement efforts could also incentivize corporations to favor investing in
incentivized activities over tax planning.

IV. RED HERRING: UNLAWFUL TAX DISCRIMINATION

Under what circumstances would the proposed policy constitute unlawful tax
discrimination? Although what constitutes “tax discrimination” is far from clear,
courts and academics have pointed to the requirement of “competitive neutrality”
or “economic efficiency” with regard to tax policies reaching both domestically
and across borders.!”* Although the objection that a policy is discriminatory is
often justified with reference to notions of equality or neutrality (as, almost
250 years ago, Adam Smith described as one of the “four canons of taxation”)'7*
providing preferential treatment through the income tax laws—as noted by
Professor Douglass A. Kahn—differs little from direct payments, which don’t
necessarily violate neutrality or constitute an unideal income tax system.'”>
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Therefore, with respect to the domestic context, the question should not turn
on whether policymakers may implement preferential tax treatment, but rather on
when incorporating such a provision in the tax code becomes justified, and how
policymakers can ensure that it isn’t discriminatory? In any case, offering a tax
benefit should constitute neither tax discrimination per se nor necessarily abusive
policy, especially where, as we propose here, the policy aims at encouraging
domestic corporate investment.

Even if crafting nondiscriminatory legislation to incentivize domestic invest-
ment were more tricky in the international context (when also considering the
strictures of, for example, legislative or treaty undertaking), resolving the issue
becomes simple where, as here, the proposed legislation draws no distinction be-
tween inbound and outbound investments or domestic and foreign
investors.!”® When a state offers preferential tax treatment to any investor in order
to encourage domestic investment and to accrue the benefits such activities offer
to its economy, the tax policy is decidedly nondiscriminatory.

A tax policy would certainly be nondiscriminatory and nonabusive if it satis-
fied the following five conditions, but, in our view, a tax policy that failed to
satisfy the following conditions would be unjustified in the first instance. First,
there must be a connection between the tax benefit and the desired behavior. Sec-
ond, the “desired” behavior must offer a material contribution to the local or
national economy.!”’ Third, the size of the tax benefit must correspond with that
of the contribution to the local economy. Fourth, the tax benefit must be limited
in duration and reviewable at the end of each agreed upon period (and not perpet-
ually). Finally, the income tax benefit should be limited in amount and can be
allocated neutrally among local and foreign players.

V. WHY OPT FOR THE “CARROT” TAX POLICY?

Questions regarding whether and to what extent this proposal will actually
change corporate behavior can be answered with reference to lessons learned from
passage of TRA86. By lowering the marginal individual income tax rate to 28%
and the marginal corporate income tax rate to 34%,'”® TRA86 created, for the first
time in U.S. history, a tax regime in which the marginal individual income tax rate

of Reform” (Apr.15, 2008) (testimony of Jason Furman, Senior Fellow & Dir. of The Hamilton
Project, The Brookings Institution).

176.  Alvin C. Warren, Jr., Income Tax Discrimination Against International Commerce, 54
TAX L. REV. 131, 149-158 (2001).

177.  In other words, the economic benefit should not be limited to a simple increase in domestic
tax revenue. For example, while employing local workers would constitute a meaningful contribution to
the local or national economy, incorporating dormant companies for the main purpose of accruing legal,
accounting, and corporate fees would, if it didn’t constitute an outright abuse of the tax system, be at
least insufficient to qualify for preferential tax treatment.

178.  See Jialu L. Streeter, How Do Tax Policies Affect Individuals and Businesses?, STAN. INST.
FOR ECON. POL’Y RSCH., (Oct. 2022), https:/siepr.stanford.edu/publications/policy-brief/how-do-
tax-policies-affect-individuals-and-businesses.
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was lower than the marginal corporate income tax rate.!” As a result, as early as
1987, the use of S-Corporations soared while the number of newly incorporated
C-Corporations stagnated.'® Thus, it appears that TRA86 motivated high income
taxpayers to shift to a different business entity in order to capture tax savings. Nor
is this the only time a change in the tax law changed behavior.'®' A study conducted
on the effect of the Jobs and Growth Tax Relief Reconciliation Act of 2003, which
significantly reduced the tax rate applicable to dividend distributions, for example,
found a 20% increase in dividend distributions, reversing two decades of consistent
decline in the number and frequency of distributions.!#?

It appears as well that the objection that the tax code should not be used to shape
behavior is past its expiration date. The tax code frequently, and has for decades,
used special tax provisions that trade deductions, credits, deferrals, or other tax ben-
efits for the promotion of non-tax goals that Congress found desirable.!®® Further, as
discussed earlier, the rationale underlying the tax code has, from as early as 1909,
demonstrated an understanding that tax can and should be used to promote desirable
corporate behavior.'# Whereas Congress’ ability to promote significant tax reforms
has been historically strong when different economic forces, such as inflation, reces-
sion, and budget deficits, were taking their toll on the U.S. economy,!®’ the time is
ripe to consider a fundamental change in the way we have come to think about cor-
porate income tax. In any case, there can be little doubt that officers and directors
factor the tax code into corporate decision-making. In fact, there is evidence that they
use the ETR as a benchmark for cost-benefit analyses.!® Thus, combining a 15%
minimum tax rate with the possibility of achieving a lower ETR by offering positive
contributions to the domestic economy, along with the positive publicity such
contributions carry, will likely effectively encourage corporate actors to shift their
capital from tax planning to investments in their workforces, environmentally
sustainable practices, and the communities in which they operate.
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CONCLUSION

While the corporate income tax raises tax revenue, the evidence indicates that
one of its original purposes was to create a tool by which the federal government
could control corporations.'®” Over time, that goal was forgotten, and the focus
shifted to forcing corporations to pay their “fair share.”'®® For decades now, how-
ever, the tax code has failed to meet even this objective. Instead, many of the largest
corporations, assisted by accounting and law firms, have avoided paying any corpo-
rate income tax at all. Under the new approach, an entire industry devoted to finding
creative (and, for the most part, legal) ways to plan around corporate tax obligations
was born and nurtured in the wake of amendments to close loopholes in the tax code.
Thus assisted, corporate actors have easily lowered their firm’s ETR or completely
avoided paying any tax at all, despite reporting significant profits to sharcholders.'®

Despite several decades of comprehensive tax reform meant to make the
corporate income tax system simpler and fairer, !°° Congress and Treasury have,
unfortunately, thus far failed.'”' A new approach is needed—one that is sensitive
to and capitalizes on the unique features of the current corporate and political
climate.

Specifically, while corporate earnings are at all-time high,'*? the percentage
of overall federal revenue raised through taxes attributable to corporations is at a
historical low.'”* In addition, technological and social changes over the last
several decades have granted the public an unprecedented capacity to track
whether and to what extent corporations are paying their “fair share”!** Mean-
while, nations are collaborating on novel international approaches to the cooper-
ative taxation of the large-scale, multinational corporations that have come to
dominate in the twenty-first century. '° Most notably, these efforts have produced
a global minimum corporate income tax which, at 15%, closely follows the
former CAMT, de facto setting the benchmark for what is considered to be
corporations’ “fair share” of our collective tax obligations.'*®

Thus, now is the time to consider a new, positive tax policy—one that offers
corporations an alternative to the significant outlays they currently funnel to the
law and accounting firms that make up the tax product industry—a policy that
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awards significant tax benefits to corporations that invest in the domestic
economy, local employees, and communities in which corporations do business.

Although they represented different approaches, both the Trump and Biden
administrations have agreed on at least one thing: investing in America is the
surest way to secure the country’s future.!”” Whether motivated by patriotism,'*®
national security,'” or economics,?? this goal can be achieved by the tax code.
Our proposal aims to significantly change corporate attitudes toward tax and
domestic investment. Corporate actors will seek tax incentives, like the receipt of
a tax benefit or a discount, in order to boost their bottom line and consequently,
the share price. Making these benefits certain to follow activity that positively
contributes to the domestic economy will channel corporate capital from planning
and implementing risky tax avoidance strategies into domestic investment.
Whereas the economic benefits and positive publicity accruing from pursuing the
tax incentive is guaranteed, tax evaders—those, at least, who successfully reach
an ETR of less than 15%—will face the threat of enforcement and public backlash.
Thus, our proposal leverages human behavior as well as the current economic and
political moment to significantly alter corporate attitudes and the world.
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