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The nonprofit group Citizens for Tax Justice
(CTJ) recently published a report titled “Corporate
Income Taxes in the Bush Years.”1 The study
examines the annual financial reports of a group of
large U.S. corporations and purports to show “the
federal income taxes paid or not paid by 275 of
America’s largest corporations in 2001, 2002, and
2003.” Interestingly, the paper fails to mention that
financial reports can be used to derive only crude
estimates of corporations’ actual tax payments
because tax returns, which are not publicly dis-
closed, are needed to reconcile the differences
between tax law and accounting rules.

The report also claims that congressional leaders
and the Bush Administration changed the tax laws
to benefit “loophole-seeking corporations,” thus
lowering many corporate tax bills. Such a serious
charge should, at a minimum, be supported by
citations of tax law changes and sufficient informa-
tion to allow independent researchers to evaluate
the allegations. Regrettably, the paper does not
name any legislation, and its methodology section
lacks essential details.

The study omits other key details that seriously
weaken its conclusions. The following list summa-
rizes the report’s major flaws and omissions:

• The differences between tax laws and finan-
cial accounting rules create legitimate differ-
ences between values reported on corporate
financial statements and tax returns. The
study does not discuss reasons for these valid
differences. It merely mischaracterizes them
as tax avoidance schemes.

• CTJ estimates average corporate tax rates
using figures that almost certainly differ from
their true values. The legitimate discrepan-
cies between values reported on financial
statements and those reported on tax returns
cannot be accurately reconciled without
access to private tax return data. The CTJ
report does not mention this serious limita-
tion to its analysis.

• Previous attempts by CTJ to estimate corporate
tax payments using only financial statement
data have been proven grossly inaccurate. In
January 2002, CTJ claimed that Enron
received a net refund of $278 million on its
2000 federal income taxes.2 However, the Joint
Committee on Taxation reported in 2003 that
Enron paid $63.2 million in 2000 federal
income taxes.3

1. Robert S. McIntyre and T. D. Coo Nguyen, “Corporate Income Taxes in the Bush Years,” Citizens for Tax Justice and the 
Institute on Taxation and Economic Policy, September 2004, at www.ctj.org/corpfed04an.pdf (December 7, 2004).

2. Citizens for Tax Justice, “Less Than Zero: Enron’s Income Tax Payments, 1996–2000,” January 17, 2002, at www.ctj.org/
pdf/enron.pdf (December 7, 2004).
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• Massachusetts Institute of Technology profes-
sor George Plesko estimates that the aggregate
difference between taxable income reported on
financial statements and reported on tax
returns declined in 2000 and was negative in
2001.4 This negative difference indicates that
the amount of income reported to the Internal
Revenue Service (IRS) was greater than the
amount of income reported on public financial
statements, thus casting doubt on the claim
that the book-tax difference reflects increased
tax shelter activity. The ideal tax shelter
reduces the amount of income reported to the
IRS without affecting the amount of income
reported on financial statements.

• The report fails to address the difference
between marginal and average tax rates. How-
ever, it presents its average rate as the key tax
rate faced by companies. Marginal tax rates are
the tax rates applied to the next dollar that the
firm earns, while average tax rates represent
the percentage of tax paid on total income.
Marginal tax rates are important because they
dictate the after-tax income earned from pro-
ducing another good or investing in another
project. CTJ’s own estimates suggest that com-
panies pay marginal tax rates twice as high as
their average rates.

• The study fails to recognize the difference
between the timing and magnitude of tax
deductions. Consequently, it misrepresents
the tax treatment of depreciation and net
operating losses (NOLs) as illegitimate tax
subsidies. When corporate managers use
accelerated depreciation and/or NOLs in a
given year, they trade away the use of these
deductions in subsequent years.

• The paper does not provide the proper statisti-
cal context for its estimated average corporate
tax rate of 18.4 percent. Although it purports
to show the average tax rate for the “typical”

large U.S. company, its sample suggests that an
average tax rate between 6.72 percent and
30.14 percent could be considered “typical.”
CTJ does not report this range, yet this much
variation, combined with CTJ’s imprecise
methodology, sharply limits any usefulness of
the 18.4 percent average.

• The report’s most disturbing aspect is that it pur-
ports to show the actual tax payments of 275
large corporations, but never mentions the fact
that this information is not publicly disclosed. 

The following sections of this report detail the
major shortcomings and omissions of the CTJ cor-
porate tax study.

BOOK-TAX DIFFERENCES
Corporate annual reports are prepared using

Generally Accepted Accounting Principles
(GAAP)—standards that are meant to provide uni-
form reports that investors, shareholders, and reg-
ulators can use to evaluate financial performance.5

Because most businesses are unique, GAAP allows
corporate accountants substantial discretion over
key decisions, such as choosing a method for reve-
nue and expense recognition. Because tax laws do
not offer this type of discretion, legitimate differ-
ences arise between tax payments disclosed on
financial reports and the actual tax payments made
to the IRS.

In fact, disparate financial reporting rules and
tax laws typically lead to differences in the amount
of pre-tax profits (taxable income) reported to
shareholders and to the IRS.6 The divergence in
the values on financial reports and tax returns are
referred to as “book-tax differences” and are typi-
cally classified as either permanent or temporary. 

Permanent book-tax differences arise when
income and/or expenses are recognized under one
set of rules but not under the other. Examples of
permanent book-tax differences are the treatment
of stock option compensation and tax-free interest

3. Gary A. McGill and Edmund Outslay, “Lost in Translation: Detecting Tax Shelter Activity in Financial Statements,” 
National Tax Journal, Vol. 57, No. 3 (September 2004), pp. 746–747.

4. George A. Plesko, “Corporate Tax Avoidance and the Properties of Corporate Earnings,” National Tax Journal, Vol. 57, No. 
3 (September 2004), pp. 729–737.

5. The GAAP are set by the Financial Accounting Standards Board, an independent body charged with establishing private 
sector standards for financial accounting and reporting.

6. Large corporations generally keep two separate sets of accounts, one compiled according to GAAP and the other based on 
tax law.
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from municipal bonds. Stock option compensa-
tion is recognized as an expense for tax reporting
purposes but not under GAAP.7 Tax-free municipal
bond interest is included in GAAP income but not
in the pre-tax income reported to the IRS. 

Temporary book-tax differences arise when the
same total income and/or expenses are reported
under both systems but in different time periods.
For example, the IRS allows companies to use
“accelerated” depreciation, whereby a greater por-
tion of an asset’s cost is expensed at the beginning
of its usable life and a correspondingly smaller
share is deducted from income in future years.
Although GAAP does not require companies to
report accelerated depreciation expense, the total
amount of depreciation taken remains the same
under both GAAP and tax rules. In other words,
the difference between the two sets of rules is the
annual amount of depreciation expense, not the
total depreciation expense. 

BOOK-TAX DIFFERENCES COMPARED 
TO TAX SHELTER ACTIVITY

Book-tax differences are difficult to reconcile
using the information in publicly available annual
reports—even when supplemented with confiden-
tial tax return data. Because of these difficulties, a
group of academics and policy experts recently
undertook an effort to make book-tax differences
more transparent.8 As part of this ongoing effort,
the Department of the Treasury recently intro-
duced the form M-3, an expanded book-tax recon-
ciliation report. Starting in tax years ending on or
after December 31, 2004, the M-3 must accom-
pany the U.S. tax returns of all corporations with
at least $10 million in total assets.

The form M-3 includes 75 separate reconcilia-
tion items and is designed to “make differences
between financial accounting net income and tax-
able income more transparent.”9 Some policymak-
ers hold that large book-tax differences reflect
increased abuse of tax shelter activity. However, as

Professor Plesko points out, “Until the reporting
requirements change, it is only possible to specu-
late on the magnitude of specific factors affecting
the difference and the potential effects certain
types of transaction[s] may have.”10 

Plesko also points out that many legitimate
accounting factors and abusive tax shelter activi-
ties affect book-tax differences in the same man-
ner. Interestingly, Plesko analyzed confidential
Treasury Department data and found that the
aggregate book-tax difference declined in 2000 and
2001—and even turned negative in 2001. This
negative book-tax difference indicates that the
amount of income reported to the IRS was greater
than the amount of income reported on public
financial statements. The negative amount casts
doubt on the claim that the book-tax difference
reflects increased tax shelter activity because the
ideal tax shelter reduces the amount of income
reported to the IRS without affecting the amount
of income reported under GAAP.

HOW ACCURATE ARE THE CTJ 
ESTIMATES?

The book-tax difference issue is not fully dis-
cussed in the CTJ report. However, its methodol-
ogy section suggests that financial statement
profits and taxes were adjusted to calculate the
average effective tax rates for its sample of com-
panies. Oddly, the report fails to acknowledge
any limitations to such an analysis, even though
there is no way to accurately adjust book values
to tax return values without access to confidential
tax return data. Therefore, judging the accuracy
of the CTJ estimates is impossible. Nonetheless,
they are unlikely to represent the true tax bills of
these companies.

Indeed, several companies have already taken
issue with the CTJ estimates. The report states that
SBC Communications paid $1.58 billion in taxes
between 2001 and 2003, with a refund from the
government of $475 million in 2003.11 However,

7. This GAAP rule will change on July 1, 2005.

8. See Lillian F. Mills and George A. Plesko, “Bridging the Reporting Gap: A Proposal for More Informative Reconciling of 
Book and Tax Income,” National Tax Journal, Vol. 56, No. 4 (December 2003), pp. 865–893.

9. U.S. Department of the Treasury, press release No. IR–2004–91, July 7, 2004, at www.irs.gov/newsroom/article/
0,,id=124997,00.html (January 7, 2005).

10. Plesko, “Corporate Tax Avoidance and the Properties of Corporate Earnings,” p. 733.
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the company’s Vice President of Finance, John
Stephens, told The Wall Street Journal that SBC
paid $15 billion in taxes over this period.12 Addi-
tionally, SBC spokeswoman Anne Vincent said that
“It’s just not true that we got a half-billion dollar
check back from the federal government.”13

A spokeswoman for Pepsi Bottling Group also
took issue with the CTJ report, which claims that
Pepsi paid $189 million in taxes on $1.55 billion
in profit, for an effective tax rate of 12.2 percent.14

Pepsi’s Kelly McAndrew said, “It is impossible for
us to determine how they calculated the tax rate,
which is also incorrect.”15 

These comments are not surprising because the
report does not provide a detailed methodology
and because the CTJ estimates are derived using
incomplete data. In fact, at least one of CTJ’s previ-
ous attempts at estimating corporate tax rates
using only financial statement data has been
proven grossly inaccurate.

In a report dated January 17, 2002, CTJ claimed
that Enron received a net refund of $278 million on
its federal income taxes in the year 2000.16 How-
ever, the Joint Committee on Taxation reported in
2003 that Enron paid $63.2 million in federal
income taxes in 2000, consisting of $21.3 million in
regular federal income tax and $41.9 million in cor-
porate alternative minimum tax (AMT).17 The CTJ
estimate was not only off by $341 million, but it
suggested a net refund when the company actually
paid over $60 million in taxes.

This error can be attributed to CTJ’s methodol-
ogy, which consisted of adjusting for only book-
tax differences that can be observed on financial
statements. In the case of Enron, CTJ estimated
the net refund by subtracting its publicly

reported employee stock option expense of $390
million from its publicly reported current federal
income tax expense of $112 million.18 Making
this adjustment is not improper, but making only
this adjustment does not yield the company’s
actual tax liability.

Regrettably, the new CTJ report appears to have
repeated the same mistakes, adjusting for only
selected book-tax differences that can be verified
using financial statements. For instance, the CTJ
methodology note (in its entirety) for Coventry
Health Care reads as follows: “Federal and state tax
benefits from stock options in 2003, 2002, and
2001 were $19 million, $15 million and $2 mil-
lion.”19 This note implies that stock option deduc-
tions were subtracted from Coventry’s publicly
reported (under GAAP) current federal income tax
expense, and that no other adjustments were
made. The CTJ estimates of Coventry’s actual tax
payments are seriously suspect if only this adjust-
ment was made (as was the case with CTJ’s esti-
mate of Enron’s 2000 taxes).

The truth is that the information needed to cal-
culate these companies’ tax rates is simply not
publicly available. Consequently, CTJ’s methodol-
ogy renders all of their estimated corporate tax
rates questionable. 

Even if most of the CTJ estimates are reason-
able, the reported figures are misleading for other
reasons. For instance, the study all but ignores the
statistical variation in its own averages and it omits
any discussion of marginal tax rates.

VARIATION IN TAX RATES
The CTJ study purports to show the average

effective tax rates for a “representative” sample of

11. McIntyre and Nguyen, “Corporate Income Taxes in the Bush Years,” p. 42.

12. John McKinnon and Rob Wells, “Some Top Companies Avoided Federal Income Tax Under Bush,” The Wall Street Journal, 
September 23, 2004, p. A2.

13. Sanford Nowlin, “Valero, SBC Hit by Tax Study; Watchdog Groups Say No Income Tax Paid, Firms Deny Figures,” San 
Antonio Express News, September 24, 2004, p. 1C.

14. McIntyre and Nguyen, “Corporate Income Taxes in the Bush Years,” p. 41.

15. Julie Moran Alterio, “Congressional Acts Let Some Businesses Avoid Paying Federal Income Taxes,” The Journal News, 
September 24, 2004, p. D1.

16. Citizens for Tax Justice, “Less Than Zero.”

17. McGill and Outslay, “Lost in Translation,” pp. 745–747. 

18. Ibid.

19. McIntyre and Nguyen, “Corporate Income Taxes in the Bush Years,” p. 50.
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Table 1 CDA 05-01

Mean and Standard Deviation of CTJ's 
Average Effective 3-Year Tax Rates

18.43% 11.71%

Resulting Range for Mean Effective Tax Rate:

low: 6.72%
high: 30.14%

Source: Center for Data Analysis calculations using 
Citizens for Tax Justice data.

3-Year Mean 
Effective Tax Rate

Standard Deviation 

U.S. companies. In other words, CTJ claims that
their 18.4 percent average tax rate represents the
tax rate of the “typical” U.S. corporation. The
study states:

From the list of just over 300 profitable
companies…we gleaned the list down to
275, based mainly on an effort to maintain
a representative sample of companies in
each industry. The overall trend in pretax
U.S. profits reported by our 275
companies is virtually identical to the trend
in total corporate pretax profits compiled
by the Commerce Department.20

Despite matching the trends reported by the
Department of Commerce, the CTJ estimate does
not appear to be a precise representation of the
typical U.S. corporation’s average tax rate. Put dif-
ferently, if the CTJ sample’s average tax rate is rep-
resentative of the typical company’s tax rate, then
virtually any tax rate can be considered typical.
The evidence for this conclusion is in the variation
of the average tax rate in CTJ’s sample—a measure
that is not reported in their study.21

In statistical terms, the study presents the aver-
age tax rate for its sample, but it disregards the
standard deviation of this tax rate. This omission is
critical because the standard deviation provides a
range within which most companies’ average tax
rates would be expected to fit. Because CTJ claims
that its sample is representative of most U.S. com-
panies, the average has to be evaluated within this
range. Table 1 reproduces the CTJ sample’s average
effective 3-year corporate tax rate (18.4 percent)
and provides the standard deviation of this average
tax rate (11.71 percent).

If the CTJ sample is representative of the typi-
cal U.S. company, this standard deviation of
11.71 percent can be used to estimate a range
within which most companies’ average tax rates
fall. The low end of this range is calculated by
subtracting 11.71 percent from the average, and
the high end is determined by adding 11.71 per-
cent to the average. Consequently, the standard
deviation of 11.71 percent implies that any com-
pany with an average tax rate between 6.72 per-

cent (18.4 – 11.71) and 30.14 percent (18.4 +
11.71) can be considered “typical.”

In other words, the typical U.S. firm’s average
effective tax rate, as estimated in the report, can
vary substantially from 18.4 percent. This much
variation in CTJ’s average tax rates—combined
with CTJ’s imprecise methodology for computing
the tax rates—sharply limits any usefulness of the
18.4 percent average. Furthermore, CTJ does not
provide any discussion of marginal tax rates, a key
rate for decision-making purposes.

TOTAL INCOME VERSUS ADDITIONAL 
INCOME

Average tax rates are calculated by dividing
taxes paid by total income. Marginal tax rates are
those that are applied to additional increments of
income. Similar to personal marginal tax rates,
corporate marginal tax rates are applied to various
income brackets, with different tax rates applied to
different amounts of taxable income. The CTJ
study estimates the average effective tax rates for
its sample of companies, but it does not discuss
the companies’ marginal tax rates.

This omission is critical because marginal tax
rates—not average tax rates—are the relevant

20. Ibid., p. 68 (emphasis added).

21. CTJ’s calculations could have other problems, such as the fact that the Department of Commerce’s definition of corporate 
profits is not defined as either GAAP profits or tax-law profits. Additionally, the report does not explain why removing 25 
companies from the sample maintained a representative sample.
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measure for decision-making purposes. For exam-
ple, marginal tax rates are used to evaluate invest-
ment opportunities because marginal rates
determine the net amount earned on the next dol-
lar invested. The higher the marginal tax rate faced
by the firm, the less income a project will be
expected to earn and the less likely it is that the
firm will undertake the project. This concept is
completely ignored in the CTJ study, which mis-
represents an average tax rate of 18.4 percent as
proof that companies do not pay the statutory tax
rate of 35 percent.

However, just as with personal tax rates, many
companies face a marginal tax rate that is higher
than their average tax rate. For instance, after all
credits and deductions, an individual with taxable
income of $150,000 may face a marginal tax rate
of 33 percent, but have an average tax rate of only
18 percent. This individual would face a lower
average tax rate because some income is exposed
to lower marginal tax rates and because deduc-
tions and credits reduce the amount of taxes due.
Corporate taxes work the same way, only with a
different rate schedule.

The corporate federal income tax rate schedule,
presented in Table 2, shows that any company
earning at least $75,000 in taxable income faces a
marginal tax of at least 34 percent. According to
the CTJ estimates, all 275 companies in their sam-
ple have a taxable income of at least $75,000,
which means that they all face a marginal tax rate
of at least 34 percent.22 As seen in Table 3, even
after eliminating all of the companies that CTJ
claims received a tax refund (in either 2001, 2002,
or 2003), almost 90 percent of the companies in
their sample face a  marginal tax rate of at least 34
percent—nearly double the average effective tax
rate estimated by CTJ. 

WHAT NEW TAX BREAKS?
Another key omission in the CTJ study is its fail-

ure to name any tax law changes, which it blames
for lowering companies’ tax rates. The report states
that “President Bush signed new business tax

breaks totaling $175 billion over the 2002–04
period.”23 Presumably, the CTJ report refers to the
Job Creation and Worker Assistance Act of 2002
(JCWAA), which was signed on March 7, 2002.
The report does not name any legislation, but the
JCWAA addressed two of the tax provisions dis-
cussed in the CTJ paper.

The JCWAA altered the tax treatment of acceler-
ated depreciation and of net operating losses, two
provisions criticized in the paper as new tax
breaks. However, accelerated depreciation and
NOL tax deductions have existed for many years.
The JCWAA affected the timing—not the magni-
tude—of these tax deductions. The CTJ report also
lists employee stock options, tax credits, offshore
sheltering, and the failure of the corporate alterna-
tive minimum tax as reasons that corporations are
paying lower tax bills.

The U.S. tax code has been filled with special
tax credits and “corporate welfare” provisions for
many years, and these should all be abolished.
Still, implying that these problems with the tax
code are the fault of any particular President or
Congress requires, at minimum, a list of laws
that were passed during their tenure. The paper
falls short of this standard because it does not
list one section of any law passed between 2001
and 2003. 

The rest of this section provides brief explana-
tions of key tax deductions criticized in the report
and, where possible, how any legislation passed in
the last few years affected these deductions.

Depreciation and Net Operating Losses. Cor-
porations have been allowed to depreciate assets at
an accelerated pace for tax purposes since at least
1954.24 The current form of accelerated deprecia-
tion, known as the Modified Accelerated Cost
Recovery System (MACRS), was part of the Tax
Reform Act of 1986. MACRS, like earlier forms of
accelerated depreciation, allows companies to
deduct more of their assets’ costs in earlier years
than in later years, but does not change the total
deductible depreciation for any asset. In other

22. The effective corporate (and personal) marginal tax rate can be reduced by credits and deductions.

23. McIntyre and Nguyen, “Corporate Income Taxes in the Bush Years,” p. 8. Similarly, the paper states that “[i]n early 2002, 
Congress passed and President George W. Bush signed legislation hugely expanding corporate tax breaks, and then 
extended and expanded those tax breaks in 2003” (p. 1) and claims that “because of laws enacted in 1993 and 1997 that 
sharply weakened the corporate AMT [alternative minimum tax], only a few companies now pay the tax” (p. 11). The 
CTJ study does not name any legislation to support these claims.
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Table 2 CDA 05-01 

Part A

$0 $50,000 0 + 15% of income over $0
50,000 75,000 $7,500 + 25% " 50,000
75,000 100,000 13,750 + 34% " 75,000

100,000 335,000 22,250 + 39% " 100,000
335,000 10,000,000 113,900 + 34% " 335,000

10,000,000 15,000,000 3,400,000 + 35% " 10,000,000
15,000,000 18,333,333 5,150,000 + 38% " 15,000,000
18,333,333 --- 0 + 35% " 0

Corporate Tax Rate Schedule, 2003 Tax Year

But Not More 
Than:

Source: Internal Revenue Service, Publication 542, "Corporations," revised November 2004, at 
www.irs.gov/publications/p542/index.html (December 7, 2004).

Total Tax (Part A + Part B)
Part B

If Taxable Income 
Is More Than:

Table 3 CDA 05-01 

Statutory Marginal Tax Rates for Non-Refund 
Firms in the CTJ Sample 

Year
2001 2002 2003

Firms with refunds 31 42 44

Total firms in the sample 275 275 275

Percent of total with statutory marginal tax 
rates above 34 percent 88.73% 84.73% 84.00%

Source: Center for Data Analysis calculations using Citizens for Tax Justice data.
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words, accelerated depreciation provides a trade-
off, a larger tax benefit up front for a smaller tax
benefit in subsequent years. (See Table 4.)

The JCWAA provided companies with the
option of accelerating their depreciation even
faster than under MACRS. This “bonus” deprecia-
tion allowed companies to expense an additional
30 percent of an asset’s cost in its first year of ser-
vice.25 However, just as with regular MACRS,
bonus deprecation does not change the total
amount that an asset can be depreciated. Assets
cannot be depreciated below a value of zero.

Table 5 demonstrates that the bonus provision
simply provides another trade-off opportunity—a
larger tax benefit now for a smaller tax benefit
later. All of the accelerated depreciation methods
affect the timing—not the magnitude—of tax
deductible depreciation. 

Another JCWAA tax provision that mostly
affects the timing of an existing tax benefit is its
treatment of net operating losses. Corporate tax-
payers incur a net operating loss when certain
deductions exceed their gross income in a given
tax year. Because the tax code prohibits companies
from reducing taxable income below zero, it
allows a “carry back/carry forward” treatment.
Prior to the JCWAA, companies were allowed to
carry back a NOL to the two (and in some cases
three) years immediately preceding the NOL and
to carry forward the remaining NOL for up to 20
years. If the carry-back method is chosen, the
NOL must be carried back to the earliest year first,
with the remainder applied to taxable income in
successive years.26

Similar rules have been in place since at least
1954, and the carry-back and the carry-forward
methods can only be used to offset taxable
income. The NOL provision in the JCWAA
expanded the two (and three) year carry back to
five years, but only for NOLs arising in tax years

2001 and 2002. It did not change the carry-for-
ward rule. This expanded carry back was
intended to provide businesses with immediate
tax relief following the 2001 recession and the
September 11 terrorist attacks.

Regardless of the motivation, the JCWAA pro-
vision did not expand the total deductibility of
any given NOL; it merely changed the timing of
the tax deduction. For example, regardless of
whether a $500,000 NOL is carried back two,
three, or five years or carried forward for any
number of years, the total deductible amount of
the NOL remains $500,000.

Furthermore, the decision to carry back the
NOL is not straightforward. Offsetting taxable
income from earlier years with a NOL can affect
other tax deductions and credits as well as AMT
liability, making the carry-back decision rather
complicated. Regardless, both the NOL and
bonus depreciation provisions in JCWAA affect
the timing—not the magnitude—of existing cor-
porate tax deductions.

The Stock Option Expense Myth. CTJ also
mischaracterized the tax treatment of stock option
expenses as a special tax break. For the past 30
years, corporate managers have increasingly
turned to stock options as a method for compen-
sating employees. These options allow employees
to buy stock at below-market rates and sell their
shares for a “profit.” Just as with wages, this stock
option profit is deducted from corporate taxable
income and taxed as ordinary income on employ-
ees’ individual tax returns. In other words, for cor-
porate tax purposes, this compensation is treated
like any other compensation expense.

The recent controversy surrounding employee
stock options arose because corporations do not
have to report the value of this compensation as an
expense on their financial statements (according to
GAAP). Because employee stock options are

24. In 1913, when personal and corporate income taxes were established, companies basically deducted depreciation as they 
saw fit. The depreciation rules have varied widely since then. The “accelerated” method was first codified in the Internal 
Revenue Code of 1954. See David W. Brazell, Lowell Dworin, and Michael Walsh, “A History of Federal Tax Depreciation 
Policy,” U.S. Department of the Treasury, Office of Tax Analysis, OTA Paper No. 64, May 1989, at www.treas.gov/offices/
tax-policy/library/ota64.pdf (October 4, 2004).

25. Technically, the additional allowance is equal to 30 percent of the adjusted basis after any basis reduction by Code Section 
179 expensing, and it applies only to property acquired after September 10, 2001 and before September 11, 2004.

26. In most cases, companies can choose to carry back or carry forward the NOL, but the election cannot be altered once it is 
made.
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Table 4 CDA 05-01

Non-Acclerated and Accelerated Depreciation 
Without Bonus Depreciation

Recovery Year Asset Cost Non-MACRS MACRS
2002 $100,000 16.7% 20.00%
2003 $100,000 16.7% 32.00%
2004 $100,000 16.7% 19.20%
2005 $100,000 16.7% 11.52%
2006 $100,000 16.7% 11.52%
2007 $100,000 16.7% 5.76%

Note: This table provides depreciable expense percentages under the 
straight-line method (non-MACRS) and the accelerated method 
(MACRS) using the MACRS percentages for five-year property 
(as of 2002) for an asset that initially cost $100,000.  

Source: CCH, Inc., Law, Explanation and Analysis: Job Creation and 
Worker Assistance Act of 2002 (Chicago: CCH, Inc., 2002). 

100%100%

Table 5 CDA 05-01

Accelerated Depreciation With and Without Bonus Depreciation

Without Bonus With Bonus
2002 $100,000 20.00% $20,000 $44,000
2003 $100,000 32.00% $32,000 $22,400
2004 $100,000 19.20% $19,200 $13,440
2005 $100,000 11.52% $11,520 $8,064
2006 $100,000 11.52% $11,520 $8,064
2007 $100,000 5.76% $5,760 $4,032

$100,000 $100,000

Note: This table provides depreciable expense under the accelerated method (MACRS) both with 
and without bonus depreciation taken (using the MACRS percentages for five-year property as of 
2002 for an asset that initially cost $100,000). The bonus depreciation of 30 percent in the first 
year of service reduces the depreciable basis of the property from $100,000 to $70,000.

Source: CCH, Inc., Law, Explanation and Analysis: Job Creation and Worker Assistance Act of 2002 
(Chicago: CCH, Inc., 2002).

Recovery Year Asset Cost MACRS Depreciation

100%
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employee compensation, some experts have
argued that they should be accounted for as an
expense on the income statement.27 Regardless of
the best GAAP treatment, this disagreement is
about whether the tax benefit will be reported the
same way on financial statements as on tax
returns, not over whether the tax benefit itself will
change. To characterize the corporate tax benefit
from employee stock options as a tax loophole
equates the deductibility of cash salaries and
wages with a special tax break.

Corporations are not taxed on wages they pay
and stock options they grant because the recipi-
ents are taxed at the individual level. This tax
treatment serves as an important reminder that
corporations are merely legal entities, and peo-
ple—not corporations—pay taxes. Ultimately, all
corporate taxes are taken out of the pockets of
people, either through lower compensation to
workers, higher prices paid by consumers, or
lower returns to investors.

Corporations Do Not Pay Taxes. Evidence
from the past 20 years suggests that many people
understand that they bear the burden of “corpo-
rate” taxes. An increasing number of business
owners have chosen to organize as pass-through
entities, such as S corporations and limited liabil-
ity companies (LLCs). These non-corporate enti-
ties afford legal protection similar to that of
traditional corporations, but they allow business
income to “pass through” to the owners’ personal
tax returns. Consequently, owners’ business
income from a pass-through entity is taxed at only
the individual level, whereas owners’ income from
a traditional C corporation is taxed at both the cor-
porate and personal levels.

Chart 1 shows that in 1975, S corporations
accounted for only 17.22 percent of all “corporate”
tax returns while C corporations accounted for

more than 80 percent.28 By 1996, however, S cor-
poration returns accounted for the majority of the
total. The IRS projects that S corporation returns
will account for nearly 60 percent of all corporate
tax returns in 2004. Table 6 shows that filings for
other types of pass-through entities have also
increased substantially.

Both sole-proprietor and partnership (includ-
ing LLC) filings have more than doubled from
1975 to 2004. During this same period, tradi-
tional C corporation filings increased by only 23
percent. Table 6 also provides a more recent com-
parison that shows that the number of C corpora-
tion filings actually declined from 1990 to 2004.
In contrast, the growth in all three categories of
pass-through entity filings increased substantially
from 1990 to 2004. Given the enormous relative
growth in the pass-through entities subsequent to
1990, the distinction between corporate and
individual taxes is much less meaningful than it
was only 25 years ago.

An ever-increasing number of individuals are
running their own businesses as non-corporate
entities. They continue to pay taxes on their busi-
ness income, just not through the corporate tax
system. This trend away from the traditional C
corporation has contributed to the decline in the
relative share of corporate taxes collected by the
Treasury, but the CTJ report does not even discuss
this issue.29 

Corporate Citizens and Offshore Tax Shelter-
ing. The CTJ study makes yet another key omission
when it faults offshore tax sheltering for the decline
in corporate taxes. The study essentially faults cor-
porations for international tax planning: “Some
companies have gone so far as to renounce their
U.S. ‘citizenship’ and reincorporate in Bermuda or
other tax-haven countries to facilitate sheltering
activity.”30 One problem with this criticism is that

27. GAAP has always required that these options be disclosed in the footnotes of financial statements, but not as an “expense” 
on the income statement. However, as of July 1, 2005, GAAP will require expensing. For more information on employee 
stock options, see Norbert J. Michel and Paul Garwood, “Expensing Employee Stock Options: Lifting the Fog,” Heritage 
Foundation Center for Data Analysis Report No. CDA02–06, October 21, 2002, at www.heritage.org/Research/
Regulation/cda02-06.cfm, and David C. John, “Expensing Employee Stock Options,” Heritage Foundation Regulation in 
Brief No. 15, June 30, 2004, at www.heritage.org/Research/Regulation/regulation_brief063004.cfm.

28. The IRS typically classifies income from both S and C corporations as “corporate” income, but income from other types of 
pass-through entities is classified as “non-corporate” income.

29. To be precise, the CTJ report discusses the decline in the share of corporate taxes relative to all federal outlays and as a 
share of the economy. Presumably, CTJ uses National Income and Product Accounts data for these calculations (which 
requires accounting for additional definitional differences), but the report does not provide details.
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Chart 1 B 

Source: Internal Revenue Service, Statistics of Income Bulletin, Winter 2004, Historical Tables and 
Appendix, Table 22, at www.irs.gov/pub/irs-soi/04al22sr.xls (November 12, 2004). 

Note: The IRS classifies returns from C and S corporations as “corporate” returns and returns from other 
types of pass-through entities as “non-corporate” returns. Tax years 2003 and 2004 are IRS projections.
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Table 6 B 

Federal Income Tax Returns Filed, by Type of 
Business Entity for Selected Years

Tax Year
Schedules C, 
C-EZ, and F

Partnership 
Forms Form 1120S Form 1120 

1975 10,073,200 1,132,800 367,200 1,762,900
1980 11,402,900 1,401,600 528,100 2,115,500
1985 14,136,700 1,755,300 736,900 2,432,300
1990 16,170,300 1,750,900 1,536,100 2,334,600
1995 18,058,600 1,580,300 2,161,000 2,197,000
1998 19,031,300 1,861,000 2,599,800 2,207,600
1999 19,176,300 1,974,700 2,767,000 2,202,400
2000 19,350,400 2,066,800 2,887,100 2,161,700
2001 19,664,500 2,165,000 3,022,600 2,128,700
2002 20,072,000 2,271,800 3,191,100 2,131,900
2003* 20,397,900 2,376,800 3,344,400 2,173,000
2004* 20,697,600 2,480,300 3,486,400 2,174,000

Change since 1975: 105.47% 118.95% 849.46% 23.32%

Change since 1990: 28.00% 41.66% 126.96% -6.88%

* Projected.

Source: Internal Revenue Service, Statistics of Income Bulletin, Winter 2004, Historical Tables and
Appendix, Table 22, at www.irs.gov/pub/irs-soi/04al22sr.xls (November 12, 2004).  

Note: Partnership forms include IRS Forms 1065 and 1065B. Tax years 2003 and 2004 are 
IRS projections. 

CDA 05-01
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corporate directors have a fiduciary duty to maxi-
mize shareholders’ wealth, even if it means paying
less in taxes to the U.S. government. 

Just as important, the CTJ criticism ignores that
the U.S. is one of the few developed nations that
uses a worldwide tax system rather than a territorial
tax system. Most nations tax their companies using
a territorial system, in which companies pay
income taxes only to the tax authorities of the
country in which income is earned. The U.S. tax
code, however, employs a worldwide tax system,
requiring U.S. companies to pay income taxes on
“foreign-source” income to both the U.S. Treasury
and to the foreign tax authority where the income
is earned. For example, U.S. companies that earn
income in Ireland are subject to Ireland’s 12.5 per-
cent tax rate and the U.S. corporate tax rate of 35
percent. However, most foreign companies operat-
ing in Ireland are subject only to Ireland’s 12.5
percent tax rate.

The U.S. tax code ostensibly allows U.S. compa-
nies to claim a credit for foreign income taxes paid,
but even in an ideal situation the credit acts as a
ceiling, merely preventing these companies’ mar-
ginal tax rates from exceeding 35 percent.31 These
higher U.S. tax rates on foreign-source income
place U.S. companies at a competitive disadvan-
tage and have contributed to the recent increase in
corporate “inversions,” the process by which com-
panies reincorporate outside of the United States.
These tax rules have also contributed to foreign
takeovers of U.S. companies, in which the parent
company remains headquartered outside of the
United States.32

Because the U.S. tax code unduly burdens cor-
porate directors, owners, and workers by taxing
income regardless of where it is earned, it is not

surprising that they have tried to minimize the
economic harm caused by these high corporate
taxes. The CTJ study does not address the reasons
that corporate directors would decide to use cor-
porate inversions. It merely disparages the practice
as evidence of poor corporate citizenship. This
criticism is completely misplaced because failing
to use all legal methods of tax planning—inver-
sions included—would make corporate managers
derelict in their responsibilities to shareholders.

CONCLUSION
The recently released Citizens for Tax Justice

study of corporate taxation is filled with errors and
omissions. The most serious of these problems is
that CTJ misrepresents its own estimates as corpora-
tions’ actual tax payments. CTJ develops its figures
using corporate financial statements, yet corpora-
tions’ actual taxable income and tax payments can-
not be determined without access to their tax
returns, which are not publicly disclosed. CTJ
appears to have made the same mistake as in previ-
ous reports, in which it adjusted financial statement
figures for only selected book-tax differences.

The differences between tax accounting rules
and financial accounting rules cannot be recon-
ciled without access to private tax returns, and
these book-tax differences do not arise solely
because of “tax-avoidance schemes.” CTJ’s failure
to acknowledge these legitimate differences is
compounded by the lack of understanding it dis-
plays toward corporate taxation in the U.S. Thus,
the CTJ paper “Corporate Income Taxes in the
Bush Years” presents an incredibly misleading pic-
ture of corporate taxation in America.

—Norbert J. Michel, Ph.D., is a Policy Analyst in the
Center for Data Analysis at The Heritage Foundation.

30. McIntyre and Nguyen, “Corporate Income Taxes in the Bush Years,” p. 11.

31. The computation of this credit on foreign-source income is complex and companies are not guaranteed full use of the 
credit. The recently passed H.R. 4520 alters the computation of the credit, but it does not eliminate worldwide taxation. 
For more on the calculation of the foreign tax credit, see Tax Foundation, “The Economics of International Taxation,” at 
www.taxfoundation.org/internationaltax/economics.html (October 2, 2004).

32. See Daniel J. Mitchell, Ph.D., “Making American Companies More Competitive,” Heritage Foundation Backgrounder No. 
1691, September 25, 2003, at www.heritage.org/Research/Taxes/BG1691.cfm.


