


Can Corporate Tax Reform
Build on Apple’s Proposal?

By Bill Parks

Introduction
Although many are calling for Congress to re-

form the broken corporate tax system, agreement
on fixes remains elusive. A compromise is needed
— a reform acceptable to business and to lawmak-
ers across the political spectrum. Almost three years
ago, in testimony before the Senate Homeland
Security and Governmental Affairs Permanent Sub-
committee on Investigations, Apple Inc. proposed
that Congress pass legislation dramatically simpli-
fying the U.S. corporate tax system. That reform, it
argued, should:

• eliminate all corporate tax expenditures;
• lower corporate income tax rates;
• implement a reasonable tax on foreign earn-

ings that allows for free movement of capital
back to the United States; and

• be revenue neutral.
In identifying those characteristics of compre-

hensive reform, the company stated:
Apple recognizes these and other improve-
ments to the U.S. corporate tax system may
increase the company’s taxes. Apple is not
opposed to such a result, if it occurs in the
context of an overall improvement in effi-
ciency, flexibility, and competitiveness. Apple
believes the changes it proposes will stimulate

the creation of American jobs, increase domes-
tic investment, and promote economic
growth.1

Republicans and Democrats agree that the corpo-
rate tax system is broken and needs to be fixed.
Some Republicans want a territorial system, and
some Democrats want to end deferral and tax
worldwide income at domestic rates. Do compro-
mises exist that would meet most, if not all, of
Apple’s requirements and still be acceptable to both
political parties? What type of resolution would
they agree on?

Proposals have been presented, but they have
often been contentious. Rep. Devin Nunes, R-Calif.,
has put forth a plan — the American Business
Competitiveness Act — that has some appealing
features (although it also suggests changes that are
not germane to my proposal). What changes would
lawmakers accept if they were free of the many
individuals, companies, and institutions so invested
in the current system? Given the many interested
parties, the question of how to tax corporate income
is inherently controversial. But there are simple
solutions. Unfortunately, simple does not always
mean easy.

Defining Corporate Income
When you eliminate all tax expenditures,2 as

Apple and several presidential candidates pro-
posed, the result is financial, or book, income. Book
income is created by taking all revenue and sub-
tracting all expenses to give pretax income.

In the United States, the American Institute of
CPAs and its rules (generally accepted accounting
principles) define the appropriate revenue and ex-
penses for a company. In most of the rest of the
world, the International Accounting Standards
Board and its principles (international financial

1Apple Inc., ‘‘Testimony of Apple Inc. Before the Senate
Permanent Subcommittee on Investigations’’ (May 21, 2013), at
16.

2‘‘Corporate tax expenditures’’ is a euphemism for credits,
deductions, and loopholes that exempt some or all corporate
income from taxation — often with the best of intentions.
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reporting standards) do the same.3 GAAP and IFRS
are expected to conform soon. Allowing multina-
tional enterprises to use either or both accounting
systems would not produce substantially different
measures of pretax income in a low-inflation
economy.4 That change could cut accounting costs
significantly, and there would be commensurate IRS
savings, thereby meeting Apple’s call for efficiency
and competitiveness. Because book income is sub-
stantially higher than today’s taxable income, the
change would allow significantly lower rates.

Removing or Reducing Interest Deductions
Former Florida Gov. Jeb Bush and some current

presidential candidates, as well as many respected
economists, such as Douglas Holtz-Eakin,5 have
argued for eliminating or at least reducing the
interest deduction. The distortions from excessive
debt capital structures substantially harm our
economy and further weaken it in times of crisis.
Some also assert that the government should not
influence capital structure by making the cost of
only one form of financing tax deductible.

There are many smart reasons for at least par-
tially disallowing interest. For instance, Nunes
wants to end the interest deduction except for
financial institutions. Others would argue that re-
moving the interest deduction might prevent finan-
cial institutions from overleveraging, which
contributed to the Great Recession. To strengthen
community financial institutions, it might also be
appropriate to allow a partial deduction for interest
on government-insured deposits. To minimize dis-
tortion, interest deductions could be reduced over a
10-year period. There is evidence that a partial
interest deduction paired with a tax rate reduction
would both strengthen the economic structure of
business and partially insulate the economy from
some of its excesses.

An argument against removing the interest de-
duction is the fact that many small and medium-

size enterprises depend on loans and pay
substantially higher rates than larger competitors.
Reducing or removing the interest deduction could
therefore harm those comparatively fragile compa-
nies. However, as discussed in the next section,
lower tax rates for SMEs would benefit most com-
panies much more than the interest deduction.

Graduated Corporate Tax Rates
Graduating corporate taxes to be far below the

individual rates for up to $2 million in income
would provide a powerful incentive for small busi-
nesses to be taxed as C corporations and to once
again concentrate on retaining earnings.6 House
Speaker Paul Ryan, R-Wis., has pointed out that the
rate for small businesses is 44.6 percent in the
United States versus 15 percent in Canada.7 For
growing businesses that still elect to be taxed as
corporations, the credit crunch from the high rates
can be extreme.

Indeed, tax experts and economists seem un-
aware that the Tax Reform Act of 1986 caused many
small businesses to avoid reinvesting the earnings
necessary for growth by becoming S corporations or
limited liability companies. TRA 1986 penalized
small businesses that elected to become, or were
already, C corporations by adding a surtax that
brought the total federal marginal tax rate to 39
percent for income between $100,000 and $335,000.
That ‘‘nasty notch’’ had the unintended conse-
quences of not only discouraging C corporation
formation but also causing existing small C corpo-
rations to switch to S corporation or LLC status at
the first opportunity.8 By electing to be taxed as
passthrough entities, small businesses have
avoided the corporate tax, but at the same time,
they have less incentive to retain the earnings that
are critical to growing a successful business.9

Many growing companies should be retaining
earnings by being taxed as corporations.10 By ac-
tively encouraging businesses to become

3IFRS is required in more than 90 countries and permitted in
another 25.

4The shame of GAAP is the acceptance of last-in, first-out
inventory accounting. While LIFO may be indefensible, it has
been in use for more than 75 years, and ending it should be
made as painless as possible for the companies since it is not the
fault of their current stockholders or management.

5‘‘Corporate interest expenses are a deductible expense,
while dividends and returns to equity are not. The tax disparity
between debt and equity financing is glaring: According to the
U.S. Department of the Treasury, debt financing exposes firms to
a marginal effective tax rate of -2.2 percent, compared to 39.7
percent on equity financing. This disparity considerably distorts
corporate finance decisions and firm capital structure.’’ Holtz-
Eakin and Gordon Gray, ‘‘Global Competitiveness and the
Corporation Income Tax,’’ The Heritage Foundation (Apr. 30,
2009), at 2.

6The Tax Reform Act of 1986 prevented high-income taxpay-
ers from turning themselves into corporations because it re-
pealed the General Utilities doctrine. Under that doctrine, a
company could liquidate its assets at more than book value and
pass the resulting proceeds through to stockholders without the
company having to pay income tax on the gains. As a result of
the repeal, any gain from liquidation is taxed twice: once at the
corporate level and again at the shareholder level.

7Ryan interview by Greta Van Susteren, ‘‘On the Record,’’
Fox News Television Network (Nov. 4, 2015).

8Since 1986, while S corporations have grown at approxi-
mately 7 percent per year and LLCs multiplied manyfold, C
corporations have declined by approximately 1.5 percent a year.

9Bill Parks, ‘‘For Corporate Taxes: Lower Rates, Raise Rev-
enues,’’ Tax Notes, Aug. 15, 2011, p. 745.

10There is no need to change the business form. LLCs can
elect to be taxed as a corporation by submitting a simple IRS
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passthrough entities, the government is failing to
differentiate between companies that are really vo-
cations, such as dental practices or dry cleaners, and
entrepreneurial companies that may provide sub-
stantial future payroll and economic develop-
ment.11

Many experts believe that venture capital and
other outside funding sources fill small businesses’
investment needs and that those needs are fostered
by reducing the capital gains tax rate. High-tech
industries, for example, do depend on outside
capital, but many owners wouldn’t want outside
investors, even in the unlikely event they were
available. Self-financing is the norm for small busi-
ness, and it is accomplished through second mort-
gages, home equity loans, and even credit cards.
Why does this matter? Because once a business
reaches a particular size, those financing methods
are inadequate, and it will likely become chronically
underfinanced. Businesses with the most growth
potential are the ones most likely to be stymied by
a lack of funds.

The tax situation actually discourages small-
business growth. To encourage new C corporation
formation, the corporate tax rate should be much
lower — lower than individual tax rates for up to $2
million in income. The debilitating effects of capital
constraints cry out for more cash flow. The need for
greater cash flow is real, but the ‘‘solution’’ is not
just inefficient but inserts the government into a
company’s decision-making process. Give SMEs
lower tax rates and let them decide where to spend
the money to finance growth. Don’t use targeted
relief such as the research credit, accelerated depre-
ciation, or even the expensing of all capital expen-
ditures. Instead, reduce the tax rate, particularly for
SMEs. The amount of the potential reduction from
removing all tax expenditures would require fur-
ther analysis, but the schedule listed below would
be within the ballpark.

Having a graduated rate is equally important to
counter the incentives to merge companies. Al-
though some efficiency savings (that is, job losses)
are the stated reasons for mergers, the overriding
reason is often the increased market power of the
merged company. Buying a competitor is seldom a
bad business decision. Unfortunately, except in the
most egregious cases, the government agencies
have given up on fighting mergers.

Further research must be done to accurately
estimate the percentages necessary to achieve the
neutral-revenue goal. The combination of allowing
at most a partial interest deduction and equating
book and taxable income might support the follow-
ing tax rate schedule. To support small business and
discourage mergers, tax rates might be graduated
up to $100 million. The following schedule could
provide the necessary incentives for growth-
oriented SMEs to elect to be taxed as corporations as
well as discourage some mergers:

• 15 percent up to $2 million;
• 20 percent from $2 million to $20 million;
• 25 percent from $20 million to $100 million;

and
• 30 percent exceeding $100 million.
That schedule provides a lower rate for all com-

panies but particularly for SMEs.

Calculating the U.S. Share of Global Profits
The United States should use sales and income

figures from financial statements to allocate taxable
income between jurisdictions. States define their
share of taxable corporate income in different ways
and so could countries.12 Other countries might
choose another formula or even a different method
of calculating the share of profits that could be
taxed by that country. Just as the U.S. states have
coexisted with many formulas, so can countries.
Although the proposed system would allocate in-
come to the United States using GAAP or IFRS,
other countries should be free to massage the num-
bers to create their taxable base.

At one time, the most common way that states
apportioned taxes included three factors: payroll,
property, and sales. More recently, states have mi-
grated to use formulas that are heavily weighted
toward sales or use sales exclusively. The use of
sales exclusively best meets the needs of the United
States because it does not discourage investment in
plant and personnel and captures destination-
(sales-) related profits regardless of the source. The
question of what produces profits is contentious,
but many in the business community would assert
that only customers produce sales and that without
sales, there would not only be no profits but also no
company.

A Tamper-Proof Territorial System
Business keeps calling for a territorial corporate

tax system. And it makes sense. Companies further
decry the tax rate as too high and therefore non-
competitive on the world stage — and they are

form. The IRS could make the process even easier by allowing
the form to be submitted year-round and not just during the
first 75 days of the tax year.

11Edward D. Kleinbard, ‘‘Why Corporate Tax Reform Can
Happen,’’ Tax Notes, Apr. 6, 2015, p. 91.

12The United Kingdom essentially uses IFRS to define tax-
able income. And it could allocate profits based on the percent-
age of sales in the United Kingdom.
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right. But is the answer a low-tax territorial system?
That would be revenue-depleting on a massive
scale. To apportion to the United States the profits
for an MNE that may operate in many countries,
one should start with global sales and apportion the
share of profits in proportion to the share of sales.
That could lead to lower rates and avoid increasing
the deficit.

Taxing the profits from sales, often called sales
factor apportionment (SFA),13 is a powerful tool.
Although SFA might not satisfy some on the left
who want to tax worldwide income, it could still be
used to differentiate between domestic and foreign
profits. Domestic profits might be taxed at 30 per-
cent, and only 15 percent of foreign profits might be
taxed at 30 percent, for a 4.5 percent effective tax
rate.14 Although SFA would not satisfy those who
want to tax worldwide profits at a full rate, it would
more than meet Apple’s requirement of a reason-
able tax on foreign earnings. Likewise, some on the
right might disagree because the system is not 100
percent territorial. Whether to apply any tax to
foreign sales, and the rate at which to do so, would
be subject to negotiation.

While some will argue for less inclusive measure-
ments that allow separate accounting, any disinter-
ested observer would note that it is precisely that
separation that has allowed multinational corpora-
tions to avoid paying income taxes in many of the
high-tax countries of the world and instead transfer
their income to low- or no-tax jurisdictions. It is
estimated that the United States lost between $77
billion and $111 billion in 2012 from corporate profit
shifting.15

It is clear that those fighting hardest against
consolidated reporting in financial statements and
SFA have a vested interest in the current broken
system, and that vesting is often not a financial
interest but a career and reputation interest. The
support of the arms-length principle by those per-
sons also has a fatal flaw: The internal pricing of a
product is subject to many legitimate rationales,
and it would be unrealistic to expect a company to
choose a system that results in greater profits in a
high-tax country than in a low-tax country.

Some have argued that since the current system
allows a credit for foreign income taxes paid, there
should at least be a deduction for foreign income
taxes. However, because the tax calculation starts
with pretax profits, there is no reason to allow a

deduction for income taxes. In a territorial system,
taxes paid in one country should not reduce taxes
paid in another.16

Implementing Sales Factor Apportionment

Because the percentage of sales made in the
United States will determine a company’s tax liabil-
ity, some companies will be tempted to manipulate
that percentage. For example, a company might sell
to an ‘‘independent’’ entity, which would then
import goods for domestic sale. This and other
schemes can be frustrated by a simple change in
calculating U.S. sales: Rather than tasking the gov-
ernment with proving the sales were not outside the
United States, shift the burden of proof to the
corporation to document the location of sales. That
method is widely used by governments in other
contexts. Business income statements as well as tax
forms depend on starting with total revenue and
subtracting expenses and deductions. In a similar
manner, MNEs would be taxed on their total sales
but credited with sales that they showed were made
outside the United States. That simple change in the
calculation would negate almost all the concerns
expressed by those scrutinizing SFA.17

However, if the product was changed signifi-
cantly, it should be considered a sale outside the
United States, and profit from that sale would not
be taxed. For example, if Malden Mills Industries in
Massachusetts sells its Polartec fleece to Bosung

13Also called ‘‘single sales factor’’ and ‘‘destination-based
corporate tax.’’

14The same formula used in the 2004 corporate tax holiday.
15Kimberly Clausing, ‘‘The Effect of Profit Shifting on the

Corporate Tax Base,’’ Tax Notes, Jan. 25, 2016, p. 427.

16Daniel N. Shaviro, ‘‘Rethinking Foreign Tax Creditability,’’
63 Nat’l Tax J. 709-722 (2010). See also Donald L. Barlett and
James B. Steele, America: Who Really Pays the Taxes? 183-189
(1994). One of the underreported stories is how first the oil
companies and then all resource companies finagled royalty
payments into income taxes so they could be credited against
U.S. tax liability. The substitution of income taxes for what
otherwise would be royalties or extraction taxes has denied the
United States its share of taxes on the income of resource
companies, particularly petroleum companies.

17Again and again experts bring up an Irish distributor that
sells Apple products into the United States with a very low
markup. This is not a valid objection, because this is not how
Apple handles international business. Three randomly chosen
distribution agreements each specify the countries that the
distributor is authorized to sell to as well as those that are
forbidden. Therefore, Apple will never allow a low-margin
distributor in Ireland or elsewhere to sell outside its territory.

Legislation should be drafted to clearly prohibit sales to U.S.
customers by distributors outside the United States, and it could
provide a safe harbor for distributor agreements that spell out
that restriction. Congress would just need to include in the
legislation wording that would require companies to take some
simple steps to ensure that products sold outside the United
States remain outside the United States. I believe that using the
subtraction method for SFA solves many problems. As Reuven
S. Avi-Yonah says, ‘‘All imports fully taxed and all exports fully
excluded.’’ Simple. And that makes SFA essentially a border-
adjustable tax, which has many international trade advantages.
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Engineering Co. Ltd. in Korea, which in turn pro-
duces jackets for The North Face Inc. in the United
States, the jackets will come into the United States
with an entirely different International Harmonized
Tariff System (HTS) code than was used for the
fabric exported to Korea. Malden Mills would
therefore count the Bosung sale as a non-U.S. sale
and would not pay corporate tax on the appor-
tioned income from that sale. It may be that Polartec
comes under HTS code 6001.22.000, and The North
Face jacket might be imported under HTS code
6110.30.3040. Legislation would need to specify the
level of difference required to qualify an intermedi-
ate sale as ‘‘outside the United States’’ when the
final product is imported into the United States.

One valid objection is that a company could
purchase a low-profit, high-volume foreign com-
pany, which could dilute its profits in a sales-based
system. But purchasing low-profit, high-sales com-
panies is not for the faint of heart. Those low profits
are generally the result of intense competition, and
the line between profit and loss can be very thin.
Legislation requiring a minimum gross margin,
such as 15 percent, might be necessary to make it
more difficult for a multinational to purchase a
low-profit, high-volume company for the tax ad-
vantages. There is also the possibility that the stock
market would punish such a diverse company.

Permanent Establishment
Permanent establishment requirements may

present another stumbling block to implementing
SFA. Though first conceived over a century ago, PE
is increasingly irrelevant in the digital age. For
instance, a foreign MNE could establish a sales
office in Windsor, Ontario, and cross the interna-
tional Peace Bridge daily to sell to American auto-
makers in Detroit without creating a PE. One can
therefore imagine revenue of $1 billion without the
establishment of a PE in the United States. New
York considers the PE requirement satisfied for any
company with $1 million in New York sales. Pro-
fessor Reuven Avi-Yonah and others have advo-
cated that the threshold for PE should be revenue
based.18

State Benefits
Another factor to consider is that states have

been unable to appropriately tax MNEs because of
water’s-edge legislation. This legislation was force-
fully advocated by the Reagan administration in the
1980s. SFA would provide substantial additional
state revenues without raising rates. It would be

unnecessary to change the water’s-edge exclusion
because SFA would deem the increased taxable
income domestic.

SFA Benefits

SFA has many appealing qualities, not the least of
which is that it is territorial. But it is much more
than that. Companies will go to any lengths to
increase sales and reduce expenses. Although they
are expenses, payroll and property are highly de-
sired by states and countries, and even though they
are highly valued by the taxing authority, compa-
nies will minimize these expenses, particularly if
taxed. Because companies so highly value sales,
taxing sales is least likely to change company
decisions in ways that distort the economy.

Additional SFA revenues would come from cur-
rent tax-avoiding MNEs, and that additional raised
revenue could be used for infrastructure projects or
debt and deficit reduction. In other words, the
elimination of tax expenditures and the elimination
or reduction of the interest deduction could go
entirely to rate reduction and increased graduation.
However, any added revenues from multinationals,
both foreign and domestic, that are not a result of
the elimination of tax expenditures and the elimi-
nation or reduction of the interest deduction might
be used to fund infrastructure projects or reduce the
deficit and debt.

Because SFA treats all companies, domestic and
international, the same, there would be no competi-
tive disadvantage or advantage in international
markets for the United States having a significantly
different corporate tax rate than the rest of the
world. And because profits from exports are not
taxable, there would be a substantial incentive for
domestic companies to emphasize foreign markets
and sales.

Companies that now receive large tax expendi-
ture reductions in pretax income would oppose this
change. That would be particularly true for inverted
companies because there would no longer be any
advantage to their inversions. However, other com-
panies that have been paying close to the ‘‘rack’’
rate would benefit. The tension between these two
groups might give the SFA proposal a chance. And
because SMEs would receive the most benefit, there
should be substantial support for the change. The
old countervailing power dynamic could be used to
help get an agreement. As Christine Lagarde, man-
aging director of the IMF, said, ‘‘There would be
more revenue for all if countries resisted the temp-
tation to compete with each other on taxes to attract
business. By definition a race to the bottom leaves
everybody at the bottom.’’ SFA would allow the
United States to sidestep that race.

18Further research will be needed to establish the appropri-
ate threshold for a PE, but it almost certainly would be between
$1 million and $10 million.
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Conclusion
This proposal not only meets Apple’s require-

ments but provides additional economic benefits as
well. And it would seemingly meet Ryan’s need for
tax relief to grow the economy while also meeting
many of Nunes’s requirements. Although the pro-
posal could be revenue positive, the added revenue
would be derived from companies that currently
are not paying their fair share of taxes. Starting with
book income helps remove the government from
business decisions and provides additional rev-
enues that can be channeled to reduce corporate
income rates. Reducing or eliminating the interest
deduction would strengthen our economy and help
to further lower corporate tax rates. Graduating
taxes encourages SME growth and discourages
mega-mergers. SFA treats all businesses the same
and provides a tamper-proof territorial system that
is by far the strongest of the proposals suggested for
fixing the undisputedly broken corporate tax sys-
tem. It is territorial, would avoid all or most of the
ways that companies use to game our current
system, and would provide much-needed revenue
to states while raising more revenue at lower rates.
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