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On January 7, 2003, President George W.
Bush unveiled a multi-faceted proposal to
improve the nation’s economic growth. One of
the most important features of his plan calls
for abolition of the current federal double taxa-
tion of corporate dividends paid to individual
shareholders. Economic analysts at the Center
for Data Analysis (CDA) at The Heritage Foun-
dation found, in a study of a dividend reform
proposal similar to President Bush’s, that end-
ing the double taxation of dividends would
improve the nation’s economic growth,
employment level, and other economic indica-
tors over the next 10 years.

For example, CDA estimates indicate that
the employment level would average 285,000
additional jobs from 2003 to 2012. In addi-
tion, CDA analysis has found that ending this
double taxation would reduce federal revenue
by $64 billion over ten years, or 79 percent
less than an estimate that does not account for
the effects of greater economic activity follow-
ing the proposal’s implementation. The CDA’s
$64 billion estimate is slightly more than one-
fifth of the $364 billion cost estimated by the

United States Department of the Treasury for
President Bush’s proposal.? The CDA and
Treasury analyses consider slightly different
proposals, but this cost difference is largely
due to the more realistic estimation method
used by the CDA.

The Treasury Department employs an erro-
neous “static” approach to estimate the reve-
nue effect of tax law changes, while the CDA
uses dynamic simulation, a method that
accounts for the impact that federal tax policy
may exert on economic growth.3 Figure 1
shows that the estimation method chosen can
make a large difference in the projected reve-
nue loss. The figure compares the CDA’s own
static and dynamic projections of the federal
revenue change resulting from a particular
plan to end the double taxation of dividends.

This double taxation® has two stages. The
first stage occurs when the federal government
taxes shareholders on corporate income
through corporate taxes. The second occurs
after the corporation has distributed part of the
post-tax profits to the shareholders in the form
of dividends. In this second stage, the federal

1. The authors would like to thank Gary Robbins, Visiting Fellow in Tax Analysis at The Heritage Foundation
and President of Fiscal Associates, and Stephen J. Entin, President and Executive Director of the Institute for
Research on the Economics of Taxation (IRET) for their helpful comments.

2. United States Department of the Treasury, Office of Public Affairs, “Tax Provisions of the President’s Growth
Package,” at http://www.treas.gov/press/releases/kd3739.htm.

3. Forthcoming sections of this paper further discuss the differences between static and dynamic analysis.
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government
taxes sharehold-
ers on their divi-
dend income
through the per-
sonal income
tax.

Economists
have long argued
that the double
taxation of divi-
dends reduces
the after-tax
return on capi-
tal in the nation’s
economy and
thus discour-
ages invest-
ment—in other
words, pur-
chases of new
business equip-
ment and

machinery.” This reduced investment in turn
weakens economic growth. Consequently, elimi-
nating the double taxation would spur investment
and improve the economy’s long-term growth.
Recognizing these economic benefits, several
nations, including Australia, France, Italy, Canada,
Germany, Japan, and the United Kingdom, have
abolished or reduced their double taxation of cor-
porate dividends.®

One recent legislative proposal to abolish this
double taxation in the United States was spon-

A& Figure 1
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Dynamic vs. Static Revenue Cost Estimates
of Ending Double Dividend Taxation
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Note: Assumes legislative enactment on September 30, 2003.
Source: Estimates by the Center for Data Analysis at The Heritage Foundation, using August 2002
Congressional Budget Office projections and the DRI-WEFA U.S. Macroeconomic Model.

sored by Representative Christopher Cox (R—
CA).” The Heritage Foundation’s CDA used this
proposal to illustrate the economic and federal fis-
cal effects of ending the double taxation of divi-
dends.® To estimate these effects, Heritage analysts
employed the DRI-WEFA U.S. Macroeconomic
Model and the Center’s own Individual Income
Tax Model. Assuming the reform becomes 1aw in
September 2003, the investigation found that:”

* GDP Increases. During the period from 2003
through 2012, the Cox proposal would

4. The term “double taxation” refers only to the federal taxation of dividends. When state and local taxes and estate taxes are
considered, there are more than two layers of taxation on dividend income. However, this working paper limits its discus-
sion to federal tax policy, so its language refers only to federal double taxation. Consequently, the examples discussed
herein set aside the effect of state and local taxation on corporate shareholder return and the user cost of capital.

5. For more on the economic effects of federal double taxation of dividends, see James M. Poterba, “Tax Policy and Corporate
Saving,” Brookings Papers on Economic Activity No. 2, 1987, pp. 455-515; Peter Birch Sorensen, “Changing Views of the
Corporate Income Tax,” National Tax Journal, Vol. 48, Issue 2 (June 1995), pp. 279-294; James M. Poterba and Lawrence
H. Summers, “The Economic Effects of Dividend Taxation,” National Bureau of Economic Research Working Paper No.
1353, 1984; and James M. Poterba and Lawrence H. Summers, “New Evidence that Taxes Affect the Valuation of Divi-
dends,” The Journal of Finance, Vol. 39, Issue 5 (December 1984), pp. 1397-1415.

6. Deborah Thomas and Keith Sellers, “Eliminate the Double Tax on Dividends,” Journal of Accountancy, November 1994,
and Ervin L. Black, Joseph Legoria, and Keith E Sellers, “Capital Investment Effects of Dividend Imputation,” The Jour-
nal of the American Taxation Association, Vol. 22, Issue 2 (2000), pp. 40-59.

H.R. 5323, 107th Congress.

The Center for Data Analysis was asked to evaluate this proposal in September 2002 and plans to evaluate the “exclu-
sion method” in President Bush’s proposal in a forthcoming study.
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increase the
nation’s gross
domestic prod-
uct (GDP) by an
inflation-
adjusted'? $32
billion per year
on average, com-
pared to what it
would otherwise
have been. GDP
would be at least
$22 billion higher
in 2004 and no
less than $45 bil-
lion higher in
2012 if the pro-
posal were to be
implemented.
(See Figure 2.)

Employment
grows. The pro-
visions in the
Cox bill would
enable the econ-
omy to support
325,000 more
jobs by 2012.
(See Figure 3.)
With these addi-
tional jobs in the
economy, the
unemployment
rate would be 0.2
percent lower
throughout the
period 2005-
2012 than cur-
rent projections
indicate.

Investment
strengthens.
Over the 10-year
period from 2003

& Figure 2 JAN 2003

Ending Double Taxation of Dividends Bolsters Economic Growth,
Gross Domestic Product Compared to Baseline
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Note: Assumes legislative enactment on September 30, 2003.
Source: Estimates by the Center for Data Analysis at The Heritage Foundation, using August 2002 Congressional
Budget Office projections and the DRI-WEFA U.S. Macroeconomic Model.

A Figure 3 JAN 2003

Ending Double Taxation of Dividends
Strengthens Job Growth Compared to Baseline
Payroll Jobs (Thousands)
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Note: Assumes legislative enactment on September 30, 2003.
Source: Estimates by the Center for Data Analysis at The Heritage Foundation, using August 2002 Congressional
Budget Office projections and the DRI-WEFA U.S. Macroeconomic Model.

CDA analysts assumed that the reform would be enacted on September 30, 2003, and applicable retroactively to divi-
dends paid after January 1, 2003.

10. All dollar values listed as “inflation-adjusted” are indexed to the general 1996 price level.
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R Figure 4 JAN 2003

Ending Double Taxation of Dividends Raises Net
Capital Stock Compared to Baseline
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200

180 174.6
160
140
120
100
80
60
40
20

2004 2005 2006 2007 2008 2009 2010 2011 2012

Note: Assumes legislative enactment on September 30, 2003,
Source: Estimates by the Center for Data Analysis at The Heritage Foundation, using August 2002 Congressional
Budget Office projections and the DRI-WEFA U.S. Macroeconomic Model.
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Ending Double Taxation of Dividends Boosts
Disposable Income Compared to Baseline
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Budget Office projections and the DRI-WEFA U.S. Macroeconomic Model.
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11.

through 2012, the proposal would result in an
aggregate increase of at least $253 billion
(adjusted for inflation) in non-residential
investment. Because of this higher level of
investment, the nation’s non-residential capi-
tal stock would be $175 billion higher in
2012. (See Figure 4.)

Disposable income picks up. Under the Cox
legislation, disposable personal income would
average an inflation-adjusted $56 billion
higher from 2003 through 2012. (See Figure
5.) This higher level would raise annual dis-
posable personal income by $192 per person
on average during the period. For a family of
four, this increase would correspond to $768
more in disposable income on average each
year.

Personal savings increases. The proposal
would increase personal savings by an infla-
tion-adjusted average of $18 billion per year
from 2003 through 2012.

Higher economic growth reduces the “cost”
to the Treasury by over 70 percent. The
CDA’s own static estimates suggest the pro-
posal would reduce federal revenue by about
$300 billion from 2003 through 2012. How-
ever, the CDA’s more realistic dynamic esti-
mates show that the proposal would reduce
federal revenue during the period by a total of
$64 billion. (See Figure 1.) During the last five
years, the proposal would be nearly revenue
neutral, since the improved economic growth
caused by the legislation would, in turn,
increase tax collections. (See Table 3). For rea-
sons discussed below, these estimates do not
take into account the way in which the pro-
posal’s effect on capital gains tax collections
would change federal tax revenue.

HOW THE DOUBLE TAXATION
OF DIVIDENDS WORKS

The double taxation of dividends'! is one of the
clearest examples of the way the nation’s current
tax law reduces the return on capital and, there-
fore, the incentive to invest. The following exam-
ple illustrates the effect of this double taxation.

Consider $100 in pre-tax profit earned by a cor-
poration in the flat 35 percent bracket. Suppose
that, after paying the $35 in federal corporate
taxes, the firm distributed the remaining $65 to a
shareholder. Suppose, further, that this individual
was in the 27 percent personal income tax bracket.
This shareholder would pay $17.55 in personal
income taxes on these dividends. This second
round of taxation would leave only $47.45 of the
original $100 in corporate profits. In other words,
for every $100 in pre-tax profits, the federal gov-
ernment would absorb approximately $52.55 in
taxes.

In contrast, consider the taxes the shareholder
might have paid if that person could have received
the dividend before the firm paid corporate taxes.
In this case, the corporation would have paid the
shareholder all $100 in the form of a dividend.
The shareholder would then have paid $27 in per-
sonal income taxes on the dividends, leaving that
investor with $73 out of the $100 in pre-tax cor-
porate profit. As this example shows, the double
taxation of corporate dividends reduced the share-
holder’s return on capital from $73 to $47.45—a
reduction of 35 percent (or $25.55). In the aggre-
gate, this lower return on capital means that there
is less investment than there would otherwise have
been.

The Bureau of Economic Analysis (BEA) and the Internal Revenue Service (IRS) define the word “dividend” differently.
This paper uses the BEA definition. There are at least two major differences between the BEA and IRS definitions. For
example, the IRS defines as “dividend income” interest earned by mutual funds on the funds’ non-equity holdings, while
the BEA does not count this as dividend income. In contrast, the BEA counts as dividend income flows from S-Corpora-
tions, while the IRS does not. The numerical differences between the two definitions can be quite large. For example, dur-
ing calendar year 2000, IRS dividends were $142.2 billion, while BEA dividends were $375.7 billion. See Thae S. Park,
“Comparison of BEA Estimates of Personal Income and IRS Estimates of Adjusted Gross Income,” Bureau of Economic
Analysis, Survey of Current Business, November 2002, Table 2, at http://www.bea.gov/bea/ARTICLES/2002/11Novembet/

1102irs&agi.pdyf.
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DYNAMIC SIMULATION OF
MACROECONOMIC AND FISCAL EFFECTS

Heritage economists use dynamic simulation to
project the economic and fiscal effects of proposals
for tax changes. This method contrasts with the
static approach used by the U.S. Department of
the Treasury and the Congressional Joint Commit-
tee on Taxation (JCT) , which assumes that federal
tax policy does not affect economic growth.

In determining the fiscal effects of tax change
proposals, the static approach does take into
account some of the ways taxpayers alter their tax
reporting and filing in response to changes in tax
law. For example, the static approach takes into
account that taxpayers could increase their item-
ized deductions or shift compensation from tax-
able to tax-exempt (or tax-deferred) forms in
response to certain changes in the tax laws. How-
ever, the static approach does not take into
account the way investors and workers alter their
consumption, investment, saving, and work effort
in response to changes in tax policy. This is a
major shortcoming of the static approach because
economic theory suggests that tax policy changes
bring about such alterations.

Such changes in taxpayers’ behavior could affect
important macroeconomic variables, including
employment, personal income, and GDP. Thus,
changes in tax law often exert an impact on the
nation’s economy. The static approach necessarily
ignores these impacts, leading to systematic inac-
curacies in the estimates of the fiscal effects of tax
policy changes.

In contrast, The Heritage Foundation uses
dynamic simulation in evaluating the fiscal and
economic effects of tax policy proposals. Dynamic
simulation takes into account the impact that tax
policy legislation can exert on taxpayers’ economic
decisions, such as consumption, investment, sav-
ing, and work effort. Dynamic simulation, there-
fore, can reflect changes in macroeconomic
variables that new tax policies can cause.

For example, if a tax rate reduction were to
strengthen national economic growth and there-
fore increase the tax base, a resultant increase in
tax collections could partially offset the federal
revenue losses caused by the rate reduction. Static
analysis would not take such an offset into account
and therefore would overestimate the net decline
in federal tax collections resulting from the tax rate
reduction. Dynamic analysis would include this
offset because it would take full account of the
economic benefits that the tax rate reduction could
cause. It would also capture the ways in which
these benefits could strengthen the economy, bol-
ster the tax base, and ameliorate the reduction in
tax collections.

In analyzing the economic and fiscal impact of
the Cox proposal, CDA analysts made a number of
assumptions regarding the alternative minimum
tax, capital gains taxation, federal spending, and
the date the bill would be enacted. These assump-
tions were as follows.

* Alternative Minimum Tax. The form of the
bill submitted for consideration in the 107th
Congress does not clearly state how the divi-
dend tax credit should be handled under those
parts of the tax code that establish the alterna-
tive minimum tax (AMT). Heritage Foundation
analysts assumed that taxpayers required to file
under the AMT rules would be able to take
advantage of the dividend tax credit. If this
were not the case, the dividend tax relief for
those taxpayers would be negated.

* Capital Gains Tax. The Cox proposal would
be expected to cause an increase in equity
prices. This increase would likely cause inves-
tors to adjust their portfolios, perhaps trigger-
ing increased capital gains tax liability.
Estimating the total increase in capital gains
tax collections would require both distribu-
tional and basis data that are not readily avail-
able to Heritage economists. Therefore, CDA
analysts assumed that such collections would
remain unchanged relative to the baseline
forecast.

12. For a discussion of the shortcomings of static analysis of the effects of tax policy changes, see Daniel J. Mitchell, “The Cor-
rect Way to Measure the Revenue Impact of Changes in Tax Rates,” Heritage Foundation Backgrounder No. 1544, May 3,
2002, at http://www.heritage.org/Research/Taxes/BG1544.cfm. See also “The Argument for Reality-Based Scoring,” Heritage
Foundation Web Memo No. 92, March 29, 2002, at http://www.heritage.org/Research/Taxes/WM92.cfm, and Daniel R. Bur-
ton, “Reforming the Federal Tax Policy Process,” Cato Institute, Cato Policy Analysis No. 463, December 17, 2002, at

http://www.cato.org/pubs/pas/pa-463es.html.
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* Federal Spending. Heritage Foundation ana-
lysts assumed that Congress would make no
government program spending reductions to
offset federal revenue cuts expected with the
Cox proposal. As a result, any changes in fed-
eral spending observed in the simulation are
attributable solely to the Cox proposal’s effect
on the national economy and, in turn, the
economy’s effect on federal spending.

* Dividend Increase. Heritage analysts assumed
that ending the double taxation of dividends
would increase dividend payouts by 10 per-
cent. A portion of this increase would be
caused by higher shareholder demand for divi-
dends. In response to this higher demand, cor-
porations would increase their payouts of
dividends out of after-tax profits. The remain-
der of this 10 percent increase would be
explained by a reduction in the user cost of
capital and a corresponding increase in profits.
Some of these higher profits would then be
returned to shareholders as higher dividends.
The combined result of these two effects was
assumed to be a 10 percent increase in divi-
dends.!?

* Date of Enactment. Heritage economists
assumed that the tax reform would become
law on September 30, 2003, and apply retroac-
tively to dividends received after January 1,
2003. Assuming an earlier date of enactment
would have resulted in the proposal’s benefits
being realized sooner.

Macroeconomic and Fiscal Effects
of the Cox Proposal

Heritage economists used a modified version of
the DRI-WEFA U.S. Macroeconomic Model to
conduct a dynamic simulation of the effects of

Representative Cox’s bill.!* Specifically, Heritage
economists developed a baseline by adapting the
DRI-WEFA macroeconomic forecast from Sep-
tember 2002 to yield the same economic and bud-
get projections as those of the Congressional
Budget Office (CBO) in August 200215 Thus, the
economic baseline employed in this analysis
should be comparable to baselines used by the
CBO and JCT in analyzing this legislation. The
results of the dynamic simulation are displayed in
Table 2.

Specifically, the dynamic analysis projects that
the Cox proposal would:

* Increase economic growth. GDP would
increase by an average of at least $32 billion
per year (adjusted for inflation) within the
period from 2003 through 2012. GDP would
be an inflation-adjusted $22 billion higher in
2004 and $45 billion higher in 2012.

(See Figure 2.)

* Create more job opportunities. The proposal
would increase the number of jobs by at least
325,000 in 2012. (See Figure 3.) This increase
in jobs would correspond to a decline in the
unemployment rate of no less than 0.2 percent
per year over the next 10 years. (See Figure 3.)

* Increase investment. Non-residential invest-
ment would average nearly $25 billion per
year (adjusted for inflation) higher between
2003 and 2012. By the end of fiscal year 2012,
the net capital stock would be at least an infla-
tion-adjusted $174 billion higher. (See Figure
4.) The user cost of capital would be about 5.4
percent lower in 2012,

* Increase disposable personal income. Dis-
posable personal income would increase by an
inflation-adjusted average of $56 billion or

13. Based on empirical evidence, this 10 percent increase in dividends appears to be a low-end estimate. See Martin Feldstein,
“Corporate Taxation and Dividend Behavior,” The Review of Economic Studies, Vol. 37, Issue 1 (January 1970), pp. 57-72,
and Poterba, “Tax Policy and Corporate Saving.” Assuming a larger increase in dividends would have resulted in a higher

estimated growth in GDP.

14. The Center for Data Analysis used the Mark 11 U.S. Macroeconomic Model of DRI-WEFA, Inc., to conduct this analysis.
The model was developed in the late 1960s by Nobel Prize—winning economist Lawrence Klein and several colleagues at
the University of Pennsylvania. It is widely used by Fortune 500 companies, prominent federal agencies, and economic
forecasting departments. The methodologies, assumptions, conclusions, and opinions herein are entirely the work of Her-
itage Foundation analysts. They have not been endorsed by, and do not necessarily reflect the views of, the owners of the

model.

15. Congressional Budget Office, “The Budget and Economic Outlook: An Update,” August 2002, at http://www.cbo.gov/

showdoc.cfm?index=3735&sequence=0.



THE HERITAGE CENTER FOR DATA ANALYSIS

more per year from 2003 through 2012. For a
family of four, this increase in disposable
income would correspond to an average of at
least $768 per year. (See Figure 5.)

* Increase personal savings and personal con-
sumption. Personal savings would average an
inflation-adjusted $18 billion higher during
the 10-year period. Personal consumption
expenditures would average an inflation-
adjusted $36 billion higher than current pro-
jections.

» Slightly increase consumer prices. Under
the Cox proposal, growth in the consumer
price index would average 0.1 percent higher
from 2004 through 2008. Over the final four
years of the forecast period, increases in the
price level would be virtually unchanged in
comparison with those of the baseline.

* Decrease federal tax revenue. The Cox divi-
dend proposal would reduce total federal tax
revenues by a total of $64 billion during its
first 10 years. Close to $56 billion of this
reduction would take place during the first five
years, for an average of $11 billion per year.
During the final five years of the simulation
period, the tax cut would be virtually revenue
neutral, reducing federal revenue by an aver-
age of less then $2 billion per year. During this
latter five-year period, increases mostly in cor-
porate and Social Security tax collections
would offset expected declines in personal
income taxes. Corporate tax collections would
rise because of higher pre-tax corporate prof-
its. Payroll taxes would increase because of
higher employment levels.'© (See Table 3.)

* Increase federal spending. If Congress were
not to reduce federal program spending to off-
set the tax revenue reductions caused by this

proposal, overall federal spending would rise.
Spending would average about $13 billion
higher after ending the double taxation of divi-
dends. About two-thirds of this increase would
result from additional federal interest pay-
ments. The rest would be caused by increases
in federal expenditures on income-mainte-
nance programs for federal and Social Security
retirees. These increases in federal income
maintenance spending would be caused
mainly by higher consumer prices observed
during the years from 2004 through 2008.
(See Table 4.)

CONCLUSION

President Bush has proposed reforming the U.S.
tax code to abolish the federal double taxation on
corporate dividends. Economists have long argued
that this double taxation exerts a harmful effect on
the nation’s economy because it increases the user
cost of capital and therefore reduces investment in
the United States. Last fall, Representative Christo-
pher Cox introduced legislation that would end
this double taxation.

This Heritage Foundation working paper inves-
tigates the 10-year economic and fiscal impact of
Representative Cox’s proposal to abolish this dou-
ble taxation. It finds that the proposal would, by
the year 2012, improve growth in the nation’s
GDP, add hundreds of thousands of jobs to the
economy, increase investment, strengthen growth
in disposable income, and add to the nation’s cap-
ital stock.

—Norbert J. Michel and Alfredo Goyburu are Pol-
icy Analysts, and Ralph A. Rector, Ph.D., is a Research
Fellow, in the Center for Data Analysis at The Heri-
tage Foundation.

16. To maintain comparability with published CBO long-term projections, projections of changes in federal spending and rev-

enue are not adjusted for inflation in this paper.
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APPENDIX I:
METHODOLOGY

Heritage Foundation economists in the Center
for Data Analysis (CDA) used a multi-step proce-
dure to analyze the budgetary and economic
effects of the tax law change proposed by Repre-
sentative Cox.

First, CDA economists adapted the September
2002 forecast from the DRI-WEFA U.S. Macro-
economic Model to make it congruent with the
long-term budget and economic projections pub-
lished by the Congressional Budget Office in
August 2002.'7 CDA analysts then used this fore-
cast as the baseline by which to analyze the effects
of the Cox proposal.

CDA economists then used the Center’s Individ-
ual Income Tax Model to generate a static estimate
of the change in federal tax collections resulting
from the Cox proposal.*® This static estimate
serves as an essential starting point in analyzing
the fiscal impact of proposed changes in tax pol-
icy. However, as explained above, to use this esti-
mate as an ultimate forecast of the federal revenue
lost under the Cox proposal would be to imple-
ment an erroneous static approach. The more
accurate, dynamic approach would take into
account the proposal’'s macroeconomic effects.
These effects include changes in GDP, interest
rates, employment levels, price levels, investment,
and other quantities. Changes in any of these mac-
roeconomic variables could affect tax revenues sig-
nificantly.

Next, the Center’s analysts introduced these tax
collection changes and other implications of the

Cox proposal into the adapted DRI-WEFA U.S.
Macroeconomic Model. CDA researchers then exe-

cuted the simulation and developed a dynamic
estimate of the fiscal and macroeconomic effects of
the Cox proposal. The researchers noted changes
in key macroeconomic and budget variables com-
pared with their values in the original adapted ver-
sion of the model. Differences in these key
variables were attributed to the response of the
U.S. economy and federal budget to the tax policy

change—that is, the dynamic response. (See Table
2)

The Simulation™

The DRI-WEFA model contains a number of
variables that can be altered to simulate policy
changes. Using these variables, CDA analysts
introduced static-model tax revenue and economic
behavior responses attributable to the enactment
of Representative Cox’s proposal to end the double
taxation on corporate dividends. The variables
altered include:

* Federal Marginal Tax Rate on Corporate
Income. The Cox dividend proposal would
significantly reduce the effective federal mar-
ginal tax rate on corporate income. CDA ana-
lysts altered a variable that controls this
quantity in order to reflect this reduction.

* Federal Average Tax Rate on Corporate
Income. CDA researchers manipulated a vari-
able that controls the federal average corporate
tax rate. This variable was changed so that the
average rate would remain unchanged com-
pared to the baseline value, in spite of the
alteration of the federal marginal corporate tax
rate.

17. Congressional Budget Office, “The Budget and Economic Outlook: An Update.”

18. The CDA’s Individual Income Tax Micro-simulation model estimates the tax liability for a national sample of 100,000 tax
filers. This sample contains tax return data from the Public Use Tax File produced by the Statistics of Income (SOI) Divi-
sion of the IRS. The IRS data have been supplemented with additional information from the March 1996 Current Popula-
tion Survey (CPS) produced by the Bureau of the Census. The March 1996 CPS data contain family income information
for 1995. The 1995 data from the SOT and CPS have been “aged” using a forecast produced from a DRI-WEFA macroeco-
nomic model that has been calibrated to the baseline economic assumptions published by the Congressional Budget Office
in August 2002. To these data, CDA analysts added the CBO’s economic and budget forecast to project the sample data

forward through year 2012.

19. Readers interested in replicating this analysis should contact the authors for further information regarding how the model

was applied.
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Federal Average Tax Rate on Personal
Income. The Cox dividend proposal would
abolish the double taxation of corporate divi-
dend income by returning a credit that could
be claimed against personal income tax liabil-
ity. CDA analysts altered this variable to cap-
ture the static reduction in federal personal
income tax collections resulting from the
enactment of Representative Cox’s legislation.

Personal Dividend Income. The Cox divi-
dend proposal is expected to boost corporate
payments of dividends. This increase would
have both short-run and long-run compo-
nents. In the short run, existing C-Corpora-
tions would increase their dividend payouts as
a share of after-tax profits. They would do so in
response to shareholder demand. In the long
run, the Cox dividend proposal would reduce

10

the user cost of capital. The lower user cost of
capital would boost corporate profits, leading
to an increase in payouts of corporate divi-
dends. CDA analysts recognized this increase
through an appropriate change in a model
variable that controls personal dividend
income.

Corporate Profits. The Cox dividend pro-
posal is expected to increase personal dividend
income compared to its level in the baseline
forecast. As indicated in the simulation, part of
this increased dividend income comes from an
increase in firm profitability, as described
above. The rest of the dividend increase would
represent a shift from corporate retained earn-
ings to increased payouts of dividends. CDA
economists adjusted a variable that controls
after-tax corporate profits to reflect this shift.
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APPENDIX II:
MECHANICS OF THE COX PROPOSAL

The bill sponsored by Representative Cox
would eliminate the double taxation of dividends
paid by C-Corporations through an “imputation
credit” method similar to that used in several other
countries.2° This method adds an amount equal to
the corporate layer of the tax on the distributed
dividend to the individual shareholder’s gross
income and then gives the shareholder a tax credit
equal to that amount.

The Cox approach has the effect of removing
the corporate layer of taxation from dividends by
returning it to shareholders at the personal level, via
a credit. Although corporations continue to pay
income taxes on the dividends they distribute,
individuals receiving dividends end up with a
lower tax liability to offset the corporate income
tax.

This proposal would not change any aspect of
taxation at the corporate level. In addition, the
shareholder’s legal obligation to report dividends
received as ordinary personal income would
remain unchanged. However, in addition to the
dividends, shareholders would have to add to their
taxable income the amount that each corporation
paid in taxes on the Proﬁts from which each divi-
dend payout came.?

By adding the corporate tax payments on each
dividend payout to their ordinary personal
income, shareholders would be said to be “gross-
ing up” their dividend income. The corporate tax
payments on the dividends—that is, the amount
by which the dividend payments would be
“grossed up”—would also become a non-refund-
able credit that shareholders could claim against
tax liability.

Thus, the gross-up amount would both add to
and subtract from each shareholder’s tax liability.
However, the net effect would never be a tax liabil-
ity increase. The gross-up would increase the
shareholder’s liability by adding to taxable income.
On the other hand, the gross-up would reduce tax
liability by serving as a non-refundable credit. The
effect of the former can never add more in tax lia-
bility than the latter reduces. This is because the
gross-up increases the shareholder’s liability only
by the amount of the gross-up multiplied by the
shareholder’s top marginal tax rate, while the
shareholder’s tax liability is reduced by up to the
full amount of the gross-up.

Table 1 provides an example illustrating how
the Cox proposal works for a hypothetical dual-
earning married childless couple in the 27 percent
tax bracket?? during 2003.%> The couple is
assumed to own stock in a company subject to the
average corporate tax rate of 35 percent. The cor-
poration’s tax situation is illustrated in the section
of the table labeled “Corporate Taxpayer” (lines 1
to 3). This section shows that corporate tax liabil-
ity on pre-tax dividends does not change with the
proposal. In both cases, the $100 in pre-tax profits
is taxed at the corporate rate of 35 percent, leaving
$65 that could be paid to individuals in the form
of dividends.

The example illustrated in the table sets aside
the effect of state and local corporate taxes and
further assumes that all of the $65 is paid to the
couple in the form of a dividend. Under both cur-
rent law and the Cox proposal, the couple adds
the $65 dividend to its other taxable income (line
8). The couple’s other taxable income, in turn, is
calculated the same way under both current law

20. Thomas and Sellers, “Eliminate the Double Tax on Dividends,” and Black, Legoria, and Sellers, “Capital Investment Effects

of Dividend Imputation.”

21. The Cox proposal specifies that this tax amount be calculated using the average federal tax rate on the particular corpora-

tion for the relevant tax year.

22. For 2003, marginal personal income tax rates range between 10 percent and 38.6 percent. For this example, CDA analysts
chose a hypothetical couple facing a marginal tax rate somewhere in the middle of this range—27 percent.

23. The table uses CCH projections for the 2003 federal income tax brackets (Schedule Y-1: Married Filing Jointly and
Surviving Spouses), deductions, and exemptions. See CCH Incorporated, 2003 Master Tax Guide (Chicago, Ill.: CCH

Incorporated, 2002), pp. 25, 102, 309.
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A Table 1

JAN 2003

Corporate Taxpayer

Pre-tax Corporate Dividend
Corporate Tax (35%)
After-tax Corporate Dividen

Wages

Standard Deduction
Personal Exemptions
Taxable Other Income
Dividend Income
Dividend Gross-Up
Taxable Income

Pre-credit Tax Liability
Dividend Credit
Personal Tax Liability on Dividend
Personal Tax Liability on Other Income
Total Tax Liability

After-tax income

Dividend Detail

Pre-tax Corporate Dividend
Corporate Tax on Dividend
Personal Tax Liability on Dividend
Effective Personal Tax on Dividend

Effective Personal Dividend

($65 dividend income * 27%) = $17.55

Example Showing How the Dividend Imputation Credit Increases
After-tax Income For a Dual-Earning, Childless Married Couple With
$62,000 Non-dividend Income and $65 Dividend Income

Current Law Proposal  Difference
$100.00 $100.00 $0.00
35.00 35.00 0.00

65.00 65.00 0.00

Individual Taxpayer Dual-Earning Married Couple in the 27% Bracket With Total Income of $62,065

Note: * Under current law, the personal tax liability on the dividend is calculated as follows:

#* Under the Cox proposal, the personal tax liability on the dividend is calculated as follows:
($100 dividend income after the gross up * 27% ) - $35 credit = ($8.00)

Source: Heritage Foundation, Center For Data Analysis calculations based on the
2003 U.S. Master Tax Guide, Chicago, CCH Incorporated 2002.

6200000  62,000.00 0.00
795000  7.950.00 0.00
610000  6,100.00 0.00

4795000  47,950.00 0.00

65.00 65.00 0.00
0.00 3500 3500

4801500  48050.00 3500

665250 666195 9.45

0.00 (35.00) (35.00)
17.55% (800)**  (25.55)
663495 663495 0.00
665250 662695 (25.55)
5541250 5543805 25.55
100.00 100.00 0.00
3500 3500 0.00
17.55 (8.00) (25.55)
52.55 27.00 (25.55)
4745 73.00 25.55

and the proposal (lines 4-7). The couple starts
with $62,000 in wage and salary income and no
other type of income (line 4). It then takes its stan-
dard deduction of $7,950 (line 5) as well as its
personal exemptions totaling $6,100 (line 6).
These deductions leave $47,950 in taxable other
income (line 7).

12

As described above, the dividend payout the
couple receives is added to their other taxable
income under both current law and the proposal
(line 8). However, under the Cox proposal, the
dividend gross-up is also added to the couple’s
taxable income (line 9).%* Under the proposal, the
couple applies the same rate structure to their
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income as under current rules. Under current law,
the couple ends up with a total tax liability of
$6,652.50 and an after-tax income of $55,412.50
(lines 15 and 16). Under the Cox proposal,
because of the dividend gross-up, the couple’s tax-
able income (line 10) totals $48,050, not $48,015
as under current law. This higher taxable income
incurs a pre-credit tax liability of $6,661.95 (line
11). At this point, the filing couple applies the
credit (line 12) and is left with a total tax liability
of $6,626.95 (line 15)—a $25.55 reduction in tax
liability.

The “Dividend Detail” section of Table 1 shows
how the Cox proposal reduces the taxes the couple
pays on the dividends it received. For example,
under current law, the taxpayer’s individual por-
tion of the tax on the dividend is $17.55.%°

Under the Cox proposal, however, the tax-
payer’s individual portion of the tax on the divi-
dend is negative $8 (line 8).26Since the personal
tax on other income remains unchanged, the tax-
payer’s total tax liability falls by $25.55—from
$6,652.50 to $6,626.95. Therefore, the Cox pro-
posal lowers the effective personal tax on the divi-
dend by $25.55 for the couple in this example
(line 20).

Under current law, the $100 in pre-tax divi-
dend income is reduced by $35 at the corporate
level, leaving $65 for the individual, which is fur-
ther reduced by $17.55 at the personal level (lines
17-19). Adding the $35 tax and the $17.55 tax
results in an effective personal tax of $52.55.
(Adding lines 18 and 19 results in the total on line
20.) When the $52.55 is subtracted from the orig-
inal $100, the individual investor receives an effec-
tive dividend of only $47.45. (Subtracting line 20
from line 17 gives the total on line 21.)

Under the Cox proposal, the effective personal
tax on the dividend is only $27 ($65 dividend +
$35 credit = $100 x 27% = $27). This means that
the effective personal dividend is $25.55 higher,
for a total of $73 ($47.45 + 25.55). This new effec-
tive dividend is exactly what the individual would
have received had the original $100 been taxed
only at the personal level ($100 x (1-.27) = $73).

While the corporation pays the same tax on the
dividend income that it pays under current law,
the Cox proposal has the effect of distributing a
dividend that was untaxed at the corporate level.
The end result is that one layer of taxation on divi-
dends is removed, resulting in a higher after-tax
rate of return on investment.

24. In this example, it is assumed that the corporations making the dividend payouts are responsible for keeping track of the
proper credit and providing shareholders with this information.

25. See first footnote on Table 1.

26. See second footnote on Table 1.

27. This result is dependent on taxpayers’ being allowed to take the tax credit against the alternative minimum tax (AMT).

13
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APPENDIX Il
TABLES FOR ECONOMIC AND FISCAL EFFECTS
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THE HERITAGE CENTER FOR DATA ANALYSIS

R Table 4

JAN 2003

How Ending Double Taxation of Dividends Would Affect Federal Spending

(Fiscal Year End)

Type of Revenue 2002 2003 2004 2005 2006 2007
Federal Expenditures In Billions of Dollars (Not Adjusted for Inflation)

Under Cox Proposal ~ 2,031.9 2,105.0 2,194.7 2,2884 2,379.2 2,478.0
Current Law 2,031.9 2,105.0 2,194.0 2,283.0 2,368.0 2,463.0
Difference 0.0 0.0 0.7 54 1.2 15.0
Federal Interest

Under Cox Proposal 2129 209.0 238.7 261.9 2730 277.2
Current Law 2129 209.0 238.0 258.0 265.0 267.0
Difference 0.0 0.0 0.7 39 8.0 10.2
Social Security Benefits

Under Cox Proposal 444.5 474.0 494.2 5172 544.0 5737
Current Law 444.5 474.0 494.0 516.0 542.0 571.0
Difference 0.0 0.0 0.2 1.2 20 2.7
Federal Employee Retirement Benefit

Under Cox Proposal 77.1 59.0 62.0 65.2 684 71.6
Current Law 77.1 59.0 62.0 65.0 68.0 71.0
Difference 0.0 0.0 0.0 0.2 04 0.6

(Fiscal Year End) (Total)

Type of Revenue 2008 2009 2010 2011 2012 2003 - 2012
Federal Expenditures In Billions of Dollars (Not Adjusted for Inflation)

Under Cox Proposal ~ 2,590.3 2,697.6 28115 2,944.1 3,0252 25514.0
Current Law 2,573.0 2,679.0 2,792.0 2,924.0 3,005.0 25,386.0

Difference 173 18.6 19.5 20.1 202 128.0
Federal Interest

Under Cox Proposal 2783 276.8 272.1 264.2 249.1 2,600.3
Current Law 267.0 2650 260.0 2520 237.0 2,5180

Difference 1.3 1.8 [2.1 122 [2.1 82.3
Social Security Benefits

Under Cox Proposal 605.3 640.9 679.3 721.6 766.8 60168
Current Law 602.0 637.0 675.0 717.0 762.0 5,990.0

Difference 33 39 4.3 4.6 4.8 26.8
Federal Employee Retirement Benefit

Under Cox Proposal 758 789 83.0 87.1 91.1 742.1
Current Law 75.0 78.0 82.0 86.0 90.0 736.0

Difference 0.8 0.9 1.0 [ .1 6.1

Note: All years are fiscal year end. Some figures may not sum due to rounding. Assumes that Congress does not cut spending on programs.
Does not take account of changes in capital gains tax collections. Assumes legislative enactment on September 30, 2003.
Source: Estimates by the Center for Data Analysis at The Heritage Foundation, using August 2002 Congressional Budget Office projections

and the DRI-WEFA U.S. Macroeconomic Model.
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