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Abstract: 

Following Meade (1978), we reconsider issues in the design of taxes on corporate 
income. We outline developments in economies and in economic thought over the last 
thirty years, and investigate how these developments should affect the design of taxes 
on corporate income. We consider a number of tax systems which have been proposed, 
distinguishing them in two main dimensions: the definition of what is to be taxed, and 
where it is to be taxed. We propose that a tax levied on economic rent accruing in the 
corporate sector, and on a destination basis, merits serious consideration. We discuss 
alternative approaches, including both R-based and R+F-based flow-of-funds taxes and 
an ACE allowance. It is the destination basis – with border adjustments for exports and 
imports – which primarily distinguishes our proposals from those of Meade (1978).     
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Executive summary 

This chapter discusses current issues in the design of a corporation tax system and 

specific reform proposals that have been under recent debate.  

We begin by laying out a framework for characterising different options for taxing 

corporate income. This has two dimensions. First, the tax base – what do we want to 

tax? And second, the location of the tax base – where do we want income to be taxed? 

The first dimension compares a standard corporation tax on the return to equity 

investment, with a tax on economic rent, and with a tax on the return to all capital. The 

second dimension is geographic, comparing sourced-based taxation with taxation based 

on the location of shareholders or corporate headquarters (residence-based taxation), or 

on the location of final consumers (destination-based taxation).  

As background, we describe the structure of the UK corporation tax system, and outline 

significant reforms since the 1978 Meade Report. We set the UK reforms in the context 

of changes to corporate tax systems in other countries, and present evidence on trends in 

corporation tax revenues and the industrial composition of revenues, in particular the 

increased share of the financial sector.  

We then discuss developments since the Meade Report that affect the design of a 

corporate income tax system, and consider how the Meade proposals fare in the light of 

both economic changes and advances in the research literature. In a world of increased 

international capital mobility, we highlight how the corporate tax system can affect i) 

where firms choose to locate their investment, ii) how much they invest, and iii) where 

they choose to locate their profits. The average tax rate in different countries might 

influence the first decision, the marginal tax rate the second, and the statutory tax rate 

the third. Hence the flow-of-funds tax advocated by Meade would distort firms’ 

investment location choices and decisions regarding transfer pricing. 

We point out that avoiding inconsistent treatment of debt and equity in the tax system 

has become an even more important issue since its discussion in the Meade Report, as 

the boundaries between the two forms of financial instrument have become increasingly 

blurred. We also consider the relationship between corporate taxes and personal taxes 
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and how the tax system affects a firm’s choice of organisational form, emphasising the 

potential for different responses depending, for example, on whether a firm is a small 

domestic concern or a large multinational. 

We assess options for reform in the context of the choice of tax base and the choice of 

where income is taxed. In terms of the tax base, we compare a standard corporation tax, 

levied on the return to shareholders, with two alternatives: a tax on economic rent such 

as a flow-of-funds tax or an Allowance for Corporate Equity (ACE), and a tax on the 

return to all capital, such as under the Comprehensive Business Income Tax and the 

dual income tax.  

We contrast the typical approach of source-based taxation to the alternatives of 

residence and destination bases. In doing so we raise the question of whether it is 

possible to isolate the where profit is generated, when a firm owns subsidiaries engaged 

in the provision of finance, R&D, production and marketing in number of countries.  

In the context of increased international capital mobility, and in the absence of 

significant location-specific rent, we highlight the potential for a source-based tax to 

divert economic activity abroad to locations where the activity would face a lower tax 

rate. We also note that a flow-of-funds tax or an ACE, which entail a smaller tax base 

compared to a standard source-based corporation tax, would both require a higher 

statutory tax rate for a revenue-neutral reform within the corporation tax system, 

creating greater incentives to shift profit between jurisdictions.  

However, we suggest that moving from predominantly source-based corporate taxation 

to residence-based taxation is not an attractive option. Taxing corporate income in the 

hands of the parent company is in any case still like source-based taxation, since the 

location of the parent is not fixed. So true residence-based taxation would have to be at 

the level of the individual investor; but in a globalised world, this is scarcely feasible, 

partly because tax authorities have no reliable way to get information about residents’ 

foreign income. 

An alternative which we put forward for consideration is a destination-based tax, levied 

where a sale to a final consumer is made. This takes the form of an extension of the 

flow-of-funds taxes of Meade. Specifically, we suggest that one might improve on 
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Meade’s proposed taxes by adding border adjustments: imports would be taxed, but tax 

on exports would be refunded. The result is a destination-based cash-flow tax, 

essentially a destination-based VAT, but with labour costs deductible. Such a tax would 

leave location choices unaffected by the tax, and would also considerably reduce the 

opportunity for companies to shift profits between countries. We put forward a case for 

implementing a tax of this type on both real flows and on financial flows, on the 

grounds that this would also tax the economic rents generated by banks on lending to 

domestic borrowers. 
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1 Introduction 

The design of corporation income taxes has long raised difficult questions because of 

the complex structure of corporate operations, the flexibility of corporate decisions, and 

the need to trace the ultimate influence of taxes on corporations through to their 

shareholders, customers and employees and other affected groups. But the nature of 

these questions has evolved over the past few decades, as advances in economic theory 

and evidence have resolved some issues and changes in corporate practices and 

government policies have raised others. This paper discusses current issues in the 

design of a corporation tax system and specific reform proposals that have been under 

recent discussion.   

The paper proceeds as follows. Section 2 lays out a framework for characterising 

different options for taxing corporate income. It describes the structure of the 

corporation tax system currently in operation in the UK and outlines significant reforms 

to the structure of the UK corporate tax system since the Meade Report. Section 3 puts 

these reforms in the context of changes to corporate tax systems in other countries and 

presents evidence on trends in corporation tax revenues and the industrial composition 

of revenues. Section 4 discusses developments since the Meade Report that affect the 

design of a corporate income tax system. These include both economic changes and 

advances in the research literature. We discuss the implications of increased 

international capital mobility and of the asymmetric treatment of debt and equity and 

consider how the tax system affects a firm’s choice of organisational form. Section 5 

considers optimal properties of corporation taxes in order to develop criteria against 

which options for reform can be assessed. In light of this, and the evidence presented in 

section 4, Section 6 considers specific options for corporation tax reform. We offer 

some concluding comments in Section 7. 

2 Characterising a corporate income tax system 

To aid comparison of different reforms we begin by briefly laying out a framework for 

characterising different options for taxing corporate income. We do so in an open 

economy setting, where firms’ productive activity, sales, profits and shareholders can be 
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located in different countries. We then place the proposals from the Meade Report and 

the current UK corporate tax system within this framework. 

Table 1 characterises different ways of taxing corporate income in an open economy 

along two dimensions - the location of the tax base and the type of income subject to 

business tax.1 Considering the different locations, alternative tax bases are: corporate 

income earned in the country where productive activity takes place (source-based 

taxation), income earned in the residence country of the corporate headquarters or 

personal shareholders (residence-based taxation), or the sales (net of costs) in the 

destination country where the goods or services are finally consumed (destination-based 

taxation). Alternatives for the type of income included in the tax base are: first, the full 

return to corporate equity, including the normal return on investment and economic 

rents over and above the normal return; second, the full return to all capital investment 

including debt; and finally, only economic rents.  

Table 1. Characterising capital income tax systems 

Type of income subject to business tax Location of tax base 
Full return to equity Full return to capital Rent 

Source country 1. Conventional 
corporate income tax 
with exemption of 
foreign source income 

4. Dual income tax 
 
5. Comprehensive 
Business Income Tax 

6. Corporation tax with 
an Allowance for 
Corporate Equity 
 
7. Source-based cash 
flow corporation tax 

Residence country  
(corporate 
shareholders) 

2. Residence-base 
corporate income tax 
with a credit for foreign 
taxes 
 

  

Residence country  
(personal shareholders) 

3. Residence-based 
shareholder tax 
 

  

Destination country  
(final consumption) 

  8. Full destination-
based cash flow tax 
 
9. VAT-type 
destination-based cash 
flow tax 

We discuss the specific systems in the table in section 6, but first it is useful to place the 

options discussed in the Meade Report within this framework. Meade’s alternative tax 

                                                 
1 This framework follows that in Devereux and Sørensen (2005) 
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bases, the real (R base), real and financial (R+F base) and share (S base) were all 

options for source-based taxation2 which aimed to tax only economic rent. Taxing only 

economic rent can be considered desirable since it is non-distortionary, leaving the 

(normal) return earned by the marginal investment free of tax. Table 2 provides a simple 

outline of the R, R+F and S bases. Under these bases, taxing only rent is achieved by 

allowing all expenses to be deduced from taxable profits as they are incurred, 

essentially taxing positive (inward) and (negative) outward cash flows at the same rate. 

In practice, as outlined below for the UK system, many corporate tax systems do tax the 

normal return to capital in addition to economic rent, thus affecting the cost of capital 

and potentially introducing distortions in firms’ choices over different forms of finance. 

Table 2. R, R+F and S bases 

 R base R + F base S = R + F base 
Inflows Sales of products, services, 

fixed assets 
Sales of products, services, 
fixed assets 
 
Increase in borrowing, 
interest received 
 

Repurchase of shares, 
dividend payments 
 

 Minus Minus Minus 
Outflows Purchases of materials, 

wages, fixed assets 
Purchases of materials, 
wages, fixed assets 
 
Repayment of borrowing, 
interest paid 

Increase in own shares 
issued, dividends received 

 

A further characteristic of a corporate tax system which is of relevance is its 

relationship with the personal tax system. This can be thought of in two dimensions. 

First, some businesses have a choice with respect to the system under which they are 

taxed, for example in the UK whether they incorporate or whether the owner of the 

business is registered as self-employed and taxed under the personal tax system. 

Differential tax treatment under these alternatives can potentially affect the choice of 

organisational form. The second dimension in which the interaction of the corporate and 

personal tax systems is of relevance is the tax treatment of shareholders in incorporated 

businesses. Under a classical system dividend income is taxed twice, at the corporate 

and at the personal level. Alternatively, an imputation system alleviates double taxation 

                                                 
2 In fact in the closed economy setting considered, source, residence and destination would all be the same location. 
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by making an allowance for all or some of the corporate tax already paid when 

calculating the income tax owed by the dividend recipient. Realised gains on equity 

investment may also be subject to capital gains tax at the personal level. 

2.1 The UK corporate tax system 

The UK corporate tax system taxes UK-resident companies (i.e. those with UK 

headquarters) on their global profits (with a credit for tax paid on profits generated 

abroad), and taxes non-UK resident companies on their profits generated in the UK. 

Corporation tax is charged on income from trading, investment and capital gains, less 

specific deductions. In particular the system allows interest payments to be deducted 

from taxable profits and can be characterised as taxing the full return to equity, rather 

than the full return to all capital investment. The UK system therefore comprises a 

combination of residence-based and source-based systems numbered 1 and 2 in table 1.  

In 2007-08 the main rate of corporation tax in the UK stands at 30% with a lower small 

companies’ rate of 20% for firms with taxable profits up to £300,000. Firms with 

taxable profits between £300,001 and £1,500,000 are subject to marginal relief so that 

the marginal tax rate they face on their profits above £300,000 is 32.5%, and the 

average tax rate they face on their total profits rises gradually from 20% to 30% as total 

taxable profits increase. Table 3 summarises the different rates.3 In 2004-05 only around 

5% of companies paid corporation tax at the main rate, however, they accounted for 

75% of total profits chargeable to corporation tax.4 See Crawford and Freedman in this 

volume for further discussion of the taxation of small businesses. 

Current expenditure such as wages is deductible from taxable profits and firms can 

claim capital allowances which allow a deduction for depreciation of capital assets. For 

example, expenditure on plant and machinery is written down on a 25% declining 

balance basis, (50% in the first year for small and medium-sized companies), and 

expenditure on industrial buildings is written down at 4% per year on a straight line 

basis, although these rates are due to change from 2008-09. 

                                                 
3 We do not discuss the separate regime for the taxation of North Sea Oil production. See Adam, Browne and Heady 
in this volume for further details. 
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Table 3. UK corporation tax rates, 2007-08 

Taxable profits (£ per year) Marginal tax rate (%) Average tax rate (%) 
0-300,000 20 20 
300,001-1,500,000 32.5 20-30 
1,500,000 plus 30 30 
Source: HM Revenue and Customs, http://www.hmrc.gov.uk/rates/corp.htm. 
 
Capital expenditure related to research and development (R&D) receives more generous 

treatment under the ‘R&D allowance’ and receives a 100% immediate deduction. Under 

the R&D tax credit current R&D expenditure also receives more favourable treatment 

than other forms of current expenditure. In 2007-08 large companies can deduct 125% 

of eligible R&D expenditure, and small and medium-sized companies can either deduct 

150% of eligible expenditure, or if they are loss-making can receive the credit as a cash 

payment. 

Since the early 1980s the UK corporation tax system has moved away from the taxation 

of economic rent towards taxing the full return to equity through a broadening of the tax 

base brought about by a reduction in the value of capital allowances. Box 1 summarises 

some of the main reforms. The main changes occurred during the mid-1980s with the 

phasing out of 100% first year allowances for plant and machinery and 50% initial 

allowances for industrial buildings.5 This broadening of the tax base was accompanied 

by a substantial fall in the statutory rate (from 52% in 1982-83 to 35% by 1986-87), and 

this type of restructuring has been mirrored in other countries as discussed in sections 3 

and 4. Since the mid-1980s there have been a series of further falls in the main rate of 

corporation tax and in the rate of advanced corporation tax (ACT) (from 30% in 1985-

86 to 20% in 1994-95), which was paid by the company at the time it distributed 

dividends.6 ACT was then abolished in 1999-00. The small companies’ rate has also 

been reduced in line with falls in the basic rate of income tax. However from 1997-98 

onwards the small companies’ rate has been below the basic rate of income tax, 

                                                                                                                                               

4 http://www.hmrc.gov.uk/stats/corporate_tax/11-3-corporation-tax.pdf 
5 The first year allowance was applied in place of the writing down allowance, while an initial allowance was applied 
on top of the writing down allowance. 
6 The remainder of the corporation tax due, mainstream corporation tax, was paid nine months after the end of a 
firm’s financial year. After ACT was abolished a new quarterly payments system was introduced for large 
companies. 
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although this situation is now due to be reversed from 2008-09. Indeed the changes 

announced in the 2007 budget (summarised in Box 1) move towards a broadening of the 

tax base and lowering of the tax rate for larger firms, and for firms paying at the small 

companies’ rate and benefiting from the new Annual Investment Allowance, a 

narrowing of the tax base and an increase in the tax rate. 
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Box 1. UK corporate tax reforms since the Meade Report 

In 1978 at the publication of the Meade Report, the main CT rate was 52% and the 
small companies’ rate 40%. There was a first year allowance of 100% for plant and 
machinery and an initial allowance of 50% for industrial buildings. Yearly writing 
down allowances were 25% for plant and machinery (reducing balance) and 4% for 
industrial buildings (straight line). 

1983: Small companies’ rate cut from 40% to 38% from 1982-83. 

1984: Announcement of stepwise reduction in CT rates, from 52% in 1982-83 to 35% 
in 1986/87. First year and initial allowances phased out by 1986/87. Small companies’ 
rate cut in one step to 30% from 1983-84. 

1986: Small companies’ rate cut from 30% to 29%. 

1987: Small companies’ rate cut from 29% to 27%. 

1988: Small companies’ rate cut from 27% to 25%. 

1991: CT rate cut from 35% to 34% in 1990-91 and to 33% from 1991-92. 

1992: Temporary enhanced capital allowances between November 1992 and October 
1993. First-year allowance of 40% on plant and machinery and initial allowance of 20% 
on industrial buildings.  

1995: Small companies’ rate cut from 25% to 24%. 

1996: Small companies’ rate cut from 24% to 23%. 

1997: Main CT rate cut from 33% to 31%. Small companies’ rate cut from 23% to 21%. 
Windfall tax imposed on privatised utilities. Repayment of dividend tax credits 
abolished for pension funds. 

1998: Main CT rate cut from 31% to 30%, small companies’ rate cut from 21% to 20% 
from 1999-00. ACT abolished from 1999-00. System of quarterly instalment tax 
payments phased in from 1999-00. Repayment of dividend tax credits abolished for tax-
exempt shareholders and rate of dividend tax credit reduced from 20% to 10% from 
1999-00. 

1999: New starting rate for small companies introduced at 10% from 2000-01.  

2002: Small companies’ rate cut from 20% to 19%. Starting rate cut from 10% to 0%. 

2004: Minimum rate of 19% for distributed profits introduced. 

2006: 0% starting rate abolished 2006-07. 

2007: Small companies’ rate increased to 20% in 2007-08. Further increases 
announced, to 21% in 2008-09 and 22% in 2009-10. Main CT rate to be cut from 30% 
to 28% in 2008-09. New Annual Investment Allowance introduced from 2008-09 
allowing 100% of the first £50,000 of investment in plant and machinery to be offset 
against taxable profits. From 2008-09 general plant and machinery writing down 
allowance to be reduced from 25% to 20% and writing down allowances on industrial 
buildings to be phased out. 
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3 Trends in corporation tax rates and revenues 

The base-broadening, rate-cutting reforms to the structure of the UK corporation tax in 

the mid-1980s have also been carried out in other countries. Figures 1 and 2 show that 

both statutory corporation tax rates and the value of depreciation allowances have been 

falling across the G7 economies. Figure 1 shows falling statutory rates, and for this 

group of countries some evidence of convergence to main rates between 30% to 40%. 

There are some differences in the timing of cuts in statutory rates across countries. The 

figure shows the UK and USA making significant cuts to the main rate in the mid 

1980s, whereas Italy (having previously raised the main rate), Japan and Germany only 

make significant cuts from the late 1990s onwards. Figure 2 shows declines in the 

present discounted value of depreciation allowances; most noticeably the significant 

base-broadening reform in the UK in the mid-1980s. The implications of these reforms 

for the effective tax rates faced by companies are discussed further in section 4. 

Figure 1. Statutory corporation tax rates 
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Source: Devereux, Griffith and Klemm (2002), updated, table A1. For countries applying different rates 
the manufacturing rate is used. http://www.ifs.org.uk/publications.php?publication_id=3210 
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Figure 2. Present Discounted Value of depreciation allowances 
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Notes: Definition: The PDV of allowances is calculated for an investment in plant and machinery. 
Special first year allowances are included if applicable. Where switching between straight-line and 
reducing balance methods is allowed, such switching is assumed at the optimal point. The assumed real 
discount rate is 10%, the assumed rate of inflation is 3.5%. For countries applying different rates the 
manufacturing rate is used.  
Source: Devereux, Griffith and Klemm (2002), updated, table A2 
http://www.ifs.org.uk/publications.php?publication_id=3210 
 
For the UK these reforms have not led to significant changes in the share of corporation 

tax receipts in total tax revenues, or in corporation tax receipts measured as a share of 

GDP. Figure 3 shows corporation tax revenues as a share of total tax receipts for the G7 

over the period 1970 to 2004. Although there is some fluctuation over the period 

corporation tax revenues in the UK make up around 8% of total UK tax revenues at the 

beginning and end of the period. For the remaining G7 countries, other than for Japan 

there is no evidence of a substantial decline in the share of corporation tax revenues in 

total tax receipts. Figure 4 shows that UK corporation tax revenues comprised between 

2% and 4% of GDP over the period. Though falls in corporation tax revenues as a 

proportion of GDP generally coincide with periods of recession, the decline in 2002 and 

2003 appears to be an anomaly. 
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Figure 3. Corporation tax revenues as % total tax revenues 
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Source: OECD Revenue Statistics 
 
 
Figure 4. UK corporation tax revenues as a % of GDP 
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Source: Financial Statistics, Office for National Statistics 
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Devereux, Griffith and Klemm (2004) also consider evidence on the size of the 

corporate sector and on rates of profitability underlying UK corporate tax revenues. 

Using data for the non-financial sector they do not find any evidence of a significant 

change in the rate of profitability for this sector of the economy from 1980 to 2001. 

They find some evidence of an expansion in the size of the corporate sector (measured 

by profits as a share of GDP), which, given the evidence on the profitability rates in the 

non-financial sector, they conclude could be due to some combination of a general 

expansion or an increase in profitability in the financial sector.   

For the UK and the US there is evidence of significant changes in the sectoral 

composition of revenues, most strikingly in the share of total corporate tax revenues 

accruing from the financial sector. Since the early 1980s, in the UK there has been a 

substantial increase in the share of total profits that are chargeable to corporation tax 

arising in the banking, finance and insurance sector, (and in service sectors more 

broadly) and a decrease in the manufacturing sector share. Figure 5 shows that the 

increase in the share due to financial corporations is also mirrored in the US. The two 

countries show an increase from around 5% to 10% in the early 1980s to over 25% of 

corporation tax revenues in 2003. This increased importance of the financial sector 

demonstrates that discussion of reforms to the corporation tax system should consider 

implications for both the financial and non-financial sectors. 

Finally, Auerbach (2006) presents evidence for the US on a further factor underlying 

the continued strength of corporation tax revenues – an increase in recent years in the 

value of losses relative to positive taxable income. Since taxable income and losses are 

treated asymmetrically under corporation tax systems, (losses do not receive an 

immediate rebate and firms may have to wait until they earn sufficient taxable profits to 

offset them, and may also face a delay in claiming capital allowances thus reducing 

their value), this increase in the value of losses led to an increase in the average tax rate 

on net corporate profits (positive income net of losses). This trend may signal a need to 

re-examine this asymmetry within corporate tax systems and the extent to which it 

distorts investment decisions.  
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Figure 5. Taxes on financial corporations as a share of corporate tax revenues, UK 
and US 

0.00

0.05

0.10

0.15

0.20

0.25

0.30

0.35

1983 1985 1987 1989 1991 1993 1995 1997 1999 2001 2003

Year

Fr
ac

tio
n 

of
 c

or
po

ra
te

 ta
x 

re
ve

nu
es

UK US
 

Sources: Internal Revenue Statistics, Statistics of Income; HM Revenue and Customs; Office for National 
Statistics. 
 
In summary the evidence suggests that corporate tax revenues have continued to make a 

substantial contribution to total tax receipts despite falls in statutory rates. A potential 

driver of these reductions in corporation tax rates is increased tax competition between 

countries seeking to attract mobile capital. We consider this issue in more detail in 

section 4, together with evidence on other economic developments and advances in the 

academic literature affecting the design of corporation tax systems. 

4 Developments affecting the design of a corporate income 
tax system 

In this section we trace important developments since the Meade Committee reported, 

and identify how they might affect the design of tax policy. These developments are of 

several forms.  

There have clearly been changes in the economic position of the UK and of the rest of 

the world. The most prominent is globalisation; and in particular, the rise of 



 
 
 
 

PRESS COPY 
 

Embargoed until 0001am, 
Thursday 5th June 2008 

 

 17

international flows of capital and of profit. This raises several issues which were not 

fully discussed by the Meade Committee. For example, in a globalised world, the owner 

(typically the supplier of equity finance) of an investment project may be resident in a 

different jurisdiction from where the project is undertaken; which may be different 

again from where the consumer of the final product may reside. This raises several 

important and difficult questions. 

First, where is profit generated? And is this actually an appropriate question for taxation 

– should the international tax system attempt to tax profit where it is located, or on 

some other basis? To the extent that the international tax system aims to identify the 

location of profit and tax it where it is located, then there are incentives for 

multinational companies to manipulate the apparent location of profit (conditional on 

where real economic activity takes place) in order to place it in a relatively lightly taxed 

country. 

Second, another aspect of this difference in jurisdiction between activity and owner is 

the role of personal taxes. At the time the Meade committee reported, many countries – 

especially in Europe – had some form of integration of corporate and individual taxes. 

For example, the UK had an imputation system, under which UK shareholders received 

a tax credit associated with a dividend payment out of UK taxable income; this credit 

reduced the overall level of tax on UK sourced corporate profit distributed to UK 

shareholders. But increasingly the ownership of UK companies has passed to non-UK 

residents. The relevance of such a tax credit for efficiency or equity purposes is 

therefore open to question.  

A third consequence of globalisation is that companies make discrete investment 

choices: for example, whether to locate an operation in the UK or Ireland. Although 

there may be many other examples of discrete choices (whether to undertake R&D or 

not, whether to expand into a new market or not), it is the discrete location choice which 

has received most attention to date. The influence of tax on a discrete investment choice 

is rather different from the case analysed by Meade, and the flow-of-funds taxes 

advocated by Meade would not generally be neutral with respect to discrete choice. 
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A fourth aspect of increased globalisation is tax competition between countries. In order 

to attract internationally mobile capital into their jurisdiction, governments have to offer 

a business environment at least comparable to that available elsewhere. The taxation of 

profits is part of that environment. Consequently, there has been downward pressure on 

various forms of tax rates, as globalisation and other factors have led to lower statutory 

and effective tax rates. 

There have also been developments in the type of economic activity seen in the UK and 

other major industrialised countries. Manufacturing has played a decreasing role in the 

economy; services and the financial sector are now very much more important. This 

suggests that at least one of the traditional aspects of corporation taxes – the rate of 

depreciation allowed on buildings and plant and machinery – has shrunk in importance. 

By contrast, investment in intangibles and financial assets has become more important. 

Incentives for R&D are common. Also, the taxation of profit in the financial sector is 

quantitatively more important. 

Part of the development of the financial sector has involved innovation in financial 

products. The traditional distinction between debt and equity is much less clear than it 

might have appeared to the Meade Committee. The combination of characteristics 

which apply to traditional debt are that it has a prior claim to income generated, it 

receives a return which is determined in advance (in the absence of bankruptcy), and 

that debt-holders typically do not have voting rights. But there is no reason for a single 

financial instrument to have either all or none of these characteristics. If an instrument 

has only one or two of these characteristics, it may be difficult to define as debt or 

equity. This issue becomes still more complex when combined with the effects of 

globalisation, where countries may not take the same view as to whether an instrument 

qualifies as debt and therefore whether the return should be deductible in the hands of 

the borrower and taxable in the hands of the lender. 

There have also been developments in economic theory. One important development 

returns to the role of personal taxes. The “new view” of dividend taxation states that 

under some circumstances dividend taxes do not affect investment decisions. If at the 

margin investment is financed by retained earnings and the tax rate on dividend income 

remains constant, then the net cost to the shareholder is reduced by dividend taxes at 
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exactly the same rate at which the eventual return is taxed. These two effects cancel out 

to leave the required rate of return unaffected, and hence the effective marginal tax rate 

equal to zero. In fact this is a very similar effect to that generated by the S-based 

corporation tax analysed by the Meade Committee, since taxes on net distributions are a 

form of cash flow tax. The same argument would apply to investment financed by new 

share issues if a tax credit were associated with the new issue, as would be the case 

under the S-base.  

In the remainder of this section we look in more detail at some of these developments. 

We begin by considering aspects of globalisation: how does international integration 

affect the manner in which taxes can affect business decisions? We then briefly consider 

the issue of tax competition among countries. Next we turn to consider how 

developments in financial markets, and particularly in financial instruments, affect the 

choice of whether a tax regime should differentiate between debt and equity. Finally, 

we address issues in personal taxation, and consider whether integration of corporate 

and personal taxes is a necessary feature of overall taxes on profit.  

In each of these cases, we examine in principle how taxes can create distortions. We 

also briefly summarise evidence on the extent to which business decisions are affected 

by tax, and investigate the implications for tax design. 

4.1 Decisions of multinational corporations  

A useful approach to considering the impact of corporation taxes on flows of capital and 

profit is to first describe a simple approach to understanding the choices of 

multinational firms. The model described here is a simple extension of the basic model 

of horizontal expansion of multinational firms, drawing specifically on Horstman and 

Markusen (1992). Many extensions are examined by Markusen (2002), but it is not 

necessary to address them in any detail here. 

To understand the effects of tax, it is useful to consider a simple example. Suppose a US 

company wants to enter the European market. It is useful to think of four steps of 

decision-making. First, a company must make the discrete choice as to whether to enter 

the market by producing at home and exporting, or by producing abroad. To make this 
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discrete choice, the company must assess the net post-tax income of each strategy. 

Exporting from the USA to Europe will incur transport costs per unit of output 

transported. Producing in Europe will eliminate, or at least reduce, transport costs, but 

may incur additional fixed costs of setting up a facility there. The choice therefore 

depends on the scale of activity, and the size of the various costs. The scale of the 

activity would depend on the choices made in stages 2 to 4 below. 

What is the role of corporation taxes in this decision? If production takes place in the 

USA, then the net income generated would typically be taxed in the USA. If production 

takes place in a European country, then the net income generated will generally be 

taxed by the government in that country. There may be a further tax charge on the 

repatriation of any income to the USA. Taking all these taxes into account, the company 

would choose the higher post-tax profit. Conditional on a pre-tax income stream, the 

role of tax is captured by an average tax rate – essentially the proportion of the pre-tax 

income which is taken in tax. 

If the company chooses to produce abroad, the second step faced by the company is 

where to locate production. The company must choose a specific location within Europe 

to produce, for example within the UK or Germany. This is a second discrete choice. 

The role of tax is similar to that in the first discrete choice, and can be measured by an 

average tax rate.  

The third step represents the traditional investment model in the economics literature, 

and the one considered by the Meade Committee: conditional on a particular location – 

say the UK - the firm must choose the scale of its investment. This is a marginal 

decision. The company should invest up to the point at which the marginal product of 

capital equals the cost of capital. As such the impact of taxation should be measured by 

the influence of the tax on the cost of capital – determined by a marginal tax rate. Under 

a flow-of-funds tax, such as proposed by the Meade Committee, this marginal tax rate is 

zero; the tax therefore does not affect this third step in decision-making. 

In a slightly different model, this third step might play a more important role. Suppose 

that the multinational firm already has production plants in several locations. If it has 

unused capacity in existing plants, then it could choose where to generate new output 
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amongst existing plants. The role of tax would again be at the margin, in that the 

company need not be choosing between alternative discrete options. However, note that 

this is a different framework: in effect, it implies that the firm has not already optimised 

investment in each plant up to the point at which the marginal product equalled the cost 

of capital. 

The fourth step in the approach described here is the choice of the location of profit. 

Having generated taxable income, a company may have the opportunity to choose 

where it would like to locate the taxable income. Multinationals typically have at least 

some discretion over where taxable income is declared: profit can be located in a low 

tax rate jurisdiction in a number of ways. For example, lending by a subsidiary in a low 

tax jurisdiction to subsidiary in a high tax jurisdiction generates in a tax-deductible 

interest payment in the high tax jurisdiction and additional taxable income in the low 

tax jurisdiction. Hence taxable income is shifted between the two jurisdictions. The 

transfer price of intermediate goods sold by one subsidiary to the other may also be very 

difficult to determine, especially if the good is very specific to the firm. Manipulating 

this price also gives the multinational company an opportunity to ensure that profit is 

declared in the low tax jurisdiction rather than the high tax jurisdiction.  

Of course, there are limits to the extent to which multinational companies can engage in 

such shifting of profit. (If there were no limit, then we should expect to observe all 

profit arising in a zero-rate tax haven, with no corporation tax collected elsewhere). 

Indeed, companies can argue that complications over transfer prices may even work to 

their disadvantage: if the two tax authorities involved do not agree on a particular price, 

then it is possible that the same income may be subject to taxation in both jurisdictions.7    

Broadly, one should expect the location of profit to be determined primarily by the 

statutory tax rate. It is plausible to suppose that companies take advantage of all tax 

allowances in any jurisdiction in which they operate. Having done so, their advantage in 

being able to transfer a pound of profit from a high-tax jurisdiction to a low-tax one 

                                                 
7 On the other hand, operating in jurisdictions with different rules regarding the measurement of revenues and 
deductions also provides multinational companies with scope to structure financial arrangements so that some 
revenues may not generate tax liability anywhere and some expenses may be deductible in more than one country. 
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depends on differences in the statutory rate.8 However, many of the complications of 

corporation tax regimes have been developed precisely to prevent excessive movement 

of profit; so there are many technical rules which are also important.  

There is growing empirical evidence of the influence of taxation on each of the four 

steps outlined here. For example, Devereux and Griffith (1998) presented evidence that 

the discrete location decisions of US multinationals within Europe were affected by an 

effective average tax rate rather than an effective marginal tax rate. Similar evidence 

has been found by subsequent papers.9 The estimated size of the effects of taxation on 

the allocation of capital across countries is typically much larger than the estimated size 

of the effect of taxation on the scale of investment in a given country.  

There is also a large empirical literature that investigates the impact of tax on the 

location of taxable income. This literature has three broad approaches: a comparison of 

rates of profit amongst jurisdictions; an examination of the impact of taxes on financial 

policy, especially the choice of debt and the choice of repatriation of profit; and other 

indirect approaches have also been taken, including examining the choice of legal form, 

the pattern of intra-firm trade and the impact of taxes on transfer prices. Much of the 

literature has found significant and large effects of tax on these business decisions. 

The four-stage problem outlined above involves three different measures of an effective 

tax rate. The first two discrete choices depend on an effective average tax rate. The third 

stage depends on an effective marginal tax rate. And the fourth depends on the statutory 

tax rate. This makes the tax design problem complicated. It is possible to design a tax 

system which generates a zero effective marginal tax rate, and this is what the Meade 

Committee proposed. But this clearly does not ensure neutrality with respect to all of 

the four decisions outlined here. Eliminating tax from having any influence on these 

decisions could only be achieved if the effective marginal tax rate were zero and the 

effective average tax rate and the statutory tax rate were the same in all jurisdictions. 

This would clearly require a degree of international cooperation which is beyond 

reasonable expectation. However, while achieving complete neutrality with respect to 

                                                 
8 It may also depend on withholding taxes and the tax treatment the parent company.  
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the location of capital and profit would be beneficial from a global viewpoint, as noted 

above, this may not be true from the view point of any individual country.  

4.2 Tax competition  

Tax competition can clearly result from a situation in which governments do not 

cooperate with each other. In that case, governments may seek to compete with each 

other over scarce resources.  

The factor most commonly considered as a scarce resource in the academic literature is 

capital – the funds available for investment. In a small open economy, the post-tax rate 

of return available to investors is fixed on the world market. Any local tax cannot 

change the post-tax rate of return to investors, but must raise the required pre-tax rate of 

return in that country; this would generally be achieved by having lower capital located 

there. Strategic competition would be introduced in a situation where there were a 

relatively small number of countries involved in attempting to attract inward 

investment. In this case the outcome of such competition would depend on the degree to 

which capital is mobile across countries and the cost to the government of raising 

revenue from other sources. In line with the discussion above, such competition may be 

over average tax rates for discrete choices, over marginal tax rates for investment, and 

over statutory tax rates for the shifting of profits. Overall, governments may be 

competing over several different aspects of corporation taxes.10  

Several empirical papers, largely in the political science literature, attempt to explain 

corporation tax rates with a variety of variables, including political variables, the size of 

the economy, how open it is, and the income tax rate. Some of these papers start from 

the premise of competition. However, we know of only two papers which attempt to test 

whether there is strategic international competition in corporation taxes.11 These papers 

                                                                                                                                               

9 Earlier papers used measures of average tax rates, but did not do so explicitly with the intention of testing the effect 
of tax on discrete choices; typically they were used as a proxy for effective marginal tax rates.  
10 Haufler and Schjelderup (2000) and Devereux et al (2006) analyse the case of simultaneous competition over the 
statutory rate and a marginal rate; there have been no studies attempting to model competition also over an average 
rate. 
11 Altshuler and Goodspeed (2000) and Devereux et al (2006).  
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find empirical support for the hypothesis that tax rates in one country tend to depend on 

tax rates in other countries; there is support for the hypothesis that other countries 

follow the USA, but also for more general forms of competition.   

What role does competition play in the design of corporation taxes? Essentially it acts 

as a constraint. In a closed economy, in principle, a flow-of-funds tax could be levied at 

a statutory rate of 99% and still have no distorting effect on investment; the effective 

marginal tax rate – which affects investment in such a setting remains zero even with a 

very high tax rate.12 However, in open economies, competition would almost certainly 

rule out a very high statutory rate, and might also constrain the choice of effective 

marginal and average tax rates. This might affect the design of the tax system. If there 

were a specific revenue requirement, and an upper limit on the tax rate, for example, the 

revenue might be achieved only by broadening the tax base – which in turn implies 

increasing the marginal tax rate and hence distorting investment decisions. This creates 

a trade-off in competition for capital and competition for profit, although governments 

can in principle use the two tax instruments of the rate and base to compete for both 

simultaneously.   

4.3 Debt versus equity 

The Meade report recognized the differing tax treatment of income accruing to owners 

of debt and equity as a source of economic distortion, and recommended alternative 

methods of taxing business returns – utilizing the R, R+F and S bases as discussed 

earlier in the chapter – aimed at removing the influence of taxation from the debt-equity 

choice. Under each of these tax bases, the returns to marginal investment financed by 

debt and equity each would be taxed at an effective rate of zero, so in principle neither 

the investment decision nor the financial decision would be distorted. 

In the years since the Meade report, several developments have shaped consideration of 

how to reform the tax treatment of corporate debt and equity. First, empirical research 

has clarified the strength of the behavioural response of corporate financial decisions to 

                                                 
12 This abstracts, of course, from other domestic activities that might be influenced by a high statutory tax rate, such 
as managerial effort or the diversion of corporate resources. 
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taxation. Second, financial innovation has raised questions about the ability of tax 

authorities to distinguish debt from equity, highlighting the potential problems of tax 

systems seeking to distinguish between debt and equity. Indeed, as will be discussed, 

such problems might arise even under the Meade report’s reformed tax bases in spite of 

their apparently neutral treatment of debt and equity. 

4.3.1 Taxation and the debt-equity decision 

With a classical tax system that permits the deduction of interest payments but, until 

2003, offered no offsetting tax benefits for the payment of dividends, the United States 

has taxed equity and debt quite differently and therefore offers an opportunity to 

consider the behavioural response of corporate financial decisions. But uncovering 

corporate financial responses to this disparate treatment is not straightforward, given 

that the U.S. corporate tax rate has changed relatively infrequently over time and that 

essentially all corporations face the same marginal tax rate on corporate income. The 

major identifying strategy utilized in empirical research in the years since the Meade 

report has been based on the asymmetric tax treatment of income and losses, under 

which income is taxed as it is earned but losses can generate a commensurate refund 

only to the extent that they can be deducted against the corporation’s prior or future 

years’ income. For firms with current losses and without adequate prior income to offset 

these losses, the need to carry losses forward without interest (and subject eventually to 

expiration) reduces the tax benefit of additional interest deductions. 

Calculations by Altshuler and Auerbach (1990) for the early 1980s suggested that tax 

asymmetries were quantitatively important for the U.S. corporate sector as a whole and 

that there was also considerable heterogeneity with respect to the value of interest 

deductions, depending on a corporation’s current and recent tax status. Thus, tax 

asymmetries did provide a useful source of variation in the tax incentive to borrow.  

Using a somewhat different methodology, Graham (1996) also found considerable 

variation across firms in the potential tax benefit of additional interest deductions, and 

used this variation to assess the influence on corporate decisions, finding a significant 

response.  This confirmed the results of earlier empirical research that used cruder 
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measures of tax status as determinants of borrowing.13 Related research has found an 

influence of a company’s tax status on its decision to lease equipment rather than 

borrowing to purchase it, the lease providing a method of shifting the interest and 

investment-related deductions to a lessor with potentially greater ability to utilize 

deductions immediately. 

The observed reaction of borrowing to tax incentives confirms that the tax treatment of 

debt and equity influences corporate financial decisions, although it does not show that 

economic distortion is minimized when debt and equity are treated equally. Another 

strand of the literature on corporate behaviour, dating from Berle and Means (1932) and 

revived especially in the years following the Meade report, emphasizes the distinction 

between corporate ownership and control and the potential divergence of interests 

between corporate managers and shareholders. This work suggests that the decisions of 

executives may not be efficient or in the shareholders’ interest. In this setting, tax 

distortions need not reduce economic efficiency, and this is relevant for the tax 

treatment of borrowing, given that some, notably Jensen (1986), have argued that the 

increased commitments to pay interest serve as an incentive to elicit greater efforts from 

entrenched managers. Thus, while a tax bias in favour of interest appears to encourage 

borrowing, it is harder to say whether it encourages too much borrowing. 

4.3.2 Financial innovation 

The literature provides unfortunately little guidance as to how taxes on financial 

decisions might be used to offset managerial incentive problems. But recent 

developments in financial markets cast this issue in a different light.  By blurring the 

debt-equity distinction and potentially transforming the debt-equity decision into one of 

minor economic significance (tax treatment aside), financial innovation may have 

lessened any potential benefits of encouraging corporate borrowing and moved us more 

toward a situation in which corporations incur real costs in order to achieve more 

favourable tax treatment but are otherwise unaffected in their behaviour. 

                                                 
13 See Auerbach (2002) for a survey of this and related research discussed below. 
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The empirical results mentioned above, showing the sensitivity of leasing to tax 

incentives, provide on example of how borrowing may be disguised or recharacterised 

to take advantage of tax provisions. But many more alternatives have gained popularity 

over the years.  The basic thrust has been to narrow the distinction between debt and 

equity through the use of financial derivatives and hybrid instruments. 

Starting with the Black-Scholes (1973) option-pricing model, it has been come to be 

understood how the prices of shares and derivatives based on these shares must be 

related in a financial market equilibrium in which investors can hold the same 

underlying claims in different form. Relevant to the debt-equity decision, one can move 

from a position in shares to a position in debt by selling call options and purchasing put 

options, with the “put-call parity theorem” indicating that the two positions, being 

essentially perfect substitutes, should have the same market value. But when the tax 

treatment of these equivalent positions differs at the individual and corporate levels, the 

incentive is to choose the tax-favoured position, a choice that is essentially unrelated to 

the other activities of the corporation. 

Legal restrictions have been attempted but are difficult to implement, given the many 

alternative methods of using derivatives to construct equivalent positions, methods that 

have grown in popularity as financial transaction costs have declined.14 The result has 

been a growth in the issuance of so-called “hybrid” securities, based on ordinary debt 

and structured with enough similarity to debt to qualify for favourable tax treatment but 

also incorporating derivatives designed to allow the securities to substitute for regular 

equity. Figure 6 shows the volumes in the main categories of U.S. hybrid-security issues 

for the period 2001-5, along with the volume of common equity issues, confirming that 

hybrid securities have become a significant source of funds for corporations. 

                                                 
14 For further discussion, see Warren (2004). 
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Figure 6. Issues of U.S. Hybrid Securities 

 

Source: Goldman, Sachs; issues of common stock include primary and combined (primary + secondary) 
issues but exclude purely secondary issues 
 

4.3.3 Implications for tax reform 

In light of financial innovation and the blurring of the distinction between debt and 

equity, how should one view the Meade report’s recommendations for taxing business 

activities? Under the R base, no distinction is made between debt and equity.  

Regardless of how funds are raised, there are no taxes on the flows between businesses 

and their investors. Thus, businesses may choose among debt, equity and hybrid 

securities without consideration of the tax consequences. Under the R+F base, however, 

a timing distinction would remain between debt and equity, with equity being ignored 

by the tax system and debt being provided an effective marginal tax rate of zero through 

offsetting taxes on borrowing and interest and principal repayments. Assuming that tax 

rates are constant over time, the timing distinction is minor for marketable securities 
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difference by reporting lower payments to equity and higher payments to debt, thereby 

converting tax-free payments into tax-deductible payments to the same investors. The R 

base would seem a preferable policy to the R+F base from this perspective, but an 

offsetting factor is the treatment of real and financial flows in product markets, in the 

interactions not with investors but with customers. 

Under the R+F base, real and financial transactions with customers are treated 

symmetrically, with sales subject to taxation and expenses deductible. Under the R base, 

financial proceeds and expenses are ignored, so that firms providing the same customers 

with both real and financial products have an incentive to overstate the profits from 

financial services and understate the profits from real activities. A related problem 

concerns financial companies, a sector that, as discussed earlier, has been growing 

steadily in importance in the UK. The returns that financial companies earn from the 

spreads generated by financial intermediation are automatically picked up by the R+F 

base but ignored under the R base. 

Innovation in finance thus favours the R-base version of the Meade report’s company 

tax system, while the growing importance of companies that specialize or engage in 

providing financial services calls for the R+F base. Which approach is to be preferred is 

discussed further below, but the benefits of either approach are clear in comparison to a 

system that attempts to maintain an even greater distinction between debt and equity. 

4.4 Relationship between corporate and personal income taxes 

Traditionally, the corporation income tax has been seen as imposing an extra level of 

taxation on investment in the corporate sector, thereby discouraging corporate 

investment activity and shifting capital from the corporate sector to the non-corporate 

sector. The alternatives offered by the Meade report were aimed to remove this 

distortion of investment activity. However, the report devoted relatively little attention 

to the level at which taxes were imposed – investor or company – or to the choices other 

than the level of investment or the method of finance (already discussed) that might be 

distorted by the corporate tax, notably the choice of a company’s organizational form.  

In the years since, the theoretical and empirical research has considered how corporate-

level and investor-level taxes may vary in their effects on investment, and how 
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corporate taxation influences the choice of organizational form and other corporate 

decisions. As a result, we have a different perspective on both the priorities and the 

potential alternatives for corporate tax reform. 

4.4.1 Corporate and personal income taxes and the incentive to invest 

Dating to the work of Harberger (1962), the corporation tax was viewed as an extra tax 

imposed on the investment returns generated by the corporate sector, with personal 

income taxes applied to both corporate and non-corporate investment. From this 

perspective, reducing the tax burden on corporate source income, either through a 

reduction in the corporate tax rate or through a reduction in investor-level taxes on 

corporate source income, would improve the economy-wide allocation of capital.  

Indeed, policies such as the UK imputation system were structured to reduce the double 

taxation of corporate-source income. 

Since the Meade report, there have been several challenges to the argument for 

alleviating double taxation. Miller (1977) hypothesized an equilibrium in which 

investment financed by corporate equity faced no extra tax when compared to debt-

financed investment or non-corporate investment, as a result of the interaction of 

progressive individual taxation and the favourable tax treatment of equity at the investor 

level (due to lighter and deferred taxation of capital gains). For individuals in 

sufficiently high personal tax brackets, Miller argued, the tax gain at the individual level 

would just offset the extra tax at the corporate level. If only individuals with such a tax 

preference for equity held shares, then the corporate tax would impose no extra tax on 

corporate investment, but indeed would reduce the overall tax on the returns of high-

bracket investors. Thus, reducing the corporate tax would favour the corporate sector 

even more, as would reducing individual taxes on corporate source income. Although 

actual shareholding patterns do not follow the market segmentation envisioned by 

Miller, diversification can be understood as a balancing of tax incentives and portfolio 

choice that does not fully undercut Miller’s argument (Auerbach and King 1983). 

Another line of reasoning, complementary to Miller’s, suggests that the tax burden on 

equity investment is lower than would be implied by simply averaging of the tax rates 

on dividends and capital gains. Following an argument by King (1974), developed 
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further in Auerbach (1979) and Bradford (1981), equity funds acquired through the 

retention of earnings should, under certain assumptions, have a before-tax cost 

unaffected by the tax rate on dividends; the logic is that because dividend taxes are 

avoided when earnings are retained, subsequent dividend taxes are merely deferred 

payment of the dividend taxes avoided initially, not additional taxes investment 

earnings. This logic suggested that reducing taxes on dividends, either directly or, for 

example, through an imputation system, should have no impact on investment 

incentives except to the extent that firms issue new equity. While various empirical tests 

have not definitively resolved its significance in explaining the investment behaviour 

and valuation of corporations15, this “new view” of equity finance clearly emphasizes 

the distinction between ongoing equity finance through retentions and the initial 

capitalization of corporate enterprises, a distinction laid out, for example, by Sinn 

(1991) in a model integrating the capitalization and subsequent growth of a firm subject 

to taxes on corporate earnings and dividends. We will return to this distinction between 

capitalization and investment when discussing the choice of organizational form. 

A related point is the relevance of corporate cash flow to the investment decision.  

Among firms facing a lower cost of capital when financing through retentions, there 

will be a positive relationship between investment and the level of internal funds, for 

some investments will be worth undertaking only if adequate internal funds are 

available.  This relationship, which has found some support in the empirical literature 

since the writing of the Meade report16, may also be a consequence of asymmetric 

information: if managers are unable to reveal their firms’ true prospects to capital 

markets, then the act of seeking external funds may convey a negative signal about a 

firm and raise its cost of capital. Whatever the reason for its existence, a link between 

internal funds and investment makes after-tax cash flow relevant to a firm’s investment. 

Thus, traditional calculations of the cost of capital and marginal effective tax rates 

based on discounted tax provisions may only partially measure the impact of these tax 

provisions on the incentive to invest – the timing of these provisions will matter, too. 

                                                 
15 See Auerbach (2002) and Auerbach and Hassett (2007) for recent reviews of the relevant literature. 
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4.4.2 Personal taxes and the multinational enterprise 

In a closed economy, savings equals investment and it does not matter on which side of 

the market for funds taxes are imposed, assuming that the taxes on each side would 

have the same structural form. The previous arguments have suggested that the 

structure of individual taxes on corporate-source income serves to mitigate the impact 

of double-taxation. Progressive individual taxes combined with favourable treatment of 

capital gains plus the taxation of dividends when they are distributed (rather than when 

corporate earnings accrue) each contribute to a lower tax burden on the income from 

new corporate investment. But this analysis does not hinge on the fact that the taxes in 

question are assessed on investors rather than on companies. In an open economy, 

though, taxes on saving and investment may not have comparable effects, even if they 

are similar in structure, and as a result there is an additional reason why investor-level 

taxes may have little impact on the incentives for investment. 

The tax treatment of multinational enterprises is an extremely complex subject, touched 

on above and treated more fully in the chapter in this volume by Griffith, Hines, and 

Sørensen. However, if one thinks of the taxation of companies as being largely done at 

source, and the taxation of investors as being based on residence, then the openness of 

the UK economy to capital flows increases the impact of company-level taxation on 

domestic investment, for such investment must compete for mobile capital with 

investment projects in other countries. The taxation of individual UK investors on their 

portfolio income, on the other hand, should have relatively little impact on UK 

investment, for UK investors are only one possible source of funds for domestic 

enterprises and other investors will jump in to take advantage of potentially higher 

returns should individual tax provisions discourage UK investors. 

The strength of this reasoning depends on the extent to which the well-known “home 

bias” in the portfolio choice of investors is overcome. If individuals invest primarily in 

their own countries, regardless of the tax incentives for investing abroad, then such tax 

incentives can have little impact.  Such home bias has certainly been evident historically 

                                                                                                                                               

16 The paper by Fazzari, Hubbard, and Petersen (1988) is notable here, although some (e.g., Cummins, Hassett and 
Oliner 2006) have argued that cash flow is simply acting as a proxy for firm prospects that are difficult to measure 
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in the close relationship between domestic saving and investment (e.g., Feldstein and 

Horioka 1980) as well as in the weak international diversification of individual 

portfolios. But such diversification has been on the rise over time. As Figure 7 shows, 

around a third of UK listed shares are now held by foreign investors, compared to 

around 5% when the Meade report appeared. 

Figure 7. Ownership of UK listed shares by Rest of the World 
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Note: Figure shows % of UK listed ordinary shares owned by Rest of World. UK offshore islands were 
re-classified to RoW in 1997 
Source: ONS, Share Ownership 2004.  
 

Thus, the rise in international capital flows provides yet another reason why individual 

taxes may have less influence than once believed on the level of domestic corporate 

investment.  There is a distinction here, though, in that higher taxes on the portfolios of 

domestic individuals may still have a considerable impact on national saving, depending 

on how responsive saving is to capital income taxation. 

                                                                                                                                               

directly. 
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4.4.3 Taxes and the choice of organizational form 

As discussed above, it is important to distinguish the effects of taxation on existing 

companies and new ones. While existing corporations may finance their expansions 

through retained earnings, new corporations must establish an equity base and may face 

a higher cost of capital as a result. As a consequence, the decision to start a corporation 

may be discouraged more than the decision to invest, once incorporated. If there is a 

choice of organizational form, this decision may be affected by corporate taxation. 

Put slightly differently, one needs to distinguish how taxation affects the intensive 

decisions of companies – how much to invest, given their organizational form – and the 

extensive decisions of companies – which organizational form to adopt. Just as in the 

case of the international location decision, the choice regarding organizational form 

depends on more than the treatment of marginal investment projects by existing 

companies whose locations are already determined. 

It is customary to think of the choice of organizational form as one unlikely to be 

strongly affected by taxation, because corporate status, with its limited liability and 

access to capital markets, is viewed as a sine qua non for large public companies that 

seek broad ownership. Indeed, in the UK there are no perfect substitutes for corporate 

status outside the corporate sector.  But elsewhere, particularly in the United States, 

there are ranges of organizational forms that, while not perfect substitutes, offer 

attributes sufficiently similar to those of traditional corporations to make the choice of 

organizational form a serious one. 




































































