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principle to enable residence-based taxation of such income in the EU. Three
EU member states, Austria, Belgium, and Luxembourg, are allowed to levy
source-based non-resident withholding taxes on interest instead, but only
on a temporary basis till 2010. The Savings Directive covers bank interest
as well as interest on government and corporate bonds, except some grand-
fathered issues. To enable exchange of information, financial institutions have
to keep track of the nationality of bank and other interest recipients. This
represents a substantial administrative burden for EU financial institutions.
The EU Savings Directive thus materially affects the UK, which is the home
to Europe’s major financial centre. At present, the Directive does not cover
dividends. Hence, the Directive provides some scope for arbitrage between
interest and dividend income streams. If this proves to be important, it may
make sense to expand the scope of the Directive in the future to include
dividends.

With only a limited coverage of EU tax directives, decisions of the Euro-
pean Court of Justice take on a heightened importance in shaping tax policy
in the EU. The court has made decisions with wider ramifications in the area
of dividend taxation of individual as well as corporate shareholders. Affecting
individual shareholders, the ECJ’s judgment in the Verkooijen case of 2000
concerns the taxation of inbound dividends as part of portfolio income.
The Netherlands at the time exempted the first 1,000 guilders of dividends
from personal income taxation, but the exemption only applied to domestic
dividends. The Court ruled that this did not conform with the EC Treaty,
and that the exemption should apply to foreign inbound dividends as well.
Generally, this ruling is taken to imply that personal income tax systems
should not discriminate against inbound dividend income.

In the corporate tax area, the Court similarly has ruled in several instances
that residence-based taxation of corporate shareholders should not afford a
more favourable tax treatment to income from domestic subsidiaries than
from foreign subsidiaries. In a case involving the UK, the ECJ ruled in 2005
in the Marks & Spencer case that this company’s foreign losses could be
offset against the company’s UK profits, if these losses cannot be used in
another member state against realized or future profits. The Court thus ruled
against the UK’s ‘group relief ’ legislation that previously had prevented UK
companies from offsetting foreign losses against UK profits. Pursuant to the
ECJ decision, foreign losses can be claimed, even if the foreign subsidiary
has never paid any dividends to the UK parent. Thus, this ruling opens
the possibility that the residence-based taxation of foreign-source corporate
income generates negative tax revenues in the UK and elsewhere.
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In the Lankhorst-Hohorst case of 2000, the ECJ addressed German thin
capitalization rules that limit the tax deductibility of interest payments by
subsidiaries to their parent companies. In the German case, these thin cap-
italization rules only applied to interest paid by subsidiaries to their non-
German, non-resident parent companies. The ECJ ruled that this violates
non-discrimination principles as laid down in the freedom of establishment
provision in the EC Treaty. This ruling has had far-reaching implications for
thin capitalization policies throughout Europe. The UK, which has had a thin
capitalization rule since 1988, saw itself forced to extend its thin capitalization
rule to apply to domestic subsidiaries also in 2004.

In 2004, the European Commission (2003) published a communication
that analyses the implications of case law of the ECJ for the international
taxation of dividend income. With regard to outbound dividend payments,
an implication appears to be that it is illegal to levy a higher withholding tax
on dividends accruing to foreign shareholders than to domestic sharehold-
ers. With regard to inbound dividend payments, countries with imputation
systems—providing their residents with tax credits for corporate taxes paid
by domestic companies—equally have to provide credits for corporation
taxes paid by foreign companies. Thus if the UK had retained its previous
imputation system, it would be liable to pay tax credits for corporation taxes
paid by firms in countries with potentially much higher corporate tax rates
than the UK such as Germany. This may be a reason that the UK has abolished
its imputation system.

In a non-legislative effort to limit harmful tax competition, EU member
states agreed on a code of conduct regarding corporate income taxation in
1997. The code aims to protect the corporate tax base of member states and
to bring about a fair international division of that base. It outlines several
criteria to identify harmful tax competition. Harmful measures, for instance,
may involve relatively low taxes that are ring-fenced in the sense that they are
available only to non-residents or apply only to activities undertaken by non-
residents. Other harmful measures are those that potentially shift the tax base
without affecting the location of real activity. To identify harmful tax practices
in the EU, in 1998 Ecofin established the Code of Conduct Group, chaired
by the British Paymaster-General Dawn Primarolo. In 1999, this group pub-
lished its report, which enumerated sixty-six harmful tax measures. Sweden
and the UK interestingly were the only two countries that were not found to
have harmful corporate tax practices. Hence, the restrictions on corporate tax
policy laid out in the Code of Conduct do not appear to limit UK corporate
tax policy.
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2. THE BEHAVIOUR OF INTERNATIONAL FIRMS
AND UK TAX POLICY

As Auerbach, Devereux, and Simpson outline, firms in open economies face a
sequence of choices as to the location of production, physical investment, and
the allocation of profits. In addition, the firm has to decide on its debt–equity
ratio and, if it has foreign establishments, on the international assignment of
its debts. Finally, the firm has to decide on its organizational form. In an open
economy, this involves the location of its headquarters and consequently of its
tax residence. Each of these choices is potentially affected by the tax rate and
other aspects of the tax system. For tax policy, it is important to know how
sensitive each of the firm’s decisions is to the tax rate and other parts of the tax
system. Estimates of tax sensitivities can be obtained by empirical research. To
inform the UK tax debate, ideally such estimates stem from the investigation
of European data. Much evidence as reviewed by Auerbach, Devereux, and
Simpson—for instance, on the debt–equity ratio and organizational form—
instead has been based on US data. In the remainder, I will discuss some
recent studies on company choice and taxation in open economies with an
emphasis on European studies.

Desai and Hines (2002) examine the role of taxation in so-called corporate
inversions. In these dealings, the corporate structure is inverted in the sense
that the previous US parent becomes a subsidiary of one of its earlier foreign
subsidiaries. These inversions serve to eliminate US worldwide income taxa-
tion of all previous foreign subsidiaries. In fact, international double taxation
is avoided (not counting US dividend withholding taxes) if the new parent
resides in a country with a territorial tax system. Examining multination-
als newly created through international mergers and acquisitions (M&As),
Huizinga and Voget (2008) similarly find that the parent–subsidiary struc-
ture reflects international double taxation. Using their estimation results,
Huizinga and Voget simulate how the change in a country’s tax rate affects
the proportion of M&As that select that country as the parent country. On
average, an increase in the corporate tax rate by one percentage point reduces
the proportion of firms taking up tax residence in a country by 0.36 percent-
age points. For the UK, the impact of a one percentage point increase in its
tax rate on the proportion of multinationals taking up residence in the UK
is estimated to be relatively large at 0.53 percentage points, reflecting the UK
system of worldwide taxation.

De Mooij and Nicodème (2006) examine the relationship between incor-
poration and tax rates with European data. The impact of tax rates on
incorporation is significant and large and it implies that the revenue effects of
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lower corporate tax rates partly show up in lower personal tax revenues rather
than lower corporate tax revenues. This form of income shifting is found to
have raised the corporate tax-to-GDP ratio by some 0.2 percentage points
since the early 1990s.

Auerbach, Devereux, and Simpson mention that foreign ownership of
companies may be a reason why corporate taxes have not declined much.
Foreign ownership implies that part of the incidence of corporate taxation,
in so far as there are rents, is on the foreign owners. They show that the
percentage of shares listed in the UK and owned by foreigners has increased
from around 5% at the time of the Meade Report to around 30% in 2004. Can
the current degree of foreign ownership in the UK explain the relatively low
UK corporate tax burden relative to other European countries? Huizinga and
Nicodème (2006) consider a measure of the corporate tax burden based on
tax payments as a share of assets. Their evidence, relating foreign ownership
shares of subsidiaries to average tax burdens for a set of European countries,
suggests that this is indeed the case. Figure 1 summarizes their data. The
figure shows that there is an overall positive relationship between the foreign
ownership share of corporate assets and the average tax burden. The foreign
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Notes: FS is the average country-level foreign ownership share over the years 1996–2000, where the
country-level foreign ownership share in each year is the asset-weighted average of foreign ownership
shares for firms in that country.

Tax burden is the average country-level tax burden over the years 1996–2000, where the country-level
tax burden in each year is the asset-weighted average of tax burdens for firms in that country, and the tax
burden for each firm measures corporate tax as a percentage of assets.

Sources: Huizinga and Nicodème (2006).

Figure 1. The tax burden and the foreign ownership share (1996–2000)
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ownership share for the UK is seen to be relatively low at 10.3%, while the
tax burden is also relatively low at 2.4%. Hence, the relatively low degree of
foreign ownership in the UK can in part explain a relatively low tax burden.
At present, there still is considerable room for foreign ownership to increase
in the UK to levels already seen in many other European countries. This
could imply upward pressure on the corporate tax level in the UK in the
future.

Next, there are a few studies of the extent of international profit shift-
ing by European firms. Using sectoral data in OECD countries, Bartelsman
and Beetsma (2003) find that value added reported is negatively related to
statutory tax rates. Their estimation suggests that at the margin more than
65% of the additional revenue from a unilateral tax increase is lost due to a
decrease in the reported income tax base. Huizinga and Laeven (2008) inves-
tigate profit shifting by European multinationals using firm-level data on the
location of the parent firm and of foreign subsidiaries from the Amadeus
database. They find an average elasticity of the reported tax base with respect
to the statutory tax rate of 0.45, while the corresponding elasticity is estimated
to be somewhat smaller at 0.30 for the UK. This relatively small elasticity
reflects the fact that the UK levies corporate income tax on a worldwide basis,
which implies that a change in the UK top corporate tax rate will not affect
the incentive to shift profits between a UK parent and a foreign subsidiary in
a country with a lower top corporate tax rate such as Ireland. The paper goes
on to simulate the impact of profit shifting on national tax revenues. The UK
is estimated to be a net gainer on account of profit shifting within Europe, as
its tax rate of 30% is lower that the tax rates in many European countries with
an average of 34.4% in 1999.

Also using data from Amadeus, Huizinga, Laeven, and Nicodème (2008)
investigate how the financial structure of European multinational firms
depends on the international tax system. Their modelling distinguishes
between a ‘domestic’ effect of taxation on leverage and an ‘international’ or
debt-shifting effect. The ‘domestic’ effect is the increase in leverage that would
occur on account of higher taxation for purely domestic firms. The ‘interna-
tional’ effect is the additional debt-shifting effect that occurs for multina-
tional firms on account of international tax rate differences. For domestic,
stand-alone firms, the estimation implies that a 10 percentage points increase
in the overall tax rate (generally reflecting corporate income taxes and non-
resident dividend withholding taxes) increases the ratio of liabilities to assets
by 1.8 percentage points, which is a rather small effect compared to the
sample standard deviation of this leverage ratio of 21 percentage points.
For multinational firms, the leverage ratio is more sensitive to taxation on
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account of international debt shifting. To illustrate this, one can take the
example of a multinational with two equal-sized establishments in two sep-
arate countries. A 10 percentage points overall tax increase in one country
is then found to increase the leverage ratio in that country by 2.4 percentage
points, while the ratio in the other country decreases by 0.6 percentage points.

Parent companies in the UK on average have a liability ratio of 0.57, which
is less than the average of 0.62 for the entire sample of parent firms in Europe,
while foreign subsidiaries in the UK have a leverage ratio of 0.62 on average
just equal to the European average. On the whole, subsidiaries located in the
UK are found to have an incentive to shift debt out of the UK, which reflects
the UK’s relatively low tax rate in the EU.

3. CONCLUSION

International economic integration makes it more difficult for the UK to
operate a residence-based corporate tax system with a reasonably high cor-
porate tax rate. Two developments, however, potentially restrict the ‘degrada-
tion’ of the corporate income tax system. First, European tax policies tend
to work towards maintaining or restoring residence-based capital income
taxation. Second, increased foreign ownership in the UK and elsewhere pre-
vents a ‘race to the bottom’ in corporate income tax rates. In the future,
deeper economic integration may render it increasingly difficult to raise sig-
nificant corporate tax revenues. In that instance, further European tax policy
cooperation may be called for to enable the UK to implement an effective
corporation tax.
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The primary focus of ‘Taxing Corporate Income’, written by three eminent
authors, is to reconsider the Meade Report’s (Meade, 1978) recommendation
to tax corporate rents in light of evolving changes to the UK economy since
1978. Wisely, the authors focus on the impact of global economic integration
on company taxation policy. I would agree that one cannot consider company
taxation without thinking about international issues.

After examining a rich array of possible tax bases, the authors come to
an almost stark conclusion that little will work properly in raising revenue
as businesses will shift income to low-tax jurisdictions—whether the tax is
based on income or on rents on a source basis. Eventually, international
considerations will force governments to move towards a corporate tax that
exempts exports and taxes imports, based on the destination principle.

I believe that we are far from that point yet. Despite the rapid growth
in cross-border investments since 1990,1 corporate income tax revenues as
a share of GDP have been remarkably robust among OECD countries in
the past twenty-five years (see Mintz and Weichenrieder (2007)). Govern-
ments are not about to abandon a tax base that raises almost 10% of their
needs today.

1 In 1990, cross-border investment flows of foreign direct investment among OECD countries
was about US$200 billion, rising to over US$2 trillion by 2000, falling back to over US$600 billion
by 2004 (all numbers expressed in 2000 dollars). See Organization of Economic Cooperation and
Development, Statistics (2006).
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I think this reflects a reality that capital markets are not quite as inter-
nationally integrated as sometimes assumed. Many financial studies show
investor ‘home bias’ remains partly a result of regulations that limit the
cross-border ownership of shares.2 Further, while one cannot ignore the
open economy in evaluating corporate policy in today’s economy, one cannot
forget the possible arbitrage between corporate and personal tax bases within
the domestic economy. Smart tax arbitragers will work out schemes to shift
labour into capital income or develop tax structures that allow businesses to
escape paying tax when differential taxes apply—not just at the international
level but also within the domestic economy.3

Indeed, I am not even sure it is right to emphasize only a ‘corporate tax’
when businesses have developed enterprise groups with corporations, unlim-
ited liability corporations, limited liability partnerships, and trust arrange-
ments to run business organizations. My preference has been to refer to
business taxes rather than corporate taxes to keep in mind the complexity of
business relationships in today’s environment. Consistent with the chapter,
however, I shall focus on corporations that are by and large the most impor-
tant form of business organization in the UK economy.

The question in my view is whether a better tax base can be developed for
corporate taxation that would improve the efficiency and fairness of the tax
system. In my view, the Meade (1978) and the US Treasury (1977) reports
got the essential argument right—eliminating the inter-temporal distortion
of taxes by replacing a corporate income tax with a cash flow tax can arguably
be efficient, fair and simple. This argument has not changed and has led
to several tax reforms based on including cash flow taxes in the resource
sector (Australia and Canada) and a deduction for the imputed cost of equity
financing such as in Croatia, Belgium, and Italy.

The important contribution of Auerbach, Devereux, and Simpson is that
they make a case for a destination-based cash flow tax in order to deal with
international issues, a point that received little attention at the time when the

2 See, for example, Helliwell (1998) and Helliwell and McKitrick (1999) who suggest that
investment and savings rates are correlated among countries although within Canada there is no
such correlation. Recent deregulation in the European Union making it easier for investors to trade
across member state boundaries will likely increase capital market integration.

3 A perfect example of how arbitrage can lead to distortions in the corporate sector was the
conversion of corporations into income trusts in Canada that led to 17% of the stock market
being capitalized in the form of trusts that distributed most of their cash flows to their investors.
The incentive to create an income trust was to eliminate the non-integrated part of the corporate
income tax for taxable investors, tax-exempts, and foreign investors but at the cost of adopting a
business structure which required taxable income to be fully distributed to minimize taxes. Further
announced conversions by two large telecommunications companies led to government action to
put a special tax on publicly traded trusts after 31 October 2006. See Mintz (2006). Arbitrage was
especially driven by pension funds and foreign investors.
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Meade Report was written. I will return to this point below as I do believe
that good reasons exist for an origin-base approach but practicality would
push governments to some extent to exempt exports and tax imports under a
cash flow tax or value-added tax, which is similar except that payroll costs are
included in the tax base.

1. THE PURPOSE OF THE CORPORATE TAX

Going back to the Canadian Carter report (Canada (1966)), the purpose
of the corporate tax has been twofold: (i) to be a backstop to the personal
income tax, and (ii) to tax foreigners on their income earned in Canada. The
Canadian Technical Committee on Business Taxation (Canada (1997)) added
the concept that the corporate profit tax could be a surrogate for user fees
when such levies are not applied in full for administrative or equity reasons.

Under a rent tax, as developed by the Meade Report, the basic purpose of
the corporate tax remains the same in principle. Taxing rents can arguably be
more efficient by removing the inter-temporal tax distortion on investments.
A corporate rent tax could still be required as part of the overall expenditure
tax. Otherwise, the rents could accrue to individuals as exempt income. Sim-
ilarly, to ensure that rents accruing to foreigners are taxed, a corporate rent
tax is needed. And, to the extent that corporate rents reflect benefits from
public services provided to firms and priced below cost, a rent tax would also
be appropriate to apply.

I would argue that the globalization of production does not change much
the purpose of corporate taxation, whether on rents or income. Design issues
are much more complex with respect to administration and compliance, for
sure, and Auerbach, Devereux, and Simpson are spot-on in emphasizing its
importance. However, despite the challenges imposed, the traditional argu-
ments for corporate taxation do not disappear.

2. ORIGIN VERSUS DESTINATION-BASE CASH FLOW TAX

The authors argue for a destination-base cash flow tax on the presumption
that it is too difficult to levy one on an origin-base principle. The origin-
base cash flow tax would apply to exports and allow imports to be deducted
from the tax base—this is the approach being currently used for the Italian
IRAP and Hungarian regional taxes (which do not allow payroll taxes to be
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deducted from the base). The alternative, a destination-based cash flow tax,
exempts exports and taxes imports.

A destination-base cash flow tax has the virtue of withholding worldwide
rents according to consumption while an origin-base tax withholds rents
according to production.

As sales taxes (equivalent to cash flow taxes on payroll4 and economic
rents), the two approaches can be equivalent in economic effects under cer-
tain conditions so long as all goods are taxable and cross-border ownership
of rents do not occur. Under an origin-base tax, the exchange rate will be
depreciated, reflecting the tax on exports and deduction given for imports
compared to the destination-base tax. Otherwise, they will have differential
effects—for example, all goods may not be taxable and rents may be claimed
by non-residents (see Lockwood, de Meza, and Myles (1994)).

As the authors note correctly, origin-base taxes could result in poten-
tial transfer pricing problems although this argument can be overstated.
For some products such as oil and gas, the application of the comparable
uncontrolled pricing method—or its alternatives—is not a serious prob-
lem since quality differences are easily observable and priced in markets.
However, rents arising from research, marketing, and branding (intangible
income) are much more difficult to price for related-party transactions within
multinational groups since comparable transactions are difficult to find. A
destination-base cash flow tax avoids the transfer pricing issues since trans-
action values with the rest of the world do not get included in the tax base.
However, a country does give up the right to tax rents at source, which it
might wish to do for other reasons as specified below.

While transfer pricing reasons might push governments to move towards a
destination-based tax, other arguments can be made for an origin-based tax
that would need to be considered. Below are three arguments for an origin-
based tax.

3. THE CORPORATE TAX IN RELATION
TO THE PERSONAL TAX

If the Meade Report recommendations for an expenditure tax are adopted, an
important question is whether a business level tax is required to ensure that
expenditure is taxed at the personal level.

4 It is assumed here that labour is immobile among countries.
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Under the expenditure tax, two approaches can be used to tax consump-
tion. The first is to allow individuals to deduct savings invested in registered
assets from the tax base and add the withdrawals from registered assets
to the tax base. The second is to exempt the yield on savings—no deduc-
tion is provided for savings and no tax is imposed on withdrawals. A very
important point raised in the Meade Report is that both approaches are
useful to apply since they allow individuals to average their expenditure
base given that a progressive rate schedule would be used for personal tax
purposes.

The corporate tax on rents would not be required for the registered
asset approach but would be needed for the non-registered asset approach.
Otherwise, taxes on business rents could be avoided if people own assets
that give rise to rents in the non-registered form. Given that the corporate
rent tax would need to be applied on a source basis, such rents would be
double-taxed for owners of registered assets while singly taxed for owners
of non-registered assets. Thus, some form of tax credit could be considered
for owners of registered assets as an offset for the corporate rent tax. Pre-
sumably, the tax credit could be provided using the Australian approach of
providing a credit for dividends equal to the actual tax paid at the corporate
level.

So far so good. However, the world is not so simple. As the three authors
review, one issue is whether the corporate tax should be applied to only real
transactions (R-base equal to revenue net of employment compensation and
capital expenditures) or real and financial transactions (the R + F base would
include borrowings added and repayments of interest and principal deducted
from the tax base). If some technical complexities associated with financial
derivatives are left aside, the R + F base is certainly feasible to consider and
has even been subject to analysis for a VAT applied to financial transactions.
A different variation of the approach—the tax imposed on profits net of an
imputed deduction for equity—shows that a rent tax can be levied at the
corporate level including on financial transactions.

A further issue is whether the rent tax should be applied generally to
corporations, partnerships, trusts, and other types of businesses. Business
income earned by individuals would be subject to tax under the personal
expenditure tax but within the business sector, different entities are pos-
sible to create that would not be a corporation but effectively operate on
a similar basis. Corporate organizations could also be developed to attract
investors with different tax preferences. If some business organizational forms
are tax-free under the rent tax, they have the capacity to issue securities
to attract certain tax-preferred investors. A more general approach to rent
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taxation ensures a level playing-field among different types of business organ-
izations. Again, as experience has recently shown in Italy and Hungary,
business value taxes (Bird and Mintz (2001)) applied to rents and payroll
could be applied generally to corporations, non-profits, partnerships, and
trusts.

Can we ignore the linkage between the personal and corporate side? Even
in a small open economy, the absence of a business level tax would provide
significant opportunities for persons to avoid the expenditure tax by leaving
rents in the business level. In particular, labour income, including employee
profit-based compensation, could be structured as stock grants to avoid per-
sonal taxes on labour earnings. Further, entrepreneurs controlling private
and public corporations obtain significant earnings from their corporate
investments that should be subject to a personal cash flow tax. One could
require rules to treat all forms of compensation as taxable earnings although
a corporate rent tax makes sure the tax is applied generally.

A rent tax should therefore be applied in a neutral manner without provid-
ing special exemptions, tax credits, or other tax preferences to certain business
activities to avoid tax. Otherwise, rents available for personal consumption
could escape taxation. In this sense, the rent tax should be broad in applica-
tion, a principle equally applicable to a corporate income tax.

The other important question is whether a personal cash flow tax needs to
be applied on an origin or destination basis. An advantage of a cash flow
tax on earnings, compared to a destination-base sales tax such as VAT, is
that an individual’s consumption, whether at home or abroad, will be cap-
tured with a tax on earnings rather than sales taxes withheld domestically by
businesses.

If international transactions are excluded from the cash flow base either
for personal or corporate purposes or both, some earnings could be exempt.
Some might be able to arrange labour compensation in foreign jurisdictions
that might be exempt from tax and those with earnings from businesses (sole
proprietorships or partnerships) could earn foreign-source rents that would
escape personal cash flow tax. To the extent that the cash flow destination-
base approach applies only to corporate earnings, individuals with foreign-
source labour earnings or rents could avoid the personal cash flow tax on this
income by having the corporation, owned on a non-registered basis, earn it
instead.

Thus, origin-base cash flow taxes might be preferable to apply if the
concern is to withhold earnings that would otherwise be avoided at the
personal level.
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4. THE CORPORATE RENT TAX AS A WITHHOLDING TAX
ON FOREIGN INVESTORS

In many countries, including the UK, some industries earn origin-based
rents especially from irreproducible factors of production, such as natural
resources, and perhaps, protection from competition. In some recent work,
I have found that countries with especially high corporate receipts are those
with financial and petroleum industries (Mintz (2007)).

The Meade Report recommended a cash flow tax as the least distortive way
to tax business profits. It is also an efficient withholding tax on rents accruing
to non-residents, especially for the North Sea oil and gas developments, using
the R-base, which has been adopted for royalty systems in some countries,
as already mentioned. For the financial industry, the R-base is inadequate—
instead, a more general treatment including financial flows is required.

To withhold rents from foreigners, an origin-base cash flow tax is nec-
essary since earnings from exports are taxed (with a deduction provided
for imports). A destination-base cash flow tax that exempts earnings from
exports (and provides no deduction for imports) will not withhold rents
earned from domestic production that accrues to foreign owners. Thus,
an origin-base cash flow tax makes sense in minimizing inter-asset, inter-
industry, and inter-temporal distortions although firm location might be
affected.

5. THE CORPORATE TAX AS A SURROGATE USER FEE

Governments provide public services—including infrastructure, municipal
services, and even political stability (rule of law)—that are beneficial to
businesses operating in the jurisdiction. As user fees may not be assessed or
charged below cost, a business will obtain origin-base rents from the use of
under-priced public services. Similar to the argument that a rent tax should
apply to origin-base rents, both domestic and foreign-owned businesses
should pay tax on the rents accruing from under-priced factors of production.

Clearly, compared to a user fee, the rent tax is inferior since it would be
better to charge for the service so that businesses more appropriately compare
marginal benefits and costs when using various inputs in production. When
roads and bridges are provided free, for example, businesses could arrange
their production further from markets to minimize costs by substituting
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distribution for production expenditures. However, not all public services are
easily priced for administrative reasons and, politically, governments might
wish to under-price some services anyway.

In the absence of a perfect user fee system, an origin-base tax would be
useful for this reason as well.

6. CONCLUSION

A practical case could be made perhaps for a general destination-base cash
flow tax (such as existing value-added taxes), as recommended by the authors,
but it would have quite important implications for the personal tax system
and the tax treatment of rents earned at source in a jurisdiction. Without the
origin-base approach to a cash flow tax, individuals might look to shift their
consumption and earnings to foreign jurisdictions, a problem, which at this
point, is not as serious with migration limitations.

I suspect that countries will muddle through with their tax systems. If we
moved to the full adoption of the Meade Report, an origin-base tax should at
least be considered for a variety of reasons to withhold rents. Given the latest
robust corporate income tax collections among OECD countries, it is unlikely
that a major shift will occur towards taxing businesses on the destination
principle for tax policy considerations at least yet.
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