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Background

» 1978 — The Structure and Reform of Direct
Taxation (Meade Review)
— Recommended broad based taxation

— Provided insight into how to implement a broad-
based expenditure tax

— Corporate tax under such a system could be a cash
flow tax, either of the “R+F” type (including
financial transactions) or an “R” type (more like
existing VATSs); both impose a tax rate of 0 on
marginal investments

Background

» 2008 — Tax by Design (Mirrlees Review)
— What has changed since the Meade Review?

— Several chapters on topics covered in 1978,
including corporate taxation
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Corporate Taxation, 1978 vs. 2008 |

What has changed in the last few decades
that would affect the design of corporate tax?

1. Increase in international capital flows, with a
resulting increase in tax competition, leading
to a drop in statutory corporate rates

Statutory Corporate Tax Rates
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Corporate Taxation, 1978 vs. 2008

What has changed in the last few decades
that would affect the design of corporate tax?

2. Increasing importance of the financial

Fraction of corporate tax revenues

industry
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Total Volume ($ billions)

Corporate Taxation, 1978 vs. 2008

What has changed in the last few decades
that would affect the design of corporate tax?

Advances 1n financial innovation, as

evidenced by introduction of new financial
products
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% Rest of World Shareholders

Corporate Taxation, 1978 vs. 2008

What has changed in the last few decades
that would affect the design of corporate tax?

4. Increased cross-border holdings of assets

Foreign-Owned UK Shares
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Corporate Taxation, 1978 vs. 2008

What has changed in the last few decades
that would affect the design of corporate tax?

5. Increased flexibility with respect to choice of

organizational form

S Corporation Share of U.S. Non-

financial Corporate Income
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Implications

 Corporate tax burden can’t be too high,
because activity can shift out of corporate
sector or across borders

 Corporate tax system’s ability to distinguish
between debt and equity difficult

« Even a zero tax rate on marginal investment
leaves potential distortions as to location
decisions

PropoSal

« Destination-based corporate income tax

— Like VAT approach, so reduces need to focus on
firm’s residence or source of profits, and reduces
firm incentives to shift activities or location of
profits |

— No distinction between debt and equity

— No tax burden on new investment, so less likely to
discourage corporate activity

— Unlike origin-based or residence-based tax, no
incentive to shift location of production or asset
ownership
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Executive Summary

Globalisation carries profound implications for tax systems, yet most tax systems, including that of
the United Kingdom, still retain many features more suited to closed economies. The purpose of
this chapter is to assess how tax policy should reflect the changing international economic
environment. Institutional barriers to the movement of goods, services, capital and (to a lesser
extent) labour have fallen dramatically since the Meade report was published in 1978. So have the
costs of moving both real activity and taxable profits between tax jurisdictions. These changes mean
that capital and taxable profits in particular are more mobile between jurisdictions than they used to

be. Our focus is on the taxation of capital and our main conclusions may be summarised as follows:

Income from capital may be taxed in the residence country of its owner, or it may be taxed in the
source couniry where the income is earned. Ideally one would like to tax capital income on a
residence basis at the individual investor level, exempting the normal return to saving as measured
by the interest rate on risk-free assets that savers require to be willing to postpone consumption.
Such a tax system would not distort peoplé’s behaviour as long as individuals did not change their
country of residence in response, and as long as one could correctly identify the ‘normal’ rate of
return. However, imputing corporate income and in particular the income from foreign corporations
to individual domestic shareholders is widely seen as infeasible, given the large cross-border flows

of investment.

An alternative might be to levy residence-based taxes on capital at the firm level, taxing firms on
their worldwide income in the country where they are headquartered. But such taxes are complex
and are likely to be rendered ineffective as companies would find it relatively straightforward to
shift their headquarters abroad to avoid domestic taxation. For these reasons, and because they want
to tax domestic-source income accruing to foreigners, governments rely mainly on the source
principle in the taxation of business profits. Unfortunately source-based capital taxes also distort

behaviour since they can be avoided by investing abroad rather than at home.

International cooperation could reduce these tax distortions, but extensive cooperative agreements
are unlikely to materialize in the near future, for several reasons. First, national governments are
jealously guarding their fiscal sovereignty vis a vis the OECD and the EU. Second, the analysis in
this chapter suggests that the potential gains from international tax coordination are likely to be

rather small and unevenly distributed across countries. Third, while it might be thought that the



European Court of Justice could help to ensure a more uniform taxation of cross-border investment
in Europe, recent Court rulings do not suggest that its practice will necessarily make EU tax

systems less distortionary.

Against this background this chapter discusses what the UK could do on its own to make its tax
system more efficient and robust in a globalising world economy. As far as the taxation of business
income is concerned, we argue for a source-based tax which exempts the normal return from tax.
This can be implemented by allowing firms to deduct an imputed normal return to their equity, just
as they are currently allowed to deduct the interest on their debts. The case for such an ‘ACE’
(Allowance for Corporate Equity) system is that, in the open UK economy, imposing a source-
based tax on the normal return to capital tends to discourage domestic investment. This reduces the
demand for domestic labour and land, thereby driving down wages and rents. Exempting the normal
return to capital from tax would increase inbound investment, thus raising real wages and national

income in the UK.

Our proposal for a source-based business income tax implies that UK multinational companies
would no longer be liable to tax on their dividends from foreign subsidiaries. This would allow
abolition of the system of foreign dividend tax credits for UK multinationals. It would also improve
the ability of UK companies to compete in the international market for corporate control, since most
OECD governments already exempt the foreign dividends of their multinationals from domestic
tax. With an ACE to alleviate the double taxation of corporate income, the existing personal
dividend tax credit should likewise be abolished to recoup some of the revenue lost. Dividend

income would then be taxed at the personal level like other savings income.

Since one of the purposes of the personal income tax is to redistribute income, it should be levied
on a residence basis to account for all of the taxpayer’s worldwide income. In practice, a residence-
based tax is not easy to enforce because of the difficulties of monitoring foreign source income. We
argue that this problem may be reduced if Britain offers to share the revenue from the taxation of
foreign source income with the governments of foreign source countries when they provide
information to the UK tax authorities that helps to enforce UK tax rules. Nevertheless, in a world of
high and growing capital mobility there is a limit to the amount of tax that can be levied without
inducing investors to hide their wealth in foreign tax havens. In part because of the threat of capital

flight, but for a number of other reasons as well, we argue that personal capital income should be



taxed at a relatively low flat rate separate from the progressive tax schedule applied to labour

income, along the lines of the Nordic dual income tax.

Our proposal for a UK dual income tax assumes that the UK government will wish to continue
levying some personal tax on the normal return to capital. If policy makers prefer to move towards a
consumption-based personal tax, the equivalent of such a system could be implemented by
exempting the normal return to saving from tax at the personal level, just as the ACE allowance
exempts the normal return at the corporate level. Specifically, a consumption-based personal tax
system could be achieved by exempting interest income from personal tax, and by allowing
shareholders to deduct an imputed normal return on the basis of their shares before imposing tax on
dividends and capital gains. Exemption for interest income would reduce the problem of enforcing
residence-based taxation. Owners of unincorporated firms would be allowed (but not obliged) to
deduct an imputed return to their business equity from their taxable business income, in parallel to
the ACE allowance granted to corporations. The residual business income wou]d then be taxed as

eamed income.



