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THE ROLE OF THE CORPORATE TAX* 

 
Professor Roger Gordon Y 

Even though the corporate tax 
typically collects a small fraction of 
overall tax revenue, it is frequently at 
the center of tax reform discussions.   
On average among OECD countries, 
corporate tax rates have fallen 
substantially in recent years.  The tax 
treatment of multinationals is 
another frequent topic of policy 
discussion.   
 
Justifications provided for corporate 
tax reforms are many.  The hope is 
that a lower corporate tax rate and 
more generous tax provisions for 
multinationals will increase domestic 
investment, increase the 
competitiveness of domestic firms, 
and increase a country’s growth rate.  
More directly, it is often claimed that 
a rate cut will even increase 
corporate revenue, given the 
resulting expansion in the corporate 
tax base.  If true, taxpayers seem to 
gain from the rate cut, and firms 
clearly gain, creating an apparent win
-win situation.   
 
This paper aims to provide a 
framework which assesses the 
overall efficiency effects of changes 
to the corporate tax rate, and 
corporate tax base.   The focus will be 
on the interactions between the 
corporate tax and the personal tax.   

 Corporations have substantial 
discretion over how much income is 
retained, taxable under the 
corporate tax, and how much is paid 
out to individuals, taxable instead 
under the personal tax.  Economists 
have long argued that the tax system 
should not distort the source of 
income.  Any differential tax rates 
create efficiency costs with no 
offsetting equity benefits.  To avoid 
such distortions, the tax treatment of 
corporate and non-corporate income 
should be equivalent, as should the 
tax treatment of foreign-source and 
domestic-source earnings of 
domestic residents.   
 
By proceeding step by step this paper 
will think through the implications of 
this principle for the choices for the 
corporate tax rate and tax base, and 
then more broadly for the tax 
treatment of cross-border 
investments.   
 
Under existing personal tax 
provisions, profits retained within a 
corporation are tax-favored, since 
taxes on the resulting capital gains 
are deferred until the shares are sold, 
and then taxed at a lower capital-
gains tax rate. Without some other 
tax provisions, taxes favor corporate 
activity, and corporate retentions in 

particular.  A corporate tax on 
retained earnings eliminates this tax 
advantage if corporate taxes 
together with capital-gains taxes 
yield the same liabilities as faced on 
non-corporate income.   
 
Neutrality, however, requires that 
the corporate tax rate should be tied 
to the personal tax rate faced by 
each shareholder.  With one 
common corporate tax rate, tax 
distortions inevitably remain, with 
high-bracket individuals facing some 
tax advantage to corporate 
retentions, and conversely for low-
bracket individuals.  These distortions 
form the basis for large academic 
literatures examining the choice to 
be corporate vs. non-corporate and 
the choice to use debt vs. equity 
finance.   
 
Let’s shift to consider the tax 
treatment of inbound portfolio 
investments by foreign investors (FPI) 
and inbound direct investment by 
foreign multinationals (FDI).  Here we 
see a country is in effect choosing a 
tariff rate on imports of investable 
funds.  In this instance, we know that 
the optimal tariff is zero when a 
country is a price taker in world 
markets.  Australia (and even the 
U.S.) should be close to being price 
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takers in world capital markets, 
implying that the optimal tariff is 
close to zero.   
 

A zero “tariff” implies no taxes on the 
return to foreign-financed 
investments, including no net 
corporate taxes.  This can be 
accomplished by allowing capital 
investments to be expensed for tax 
purposes to the extent that a firm 
has foreign shareholders, even 
though capital investments would 
appropriately be depreciated when 
owned by domestic investors.  If the 
law instead applies the same 
depreciation provisions regardless of 
the nationality of the shareholders, 
then inbound investments create 
pressures to accelerate depreciation 
deductions for all investors. 
 
What about outbound FPI and FDI?  
Neutrality requires the same 
corporate tax rate on the earnings 
accruing to domestic shareholders 
regardless of the location of the 
underlying investment.  Since 
domestic earnings are taxable each 
year, this implies that foreign 
earnings should also be taxable each 
year.  Current practice in Australia 
(and the U.S.) instead taxes foreign 
earnings only at repatriation.  The 
deferral of tax liability until  

 
repatriation creates a tax distortion  
favoring outbound FPI and FDI. 
 
Current practice, though, works well 
if the underlying aim is to tax labor 
income but not income from savings.  
In that case, deferral per se creates 
no advantage.  Taxes remain neutral 
given that repatriated earnings are  
axed in full under the domestic 
corporate tax.   
 
To summarise, the corporate tax 
serves as a backstop to the personal 
tax, ideally imposing the same tax 
rate whether the individual’s income 
comes from non-corporate or 
corporate firms, or from domestic-
source or foreign-source activity.  To 
avoid introducing tax distortions to 
the source of income, any changes to 
the corporate tax need to be 
coordinated with changes to the 
personal tax, with the aim of 
imposing the same tax rate 
regardless of the source of income.    
 
Judging whether any proposed 
change in corporate taxes lessens or 
increases tax distortions on net is not 
easy, however.  Economists have 
shown that there is a net efficiency 
gain from a tax change if the 
resulting behavioral responses lead  
to an overall increase in tax revenue,  

 
and conversely.  Tax revenue here 
includes personal as well as 
corporate revenue.  There is very 
little past empirical work to help 
forecast the net effects of the 
resulting behavioral responses on 
overall tax revenue, yet this evidence 
is what is needed to judge whether a 
tax reform can be justified on 
efficiency grounds.   
 

 

 

 

 

 

*This article is based on Professor 
Gordon’s lecture as a part of the ANU 
Trevor Swan Distinguished Lectures 
in Economics which was presented at 
ANU on the 26th of April, 2012. 
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Fellow of the Econometric Society 
and the American Academy of Arts 
and Sciences.  
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