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Introduction

In	Australia,	the	primary	function	of	taxation	is	to	finance	government	spending.	Its	secondary	
objectives	relate	to	influencing	social	and	economic	outcomes,	resource	allocation,	consumption	
patterns,	 the	 level	 and	direction	of	 savings,	 and	 the	 relative	welfare	of	different	groups.1	Non-
distortionary	taxation	is	not	necessarily	an	objective	of	the	Australian	system.

Australia’s	 corporate	 tax	 is	 said	 to	 be	 very	 successful,	 raising	 substantial	 revenue,	 and	 there	
has	been	little	debate	about	it	over	the	past	few	years.	While	public	debate	has	concentrated	on	
personal	 income	tax,	 there	has	been	 little	demand	for	corporate	 tax	reform.	Arguments	by	 the	
Business	Council	of	Australia	(BCA),	 for	example,	 that	corporate	taxes	are	too	high	have	been	
viewed	as	special	pleading	by	lobby	groups.	This	paper	investigates	Australian	corporate	tax	and	
highlights	a	number	of	issues	that	deserve	greater	public	awareness.	

For	example,	 the	Australian	corporate	 tax	rate	 is	high	by	world	and	OECD	standards.	The	
corporate	 tax	 take	 is	 high	 by	 OECD	 standards.	 Contrary	 to	 widespread	 opinion	 that	 large	
corporations	pay	very	little	(or	even	no)	corporate	tax,	ATO	data	show	that	large	corporations,	
which	make	up	less	than	0.5%	of	all	firms,	pay	over	75%	of	corporate	tax.	The	legal	incidence	
of	the	corporate	tax	burden	is	uncertain.	The	rationale	for	levying	a	corporate	tax	relies	on	weak	
arguments,	 while	 the	 deadweight	 costs	 are	 likely	 to	 be	 very	 high.	 Consistent	 with	 the	 BCA’s	
argument,	 the	effective	corporate	 tax	rate	 in	Australia	has	probably	been	rising	over	 time.	The	
international	evidence	suggests	that	high	corporate	tax	rates	retard	economic	growth.

Overall,	 this	 paper	 presents	 arguments	 that	 suggest	 the	 case	 for	 corporate	 taxes	 is	 uneasy.	
Corporate	 tax	 itself	 is	 a	 good	 revenue-raiser,	 but	 its	 true	 costs	 are	 uncertain.	 Consequently,	 it	
makes	 sense	 to	 have	 a	 cautious	 approach	 to	 this	 form	 of	 taxation;	 corporate	 tax	 rates	 should	
certainly	be	lower,	not	higher.		Corporate	tax	reform	is	long	overdue.

Corporate taxation in Australia

At	present,	corporate	income	is	taxed	at	a	flat	rate	of	30%.	There	is	no	tax-free	income	threshold.	
Australia	 operates	 a	 partially	 integrated	 personal	 and	 corporate	 income	 tax	 system,	 where	
corporate	tax	constitutes	a	withholding	tax	on	personal	income.	Individual	taxpayers	pay	tax	on	
dividend	income	at	their	marginal	tax	rate.	Those	taxpayers	with	a	high	marginal	rate	pay	in	the	
difference	between	their	rate	and	the	corporate	tax	rate.	Taxpayers	with	a	low	marginal	rate	can	
offset	other	income	against	the	withholding	tax	(called	an	imputation	credit)	or	receive	a	refund	
for	the	difference.

       Figure 1: Australian corporate tax rates

        Source: Data from Julie Smith4
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KPMG	have	made	 international	 comparison	data	 available	 starting	 from	1993.	Using	 that	
data,	I	have	calculated	world	average	rates	(across	sixty-five	economies)	and	OECD	(unweighted)	
average	 corporate	 tax	 rates.	Figure	2	 shows	 the	 result	 of	 that	 exercise.	Both	 the	 average	world	
corporate	tax	rate	and	the	average	OECD	corporate	tax	rate	have	declined	over	the	period	1993–
2006.	The	Australian	corporate	tax	rate	has	also	declined	over	the	period,	though	it	did	increase	
in	 the	 mid-1990s.	 As	 of	 2006,	 the	 Australian	 corporate	 tax	 rate	 was	 slightly	 higher	 than	 the	
(unweighted)	average	corporate	tax	rates	for	the	world	and	the	OECD.

            Figure 2: Comparative corporate tax rates (unweighted)

             Source: Treasury and KPMG International5

But	headline	corporate	tax	rates	are	only	one	part	of	the	issue.	A	far	more	important	aspect	
of	the	tax	burden	is	how	much	revenue	the	tax	system	raises.	In	2008–09,	the	corporate	tax	is	
expected	to	raise	$73.49	billion,	making	up	about	33.9%	of	income	tax	revenue.	That	overstates	
the	 amount	of	 revenue	 the	Treasury	will	 get	 to	keep,	 as	 corporate	 income	 tax	 is,	 in	principle,	
prepayment	of	personal	income	tax.	Neville	Hathaway	and	Bob	Officer	of	Capital	Research	have	
undertaken	a	very	careful	analysis	of	the	creation	and	usage	of	imputation	credits.	Their	argument	
is	that	about	35%	of	corporate	tax	revenue	is	redeemed	at	the	personal	level	as	a	prepayment	of	
personal	tax.	That	would	imply,	everything	else	being	equal,	that	Treasury	can	expect	to	net	about	
$47.8	billion	from	corporate	income	tax.

               Figure 3: Comparative corporate tax revenue

                 Source: OECD revenue statistics
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Figure	3	shows	the	ratio	of	corporate	tax	revenue	to	GDP	for	Australia	and	also	GDP-weighted	
and	 unweighted	 corporate	 tax	 revenue	 to	 GDP	 ratios	 for	 the	 OECD.	 Not	 only	 is	 Australian	
corporate	tax	revenue	high	by	OECD	standards,	it	has	also	increased	very	dramatically	since	1985,	
even	though	the	corporate	tax	rate	has	declined	since	in	the	same	period.	So,	in	an	environment	
where	 the	 corporate	 tax	 rate	has	declined,	 the	 corporate	 tax	 take	has	 increased.	This	has	been	
observed	in	many	economies,	not	just	Australia,	and	is	partly	a	result	of	cuts	in	headline	tax	rates	
being	accompanied	by	base-broadening.	The	GDP-weighted	average	
corporate	tax	take	is	slightly	higher	than	it	was	in	1965,	while	the	
unweighted	average	corporate	tax	take	is	much	higher	than	it	was	in	
1965.	In	short,	there	is	no	evidence	that	international	tax	competition	
is	reducing	corporate	tax	revenues,	as	is	sometimes	argued.6

Who pays corporate tax?
The mechanics of corporate tax

The	mechanics	of	 corporate	 tax	 are	 simple:	 all	 companies	 face	 a	flat	 rate	of	30%	of	 assessable	
income.	Unlike	the	US,	Australia	does	not	levy	a	progressive	corporate	income	tax,	and	unlike	the	
pre-1974–75	situation,	public	and	private	companies	pay	the	same	nominal	rate.	If	firms’	effective	
tax	rate	were	plotted	against	their	taxable	income,	we	would	observe	a	flat	line	at	the	corporate	tax	
rate	(30%).7	When	I	actually	undertake	that	exercise	(shown	in	figure	4),	though,	something	very	
different	emerges.

The	 corporate	 effective	 tax	 rate	 follows	 the	 same	 pattern	 a	 progressive	 tax	 system	 would.8	
Those	firms	with	very	 low	taxable	 incomes	appear	 to	pay	 lower	effective	 rates	 than	firms	with	
higher	taxable	incomes.	The	difference	between	the	effective	tax	rate	and	the	statutory	tax	rate	
is	explained	by	the	existence	of	tax	offsets,	foreign	tax	credits,	the	franking	deficit	tax	offset,	and	
‘other	refundable	credits.’9	Smaller	firms	face	a	consistently	lower	effective	tax	rate	than	do	larger	
firms.	This	could	be	explained	by	smaller	firms	having	a	precarious	existence	and	highly	variable	
profitability.	Unfortunately,	the	data	are	too	aggregated	to	explore	that	idea	any	further.	In	addition,	
the	difference	between	the	effective	tax	rate	and	the	statutory	tax	rate	is	highly	variable—although	
in	the	last	two	years	it	was	much	less	volatile.	The	important	issue	here	is	that	the	corporate	tax	
does	not	function	as	a	flat	tax	would.	

          Figure 4: Effective and statutory corporate tax rates by taxable income

           Source: Author’s calculations and ATO Tax Statistics (Various)

It	is	not	just	the	effective	tax	rates	that	are	distorted:	a	very	small	number	of	the	firms	subject	
to	corporate	income	tax	are	responsible	for	paying	the	majority	of	the	corporate	tax	revenue	(see	
table	1).	Those	firms	that	have	more	than	$1	million	in	taxable	income	make	up	less	than	half	of	

In an environment where 
the corporate tax rate has 
declined, the corporate 
tax take has increased.
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1%	of	the	total	number	of	firms,	yet	in	2005–06	they	paid	75.6%	of	net	corporate	income	tax.	
To	provide	a	starker	statistic,	ninety-two	respondents	to	a	Business	Council	of	Australia	survey	
paid	$18.1	billion	in	corporate	income	tax—nearly	37%	of	the	total	corporate	tax	revenue	paid	
in	 2005–06.10	 Similarly,	 Tax	 Commissioner	 Michael	 D’Ascenzo	 recently	 indicated	 that	 ‘large	
corporates	with	a	turnover	of	$250	million	or	more	contributed	65%	of	company	tax	in	2006–07.	
And	of	this,	the	top	50	contributed	71%,	and	the	top	100	companies	contributed	82%.’11	The	
Australian	corporate	tax	burden	is	highly	concentrated	on	a	relatively	small	number	of	firms.	

It	 could	 well	 be	 argued	 that	 those	 firms	 earn	 the	 vast	 majority	 of	 profits	 in	 Australia,	 and	
consequently	 it	 is	unsurprising	that	they	should	pay	much	more	in	corporate	tax.	I	tested	that	
argument	by	calculating	 their	 share	of	 the	 total	 income	and	taxable	 income	of	all	 entities	 that	
pay	 Australian	 corporate	 tax,	 and	 comparing	 that	 with	 their	 net	 tax	 share.	 In	 2005–06,	 these	
firms	earned	55.37%	of	total	income	and	73.11%	of	taxable	income	while	paying	75.6%	of	net	
corporate	income	tax.	The	corporate	income	tax	is	not	as	distorted	as	the	personal	income	tax,	
where	the	top	1%	of	taxpayers	earned	9.4%	of	taxable	income	and	paid	16.5%	of	net	personal	
income	tax.	 John	Braithwaite	has	written	 that	 ‘clearly	both	Australia’s	and	America’s	wealthiest	
corporations	do	not	pay	 their	 fair	 share	of	 tax.’12	The	data	 show	 that	 this	 type	of	 argument	 is	
simply	not	true.

     Table 1: Distribution of firms and net corporate tax

Proportion of  
firms (%)

Proportion of net 
corporate tax (%)

Effective tax rate (%)

1996–97 0.30 64.45 �4.81

1997–98 0.3� 67.45 �3.60

1998–99 0.34 65.95 �3.86

1999–�000 0.38 66.87 �3.�8

�000–01 0.33 70.99 �3.3�

�001–0� 0.35 69.79 ��.41

�00�–03 0.37 70.54 ��.�7

�003–04 0.39 70.�0 �5.54

�004–05 0.38 7�.59 �5.68

�005–06 0.44 75.60 �5.36

     Source: ATO tax statistics and author’s calculations

Corporate tax incidence

In	 the	 analysis	 shown	 above,	 I	 have	 shown	who	directly	pays	 the	 corporate	net	 income	 tax—
corporations.	 Many	 economists,	 though,	 would	 be	 dissatisfied	 with	 this	 type	 of	 analysis.	Tax	
incidence	 studies	 investigate	 who	 bears	 the	 economic	 tax	 burden,	 as	 opposed	 to	 who	 actually	
pays	 the	 tax.	These	 types	of	 studies	differentiate	between	the	 legal	 incidence	of	 taxation	(what	
I	have	shown	above)	and	the	economic	incidence	of	the	taxation.	The	legal	 incidence	refers	to	
the	distribution	of	 tax	payments	based	on	who	has	the	 legal	obligation	to	remit	 the	tax	to	the	
government.	The	economic	incidence	is	based	on	the	economic	impact	a	tax	has	on	behaviour.	In	
part,	it	is	the	impact	a	tax	has	on	economic	welfare.	

Economists	routinely	assume	that	legal	incidence	and	economic	incidence	are	different,	and	
they	are	unsure	as	to	who	bears	the	burden	of	corporate	taxation.	There	are	three	groups	that	could	
bear	the	economic	incidence	of	corporate	tax.	First,	consumers	could	pay	the	tax,	in	the	form	of	
higher	prices.	Second,	workers	could	pay	the	tax,	in	the	form	of	lower	wages.	Finally,	investors	
could	pay	the	tax,	in	the	form	of	lower	returns.	There	is	a	large	literature	that	attempts	to	untangle	
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the	incidence	of	corporate	tax.13	Economists	agree	that	investors	bear	the	short-run	tax	burden,	but	
are	they	are	less	certain	on	who	bears	the	long-run	burden.	A	2006	paper	by	the	US	Congressional	
Budget	Office	suggests	that	in	the	US	over	70%	of	the	corporate	tax	burden	is	borne	by	workers	
in	the	form	of	lower	wages,	and	only	30%	by	investors.14	The	study	found	the	effect	on	consumers	
was	very	small.	The	argument	is	that	in	an	open	and	competitive	economy,	it	is	unlikely	that	the	
tax	burden	could	pass	forward	to	consumers.	This	is	most	likely	the	case	for	the	tradable	sector,	
but	consumers	will	bear	a	small	component	of	the	corporate	tax	in	the	non-tradable	sector.15	That	
implies	the	corporate	tax	burden	is	largely	shared	by	investors	and	workers.

Why have corporate tax at all?

From	the	perspective	of	those	in	government	who	want	to	create	fiscal	illusion—where	the	tax	
burden	is	made	to	look	smaller	than	it	really	is—the	corporate	tax	is	ideal.16	Voters	and	taxpayers	
are	uncertain	where	the	incidence	of	the	tax	falls,	and	even	how	much	net	revenue	the	tax	raises.	
There	are	clear	reasons	in	political	economy	to	impose	a	corporate	tax,	even	if	it	seems	somewhat	
cynical	to	focus	on	them.	But	what	of	the	purely	economic	aspects	of	the	corporate	tax?

General principles

Three	 reasons	 can	 be	 given	 for	 imposing	 corporate	 tax:	 its	 desirability,	 its	 necessity,	 and	 its	
convenience.17	 While	 all	 three	 reasons	 are	 plausible,	 they	 are	 not	 necessarily	 convincing.	 The	
desirability	of	corporate	tax	arises	primarily	from	the	ability	to	tax	foreigners.	It	is	entirely	plausible	
to	argue	this	is	desirable,	but	the	motive	of	taxing	foreigners	needs	be	tempered	by	awareness	of	
the	cost	this	form	of	taxation	imposes	on	the	domestic	economy,	and	also	by	the	desire	to	attract	
foreign	investment.	The	issue	of	desirability	also	raises	the	possibility	of	Pigovian	taxes,	which	are	
used	to	overcome	so-called	market	failure	in	the	form	of	externalities.	For	example,	if	we	believe	
that	excessive	car	use	contributes	to	greenhouse	gas	emissions,	we	could	impose	a	tax	on	petrol	
that	would	reduce	demand	and	so	reduce	greenhouse	gases	in	the	atmosphere.	That	example	is	
quite	clear-cut,	and	petrol	is	subject	to	very	high	taxes	in	most	countries.	In	the	case	of	corporate	
tax,	there	is	the	question	of	what	externalities	the	corporate	form	imposes	on	society,	and	how	the	
corporate	tax	resolves	that	market	failure.	Since	no	clear	answer	can	
be	given	to	that	question,	corporate	tax’s	function	as	a	Pigovian	tax	
should	be	downplayed.

The	 second	 argument	 in	 favour	 of	 the	 corporate	 tax	 is	 based	
on	 its	 necessity.	This	 argument	holds	 that	 the	 corporate	 tax	 serves	
as	 a	 ‘backstop’	 to	 the	personal	 tax	 system,	 and	generally	 serves	 to	
avoid	 distortions	 in	 the	 overall	 tax	 system.	 The	 logic	 underlying	
this	 argument	 is	 that	 the	 solution	 to	 economic	distortions	due	 to	
a	high	personal	tax	rate	is	to	have	a	high	corporate	tax	rate.	There	
are	two	interrelated	arguments	here.	The	first	is	that	corporate	tax	
is	necessary	 to	prevent	 individuals	 from	organising	their	personal	affairs	 through	the	corporate	
form	to	avoid	personal	income	tax.	It	is	not	clear	how	big	a	problem	this	is.	For	example,	Nicholas	
Gruen	suggests	that	‘The	ease	with	which	a	taxpayer	can	reduce	their	effective	personal	tax	rate	
through	incorporation	is	frequently	overstated.’18	Gruen	makes	the	argument	that	incorporation	
at	best	defers	personal	tax	payments,	but	does	not	allow	individuals	to	avoid	personal	taxation.	
In	 apparent	 contrast	 to	 Gruen,	 Braithwaite	 writes,	 ‘the	 wealthy	 can	 greatly	 reduce	 their	 [tax]	
contribution	 by	 legally	 classifying	 themselves	 as	 a	 company	 instead	 of	 as	 an	 individual.’19	 He	
immediately	 seems	 to	contradict	himself,	however,	when	he	goes	on	 to	argue	 that	 legal	 efforts	
to	prevent	this	sort	of	activity	introduced	in	the	1990s	‘appear	to	have	been	successful.’	In	effect	
he	argues	 the	 increase	 in	corporate	 taxation	 in	Australia	 ‘simply	highlights	 the	“fiscal	 termites”	
elsewhere.’20	Consistent	with	Gruen,	this	suggests	that	Australians	are	not	actually	able	to	convert	
large	amounts	of	personal	income	into	corporate	income.

Braithwaite’s	and	Gruen’s	arguments	 indicate	 that	 the	personal	 tax	system	has	 few	 leakages.	
Consequently,	the	personal	tax	system	may	not	need	to	have	a	backstop.	Yet	the	old	adage,	‘a	tax	
delayed	is	a	tax	not	paid’	still	applies.	Individuals	who	allow	income	to	accumulate	in	corporate	
vehicles	control	the	timing	of	their	personal	income	tax	liability,	and	likely	will	be	able	to	reduce	

Australians are not 
actually able to convert 
large amounts of 
personal income into 
corporate income.
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their	effective	personal	tax	rate.	In	the	interim,	they	pay	the	corporate	tax	rate.	This	tax	avoidance	
strategy,	while	legal,	will	result	in	efficiency	costs.	

The	second	argument	on	the	necessity	of	corporate	income	tax	is	closely	related,	yet	less	plausible.	
This	argument	recognises	 that	 taxation	distorts	 the	economy.	Consequently,	 to	minimise	 these	
distortions	it	is	necessary	to	tax	everything.	Joel	Slemrod	refers	to	this	as	being	a	‘folk	theorem.’21	
Further,	he	describes	this	as	being	‘the	most	informal	argument	of	all’	supporting	corporate	income	
tax.22	He	concedes	that	a	lot	of	formal	economic	theory	on	taxation	(known	as	optimal	tax	theory)	
seems	to	suggest	something	like	the	folk	theorem.	But	formal	theory	does	not	support	corporate	
tax	in	small	open	economies.	In	his	empirical	analysis,	Slemrod	finds	no	evidence	supporting	the	
folk	theorem,	but	does	suggest	his	evidence	is	consistent	with	the	backstop	theory.

The	convenience	argument	for	corporate	tax	is	largely	self-explanatory.	Corporate	taxation	is	
a	source	of	easy	revenue	for	government.	The	costs	of	corporate	tax	to	government	are	low,	it	is	
politically	popular,	the	its	incidence	is	uncertain,	and	corporations	themselves	do	not	vote	(though	
many	of	their	stakeholders	do).	The	fiscal	illusion	and	lack	of	democratic	accountability	associated	
with	 corporate	 taxation	 makes	 it	 very	 convenient	 to	 impose.	 Joseph	 Pechman	 goes	 further	 by	
arguing	 that	 ‘A	 special	 tax	 on	 the	 corporate	 form	 of	 doing	 business	 is	 considered	 appropriate	
because	corporations	enjoy	special	privileges	and	benefits.’23	Yet	this	argument	seems	particularly	
weak,	and	Pechman	does	indicate	that	it	was	introduced	to	avoid	a	constitutional	challenge	to	the	
corporate	tax	in	the	US.	Pechman	recognises	the	weakness	of	the	argument	and	ultimately	justifies	
the	corporate	tax	on	the	basis	of	the	backstop	theory.

The	arguments	in	favour	of	corporate	tax	need	to	be	weighed	against	the	costs	of	imposing	it.	
The	excess	burden	(or	deadweight	cost)	of	corporate	tax	is	that	it	causes	resources	to	be	misallocated.	
There	are	three	separate	sources	of	inefficiency	that	can	be	identified.	

First,	corporate	taxation	 leads	to	a	misallocation	of	resources	across	 the	corporate	and	non-
corporate	 sectors	of	 the	 economy.24	 Jane	Gravelle	 argues	 that	 this	distortion	has	 received	most	
attention	in	the	academic	literature.25	There	is	a	large	US	literature	that	addresses	the	extent	of	

this	 type	 of	 deadweight	 loss	 from	 corporate	 tax.	 Unfortunately,	 the	
empirical	estimates	of	corporate	tax’s	deadweight	costs	vary	from	5%	
to	over	100%	of	revenue	raised.26	

Second,	 corporate	 income	 tax	 reduces	 economic	 efficiency,	
productivity,	 and	 growth	 over	 time.	 Ireland	 has	 demonstrated	 this	
point	very	well	by	dramatically	lowering	corporate	income	tax	rates.	
The	increase	in	investment	flows	and	increased	Irish	economic	growth	
are	often	directly	attributed	to	the	low	corporate	tax	regime.27	Ireland	
is	not	a	 special	case.	Young	Lee	and	Roger	Gordon	 investigated	 the	

relationship	between	 corporate	 taxation	 and	 economic	 growth	using	 a	 cross-section	of	 seventy	
economies,	 including	 Australia,	 from	 1970	 to	 1997.28	 They	 found	 a	 consistently	 negative	
relationship	between	statutory	corporate	tax	rates	and	economic	growth—a	10%	decrease	in	the	
corporate	tax	rate,	everything	else	being	equal,	can	be	expected	to	increase	subsequent	economic	
growth	by	between	1%	and	2%.	Interestingly,	they	find	personal	tax	rates	have	no	relationship	
with	economic	growth.29	Simeon	Djankov	and	his	co-authors	in	a	2008	draft	paper	have	exploited	
a	new	World	Bank	corporate	tax	database	to	investigate	the	impact	of	effective	corporate	tax	rates	
on	aggregate	investment,	foreign	direct	investment,	and	entrepreneurial	activity	over	eighty-five	
economies,	including	Australia.30	They	report	that	corporate	taxation	has	a	huge	impact	on	the	
economy.	 Higher	 corporate	 taxes	 reduce	 aggregate	 investment,	 foreign	 direct	 investment,	 and	
entrepreneurial	activity,	and	increase	the	size	of	the	informal	economy.31	

Finally,	corporate	income	tax	distorts	the	debt–equity	financing	choices	of	corporations	and	
the	dividend	decision.	In	principle,	the	dividend	imputation	system	in	Australia	should	reduce	
the	debt–equity	distortion	(at	the	expense	of	having	high	dividend	payout	ratios)	and	reduce	the	
double	taxation	of	corporate	income.32

As	indicated,	estimates	of	the	corporate	tax	excess	burden	vary	dramatically.	At	a	2006	American	
Enterprise	 Institute	 conference,	Kenneth	 Judd	argued	 that	many	previous	 studies	had	 relied	on	
simplifying	but	unrealistic	assumptions	that	distort	estimates	of	the	corporate	tax	excess	burden.33	

Corporate income 
tax reduces economic 

efficiency, productivity, 
and growth over time.
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[E]conomists	have	argued	that	the	corporate	income	tax	reduces	economic	efficiency	
by	more	than	alternative	tax	instruments.	These	arguments	typically	assume	perfectly	
competitive	 markets,	 ignore	 risk,	 and	 do	 not	 consider	 economic	 growth	 through	
innovation,	even	though	these	elements	are	key	features	of	any	modern	economy.	The	
true	economic	cost	of	the	corporate	income	tax	is	much	greater	than	conventionally	
believed	when	we	consider	how	it	interacts	with	investment	and	growth	in	a	modern,	
technologically	advanced	economy.

Unfortunately,	Judd	is	unable	to	provide	an	estimate	of	the	excess	burden,	apart	from	arguing	
that	 it	 is	higher	than	otherwise	thought.	This	 is	somewhat	problematic.	The	magnitude	of	the	
corporate	tax	burden	is	largely	unknown.	

The Treasury view

The	(unofficial)	Treasury	view	of	Australian	corporate	 tax	 is	 set	out	 in	a	2004	paper	by	 James	
Kelly	and	Robert	Graziani.34	They	argue	the	role	of	company	income	tax	 is	 to	tax	the	 income	
of	Australian	residents	and	to	act	as	a	withholding	tax	on	Australian-sourced	income	for	foreign	
investors.	Kelly	and	Graziani	write,35

Company	income	tax	helps	to	ensure	that	residents	are	appropriately	taxed	on	their	
income.	Without	 company	 income	 tax,	 a	 resident	 could	 accumulate	 income	 tax-
free	in	a	company.	Tax	would	be	deferred	until	the	resident	sells	the	shares	in	the	
company	or	receives	a	dividend.

As	if	there	was	something	wrong	with	that!	This	is	a	combination	of	the	folklore	theorem	and	
the	argument	that	corporate	tax	is	a	backstop	to	the	personal	tax	system.	As	I	have	argued,	this	is	
a	weak	justification	for	corporate	income	tax,	yet	Kelly	and	Graziani	write	as	if	these	arguments	
were	beyond	question	or	doubt.	Indeed,	they	present	them	as	being	self-evident.

Kelly	and	Graziani	suggest	that	choosing	a	corporate	tax	rate	is	a	balancing	act	between	taxing	
Australian	residents	and	taxing	foreign	investors.	Further,	they	imply	that	the	balance	is	currently	
tilted	towards	foreign	investors	by	having	a	lower	tax	rate	for	corporations	than	for	individuals.	
When	discussing	 the	possibility	of	 lowering	 the	Australian	corporate	 tax	 rate,	 they	argue	 that	
the	primary	 cost	 for	Australia	would	be	 ‘the	 reduced	 revenue	 collections	 from	 foreigners	due	
to	the	lower	company	tax	rate.’36	They	raise	three	additional	considerations.	First,	lowering	the	
corporate	tax	rate	would	constitute	a	wealth	transfer	from	Australians	to	foreign	investors.	Second,	
increased	 foreign	direct	 investment	 could	 lead	 to	diminished	domestic	 competition.	Third,	 it	
would	have	the	effect	of	 ‘further compromising	 the	effectiveness	of	
company	income	tax	in	its	role	of	taxing	residents.’37

There	 are	 many	 difficulties	 with	 these	 arguments.	 In	 the	 first	
instance,	 Kelly	 and	 Graziani	 assume	 that	 any	 decrease	 in	 the	
corporate	tax	rate	will	reduce	tax	revenue.	Yet	they	show	how	over	
a	twenty-year	period	(1984–2004)	OECD	corporate	tax	rates	have	
fallen	while	revenues	have	 increased.38	They	suggest	 that	 increased	
revenue	 is	 due	 to	 a	 broader	 tax	 base	 and	 increased	 profitability.	
The	arguments	about	wealth	transfers	and	reduced	competition	are	
difficult	to	evaluate	in	isolation	from	a	more	generalised	discussion	
about	foreign	investment,	competition	policy,	and	taxation.	The	final	
point	is	telling.	They	take	the	view	that	the	corporate	tax	system	is	already	compromised	in	taxing	
Australians.	In	other	words,	for	the	corporate	tax	system	to	meet	the	folk	theorem	and	backstop	
requirements,	the	corporate	tax	rate	would	need	to	be	as	high	as	the	personal	tax	rate—presumably	
the	top	marginal	rate.	Given	their	implicit	revenue-neutrality	assumption,	they	do	not	envisage	
lowering	the	top	personal	rate.	Rather,	for	them	it	is	the	corporate	rate	that	is	too	low.

Is the corporate tax burden increasing?

The	 BCA	 has	 noted	 Australia’s	 very	 high	 corporate	 tax	 burden	 and	 attempted	 to	 explain	 the	
increase	over	time.39	In	particular,	they	investigate	the	notion	that	profit	share	for	corporations	has	

A 10% decrease in 
the corporate tax rate 
… can be expected to 
increase subsequent 
economic growth by 
between 1% and 2%.
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increased	dramatically	since	1984.40	While	they	do	find	that	profit	share	has	grown	since	1984,	
this	cannot	explain	the	increase	in	the	corporate	tax	burden,	which	doubled	from	1984	to	2006.

In	the	2007–08	budget	papers,	Treasury	responded	with	an	analysis	headed,	‘Measuring	the	
effective	company	tax	rate.’41	Here,	Treasury	argues	that	commonly	used	techniques	of	estimating	
effective	tax	rates	are	biased.	By	removing	those	sources	of	bias	and	creating	a	new	measure	labelled	
‘economic	profit,’	Treasury	estimates	the	effective	tax	rate	and	argues	it	has	declined	in	line	with	
reductions	 in	 the	 nominal	 corporate	 tax	 rate.	Treasury	 concludes	 that	 ‘company	 tax	 has	 been	
growing	in	line	with	economic	profit’;	its	view	is	that	corporates	are	paying	more	tax	because	they	
are	earning	more	profits	and	that	is	how	the	system	is	designed	to	operate.42

Unfortunately,	Treasury	does	not	provide	specific	details	of	its	analysis.	Nor	does	it	provide	the	
data	for	further	analysis	and	comparison.	Their	measure,	‘economic	profit,’	and	the	subsequent	
effective	corporate	tax	rate,	cannot	be	replicated.	

To	provide	greater	insight	into	the	growth	of	the	Australian	corporate	tax	burden,	I	decompose	
the	ratio	of	corporate	tax	revenue	to	GDP	as	follows:43

where	R	=	corporate	tax	revenue,	Y	=	GDP,	C	=	total	corporate	profit	(operating	surplus),		
and	P	=	total	profit	in	economy.

Then	 =	effective	corporate	tax	rate,	 	=	share	of	corporate	profitability,	

and	 	=	profit	share	of	economy.

Created	 using	 data	 from	 the	 OECD	 national	 accounts,	 figure	 5	 shows	 the	 results	 of	 this	
decomposition.	In	principle,	the	measure	of	effective	tax	rates	shown	here	is	biased	in	the	manner	
Treasury	describes.

Figure 5: Corporate tax revenue to GDP decomposition

Source: Author’s calculations and OECD national accounts

The	results	are	consistent	with	the	BCA	analysis.	Profit	share	in	the	economy	has	increased	since	
the	early	1980s,	but	has	been	fairly	stable	over	a	long	period	of	time.	The	corporate	profitability	
share	has	increased,	though,	as	has	the	effective	corporate	tax	rate.	In	other	words,	the	corporate	
tax	base	has	become	more	comprehensive.	As	the	economy	has	evolved,	so	the	corporate	form	has	
become	more	attractive,	but	this	has	exposed	more	economic	activity	to	the	corporate	tax,	which	
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It is likely that the 
corporate tax is having 
a large negative impact 
on the economy … The 
corporate rate of 30% 
should be lowered.

itself	 has	 become	 more	 comprehensive.	 So	 while	 the	 corporate	 tax	 rate	 itself	 may	 have	 fallen,	
the	corporate	tax	base	has	expanded	at	a	greater	rate.	All	this	leads	to	an	increase	in	the	overall	
corporate	tax	burden.

Given	the	paucity	of	Treasury	data,	it	is	not	possible	to	compare	this	analysis	with	the	Treasury	
analysis.	For	their	analysis	to	be	proven	correct,	Treasury	would	need	to	show	that	their	measure,	
‘economic	profit,’	has	grown	faster	than	the	corporate	profitability	share	measure	(their	measure	
of	the	effective	tax	rate	is	falling,	while	the	overall	corporate	tax	take	is	rising).44	That	may	well	
be	the	case,	yet	in	their	analysis	of	the	Australian	corporate	income	tax,	Kelly	and	Graziani	make	
no	mention	of	increases	in	corporate	profitability	share	driving	increases	in	corporate	tax	revenue.	
Rather,	 they	 speak	 of	 broadening	 the	 tax	 base	 (‘a	 significant	 policy	 influence’)	 while	 reducing	
nominal	 tax	 rates	as	being	 the	cause	of	 increases	 in	corporate	 tax	revenue.45	Their	argument	 is	
consistent	with	the	notion	that	the	effective	tax	rate	has	increased.

To	sum	up:	increases	in	corporate	profit	share	are	not	enough	to	
explain	the	massive	increase	in	corporate	tax	revenue.

Corporate	profitability	itself	has	also	increased	over	time—we	keep	
reading	of	record	profits—and	some	of	the	increase	in	corporate	tax	
revenue	can	probably	be	explained	by	this	increase.	Treasury	argues	
that	all	of	the	increase	in	corporate	tax	revenue	is	effectively	explained	
by	this	 increase.	At	 the	same	time	the	effective	corporate	 tax	rates	
have	also	increased—though	Treasury	denies	this—contributing	to	
the	increase	in	the	corporate	tax	burden.

Conclusion

John	 Braithwaite	 has	 argued	 that	 ‘Compared	 to	 individual	 workers,	 clearly	 …	 Australia’s	 …	
wealthiest	corporations	do	not	pay	their	fair	share	of	tax.’46	The	ATO	data	analysed	in	this	paper	
do	not	support	that	view.	It	is	quite	clear	that	Australian	corporate	taxation	is	highly	concentrated,	
with	many	corporates	not	paying	any	tax	at	all	or	paying	very	low	rates	of	tax,	while	a	small	number	
pay	a	high	level	of	tax.	The	corporate	tax	debate	in	Australia,	to	the	extent	it	exists	at	all,	has	been	
overshadowed	by	the	personal	tax	debate.	This	might	not	matter	if	corporate	taxation	were	simply	
a	prepayment	of	personal	tax.	Though	it	is	claimed	that	this	is	how	the	corporate	tax	system	works,	
it	is	clear	that	a	lot	of	taxation	of	corporate	income	is	not	simply	a	prepayment	of	personal	income	
tax.	It	is	likely	that	the	corporate	tax	is	having	a	large	negative	impact	on	the	economy.

This	paper’s	analysis	makes	it	clear	that	corporate	taxation	is	in	need	of	reform.	The	corporate	
rate	of	30%	should	be	lowered.	The	Australian	corporate	tax	rate	is	high	by	international	standards,	
as	is	the	amount	of	revenue	it	raises.	High	corporate	tax	rates	have	been	shown	to	have	deleterious	
effects	on	the	economy.

Government	 also	 needs	 to	 carefully	 consider	 the	 tax	 base	 and	 the	 distortions	 in	 effective	
corporate	tax	rates	at	lower	levels	of	taxable	income.	It	is	quite	possible	that	the	potential	benefits	
of	having	a	flat	corporate	tax	rate	are	not	being	realised.	Of	course,	increasing	the	gap	between	
personal	and	corporate	 tax	 rates	may	 invite	 further	aggressive	 tax	planning.	But	 that	 is	not	an	
argument	 for	 doing	 nothing.	 Rather	 the	 government	 should	 consider	 a	 ‘whole	 of	 tax	 system’	
approach	to	tax	reform,	and	reduce	personal	and	corporate	tax	rates	alike.
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41	 Australian	Government	Treasury,	2007–08 Budget Paper No. 1,	www.budget.gov.au/2007-08/bp1/

download/bp1.pdf,	5-13–5-15.
42	 As	above,	5-15.
43	 This	follows	the	analysis	by	Peter	Birch	Sorensen,	‘Can	Capital	Income	Taxes	Survive?	And	Should	

They?’	(keynote	paper	presented	at	Venice	Summer	Institute	workshop	‘The	Future	of	Capital	
Income	Taxation,’	Venice	International	University,	San	Servolo,	17–18	July	2006).
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44	 It	is	quite	possible	that	the	corporate	form	has	become	more	valuable	because	economic	profit	has	
increased	over	time.	In	the	short	run,	it	is	also	possible	that	economic	profit	has	grown	faster	than	the	
corporate	profit	share	of	the	economy.	In	the	long	run,	though,	(excess)	economic	profit	should	be	
competed	away	as	more	firms	enter	the	market	and	the	corporate	profit	share	increases.

45	 James	Kelly	and	Robert	Graziani,	‘International	Trends	in	Company	Tax	Rates,’	27.
46	 John	Braithwaite,	Markets in Vice, Markets in Virtue,	30.
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