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Introduction 

 Competitive businesses and competitive governments have put tremendous pressure on 

our corporate income tax. The U.S. is now the only major country with a worldwide system for 

taxing cross-border corporate income and has the distinction of imposing the highest federal 

statutory corporate tax rate among developed countries. Our system of taxing international 

income has been painted as the villain driving U.S. corporations to move their headquarters to 

countries with more favorable tax regimes. The corporate base has been eroded by tax 

preferences, income shifting by U.S. and foreign headquartered firms, and the ability of U.S. 

businesses to avoid the corporate tax entirely by operating in the non-corporate form. While 

policy makers and business leaders agree that the corporate tax is in desperate need for reform, 

controversy exists over what form any new system should take. Public finance economists can 

play an important role by providing information that can help guide the debate over the benefits 

and costs of different reforms. In this paper, Dhammika Dharmapala does just that by masterfully 

synthesizing information from recent economic (and accounting) research and offering a 

framework to evaluate corporate tax reforms.  

 

The Framework: The Efficiency Costs of Corporation Taxation 

 Dharmapala's framework for assessing tax systems is quite simple: identify the most 

important sources of inefficiency in the current corporate tax code and consider how those 
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distortions may change under any reform. The starting point for this approach is an assumption 

that one can contribute to the debate by focusing only on the efficiency cost of different tax 

systems. He argues that uncertainty in the economics literature regarding who bears the burden 

of the corporate tax makes it difficult to include distributional consequences in an analysis of 

reforms. While there is something to be said for this view, I believe readers would benefit from a 

short discussion of how different reforms impact the distribution of tax burdens across the 

income distribution. A recent set of proposals, for example, would significantly shift the burden 

of the taxation of capital income from the corporate to the personal level (see, for example, 

Graetz 2014, Grubert and Altshuler 2016, and Toder and Viard 2015). These types of reforms as 

well as the ones considered in this chapter have distributional consequences that would certainly 

be part of any debate over their desirability.  

 Dharmapala's framework also puts aside consideration of the revenue consequences of 

alternative reforms. While one could argue that revenue goals should not guide reform, if there is 

a revenue constraint in play (and there almost always is!) one must balance the efficiency gains 

of any reform against the losses associated with the new tax instruments adopted to make up 

revenue shortfalls. There are also other important dimensions of evaluating reforms that this 

simple framework ignores including complexity, administration costs, transition and the reaction 

of foreign governments to any U.S. tax change. With these shortcomings on the table, I must 

admit I agree with Dharmapala that a focus purely on efficiency is useful. Further, as he points 

out, research in this arena offers essential information to policy makers. In fact, this chapter 

provides readers with key insight into the magnitude and significance of the myriad 

inefficiencies associated with the corporate tax. 
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 As Dharmapala acknowledges, one cannot identify the tax system that would raise a 

given amount of revenue at the lowest efficiency cost by simply counting distortions. To "get it 

right" requires a model that allows for interactions between economic decisions (removing the 

lock-in effect of the repatriation tax, for example, can increase or decrease income shifting 

incentives) and, further, specifies a welfare function for a social planner to maximize. This 

monumental exercise is well beyond the scope of the paper. That said, it would be helpful to 

understand what efficiency criteria is being used to evaluate distortions. Is the standard capital 

export neutrality? This seems to be the case in the discussion of location distortions. At the same 

time, capital ownership neutrality seems to be the criteria applied in the discussion of distortions 

to asset ownership and the market for corporate control. While none of these efficiency standards 

are compelling --- they are based on simple models that ignore income shifting and require 

special assumptions regarding capital markets --- some discussion seems appropriate.  

 Grubert and Altshuler (2013) argue that a useful approach to evaluating the efficiency 

consequences of different reforms is to focus on whether they move the system towards results 

that likely would not be optimal under any criteria. An example would be a reform that reduces 

(or eliminates) the ability to generate large negative effective tax rates on investments abroad. 

Dharmapala's evaluation of the "consensual reform" that lowers the corporate tax rate and moves 

to a dividend exemption system would be more informative if he were to adopt this approach. As 

discussed further below, the ability to shift income out of the United States and from high-tax 

foreign affiliates to low-tax affiliates (and tax havens) under the current system can substantially 

lower the effective tax cost of investing. Grubert and Altshuler simulate effective tax rates on 

investments by U.S. multinationals in low tax locations abroad under the current system and 

alternative reforms. These simulations demonstrate that combining a minimum tax with dividend 
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exemption removes the subsidy to foreign investment in low-tax locations that exists in our 

current system and would be accentuated under dividend exemption. This benefit of the 

minimum tax is missing from Dharmapala's discussion.  

 Dharmapala identifies ten important inefficiencies created by the U.S. corporate income 

tax and provides an overview of what we know regarding the various behavioral elasticities 

necessary to measure the efficiency cost of the current system (under any efficiency criteria) and 

evaluate reforms. In my view, two key distortions created by current U.S. international tax 

system deserve a bit more discussion: the lock-out effect and incentives for income shifting. 

 

The efficiency cost of lockout 

 The deferral feature of the U.S. worldwide tax system allows foreign business income of 

U.S. multinational corporations to be taxed at a lower effective rate than it would be if it were 

earned in the United States. When combined with financial accounting rules that effectively treat 

deferred earnings as permanently exempt, deferral creates a “lockout” effect with associated 

efficiency costs. As Dharmapala notes, corporations will engage in inefficient behavior to avoid 

the tax due upon repatriation and the associated reduction in after-tax book income. For example, 

a parent corporation that wants to invest in a project in the United States, distribute dividends to 

shareholders or buy back its shares may borrow at home instead of remitting foreign profits in 

order to extend the deferral of U.S tax on foreign earnings. This maneuver allows the U.S. parent 

to defer the U.S. corporate tax, but raises the cost of capital for domestic uses.  

 The burden of the tax on foreign subsidiary dividends is a key issue for understanding 

both the benefits and detriments of moving to a dividend exemption system (the "consensus" 

reform considered in the final part of the paper) and how the current system differs from 
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dividend exemption. The burden of the tax includes both the actual tax paid upon repatriation 

and the implicit costs of deferring income. These implicit costs include, for example, the cost of 

using parent debt to finance domestic projects as a substitute for foreign profits (which will 

increase as debt on the parent's balance sheet expands), payments to tax planners, foregone 

domestic investment opportunities and foreign acquisitions that may not have been undertaken in 

the absence of the tax.  

 Dharmapala briefly discusses estimates of the efficiency cost of deferral from work by 

Grubert and Mutti (2001) and Desai, Foley and Hines (2001) in footnote 12. These estimates 

suggest a relatively modest efficiency cost of about one percent of foreign income. Dharmapala 

posits that the large stock of profits held abroad may have increased the marginal cost of 

deferral. Grubert and Altshuler (2013) use data from U.S. Treasury corporate tax files to derive 

an estimate of the cost of deferring foreign income that takes the growing stock of profits 

retained abroad into account. Their work suggests that the efficiency cost of the tax on foreign 

profits for a highly profitable company is about five to seven percentage points today. This 

efficiency cost is a key parameter for evaluating how U.S. multinational corporations will 

respond to a move towards a territorial tax system.  

 

The efficiency cost of income shifting 

 Dharmapala's discussion of the efficiency cost of income shifting is particularly 

interesting as it includes a simple model to determine whether the responsiveness of reported 

income to tax differences (for which there is evidence from the literature) is a sufficient statistic 

for the deadweight cost of income shifting. The conclusion is that the responsiveness of reported 

income to the home country tax rate is sufficient statistic for the marginal deadweight loss 
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experienced by the country from income shifting if the cost of income shifting is a pure resource 

cost but may not be if is simply a transfer (a payment to tax planning professionals in the 

country). I am not convinced that this model considers all of the costs of income shifting, 

however. In particular, Dharmapala does not take into account that opportunities for income 

shifting can significantly lower the tax costs of investing in a particular location.  

 Income shifting alters the effective tax rate on new investment because added investment 

in a location increases the opportunity for additional income shifting. The new investment 

creates opportunities for more transactions with related parties and provides a greater ability to 

use intangibles developed in the United States. In addition, if hybrid entities in tax havens can be 

used, investment incentives are the same as if the host countries for operating subsidiaries had 

lowered their tax rates. The conclusion is that income shifting distorts the decision of where to 

place both tangible and intangible assets. This effect of income shifting should be included in 

any measure of its efficiency cost.  

 

Conclusion 

 While I have highlighted some omissions from the analysis which could easily be viewed 

as quibbles, overall this paper offers an essential review of the efficiency costs of corporate 

taxation. Dharmapala has made a significant contribution by showing us how lessons from the 

current research on corporate taxation can be used to evaluate reforms. His discussion of the 

territorial taxation with a lower statutory corporate tax rate, formulary apportionment and 

destination-based cash flow taxes demonstrates clearly that partial reforms of the current system 

offer less in terms of efficiency gains than fundamental reforms that move away from income 

taxation altogether. This is an important lesson in itself. 
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