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Tqis Report analyses fundamental reforms of corporate income tax ﬁ;tgﬁs in OECD countrie .(@

Corporate income tax reform has been on the political agenda in most OECD &Buntgies [‘lgr agy S
as policy makers are concerned about whether they can maintain their current levels of corporate
income tax revenues and how they can create a more attractive investment climate for domestic and
foreign investors. In addition, governments are concerned about the distortions induced by their
corporate income tax system and are looking for ways to reduce corporate income tax complexity.

This Report presents the recent trends in the taxation of corporate income in OECD countries
and reviews the reasons why countries would want to tax corporate income. It also discusses the
main drivers of corporate income tax reform in OECD countries. This analysis focuses on corporate
tax-induced distortions under current corporate income tax systems from a domestic and
international point of view. The Report also considers tax revenue and tax complexity issues.

Governments can fundamentally reform their corporate income tax systems in different ways.
If governments decide to continue to tax corporate income, they might consider implementing a full
imputation system, a corporate allowance for corporate equity (or capital) tax system, a shareholder
allowance for corporate equity tax system, an allowance for shareholder equity tax system or a
comprehensive business income tax system. These alternative corporate income tax systems are
presented in this Report.

Instead of taxing corporate income, governments might implement a corporate cash-flow tax,
which is sometimes referred to as a corporate tax of the consumption type. This Report discusses the
different corporate cash-flow tax bases and analyses their implications with respect to efficiency, tax
revenues and tax complexity. The taxation of financial services and transitional corporate cash-flow
tax reform issues are also discussed. The destination-based corporate cash-flow tax system and the
origin-based corporate cash-flow tax system (the Hall-Rabushka flat tax, the Bradford X-tax, and
Zodrow and Mc Lure’s two-tier progressive rate cash-flow tax) are presented in detail.

In addition to the theoretical analysis, this Report reviews the country experiences with
fundamental reform of the corporate income tax. The Report presents the allowance for corporate
equity tax system in Belgium and the allowance for shareholder equity tax system in Norway. The
different corporate cash-flow taxes in the OECD are presented as well.

This study has been prepared in the OECD Secretariat by Bert Brys, with the assistance of Erik
Vassnes. The Report draws on a study of “The corporate income tax: international trends and options
for fundamental reform”, which was prepared by Michael Devereux and Peter Birch Sgrensen for the
OECD. This study also draws on input from Delegates to the Working Party No. 2 on Tax Policy
Analysis and Tax Statistics of the Committee on Fiscal Affairs.
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This Report analyses fundamental reforms of corporate income l?a'x Wstﬁméilcogf&%
countries. Fundamental corporate income tax reform goes beyond the ongoing marginal
corporate tax reforms, which consist of rate reductions and corporate base broadening,
and centres around four major policy concerns. These policy concerns are reflected by the
following four questions: How can countries maintain their current levels of corporate tax
revenue? How can countries maintain or create an attractive investment climate? How can
countries reduce the (mainly financial) tax-induced distortions? And how can countries
reduce the increasing tax complexity?

Chapter 1 of this Report presents the trends in the taxation of corporate income in
OECD countries. The data shows that corporate tax rates have been declining during the
last decades. Larger-sized OECD countries continue to levy corporate taxes at higher rates
than the smaller-sized OECD member countries. However, despite the strong reduction in
statutory corporate tax rates, corporate tax revenues have kept pace with - or even
exceeded - the growth in GDP and the growth in revenues from other taxes in many OECD
countries. This might partly have been caused by the broadening of corporate tax bases, for
instance through the provision of less generous tax depreciation allowances. Corporate tax
rates will probably continue to decrease in the near future. However, whether it will be
possible to further compensate these rate reductions by additional base broadening
measures remains to be seen.

The reasons for levying a corporate tax are reviewed in Chapter 2. The analysis
indicates that no strong case can be made for the exemption from tax of the return on
capital income - either the normal return or the economic rents - at the corporate or
personal level. In fact, there are good reasons to tax capital income at the corporate level.
The main reason for imposing a corporate tax is that the tax plays an important
withholding function, acting as a “backstop” to the personal income tax. The corporate tax
might be needed to avoid excessive income shifting between labour income and capital
income. The corporate tax also acts as a withholding tax on equity income earned by
non-resident shareholders, which might otherwise escape taxation in the source country.
Moreover, governments might levy a corporate tax because firms earn location-specific
rents and/or because capital is not perfectly mobile. The analysis in Chapter 2 also
discusses different factors that might influence the “optimal” mix between source-based
corporate income taxes and residence-based personal capital income taxes.

Governments can implement either a corporate income tax or a corporate cash-flow
tax. The latter might be referred to as a consumption type of corporate tax. Chapter 3
reviews the fundamental differences between income-based and consumption-based
taxation. It is demonstrated that the immediate deduction of the investment outlays from
the corporate cash-flow tax base exempts the normal return from corporate tax. Only
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economic rents are effectively taxed under a corporate casbﬂow tax (tax expenditure
method). This chapter also discusses the different tax ascounting systems (a al

accounting, realisation accounting and cash-basis accounﬁng), which are at the C@re of
the discussion on fundamental corporate income tax reform.

The main drivers of corporate income tax reform discussed in Cépter 4. The
analysis focuses on the tax-induced distortions under\dlrrent corp @e income tax
systems from a domestic and international tax point of vie\\y)The cg)\ te income tax is
likely to distort the total amount of investment and the type offgvestment projects that are

undertaken, the corporate sources of finance and uses of pro{%cs, the location of the @
a

Bight have an im{(q(

corporate tax base, the choice of a business’s legal form and the t
on corporate mergers and acquisitions. The chapter also reviews tH® ihp@t@f the
corporate tax under the “new” view, the “traditional” view and the “new new” view.

The section on tax incidence concludes that capital as well as labour and consumption
may partly bear the corporate tax. In addition to the Harberger model, the incidence of the
corporate tax is discussed in an open-economy:. It is argued that the easier it is to substitute
foreign production for the home-country’s production and the more mobile is capital, the
lower is the burden of the corporate income tax on capital and the higher is the burden on
the more immobile production factors such as labour. However, if capital is less substitutable
(less internationally mobile), then the corporate tax burden will fall partly on capital.

Also tax revenue and tax complexity considerations are important drivers of corporate
income tax reform. In addition to the sources of corporate tax complexity, the text presents
the findings of the empirical literature that measures corporate tax compliance costs.
Besides the international corporate income tax rules, corporations consider the accrual
accounting rules, the capitalisation of assets and the sensitivity to timing to be the main
sources of corporate income tax complexity and therefore of corporate compliance costs.
Other important sources of tax complexity are the different tax treatment between debt
and equity, the existence of different types of legal forms that are taxed differently, the tax
rules with respect to business restructurings and the tax rules with respect to the transfers
of business assets.

The main methods for integration of the corporate income tax and personal income
taxes are introduced in Chapter 5. This chapter focuses especially on whether the
integration systems realize tax-neutrality between debt and equity and between external
and internal equity under a corporate income tax system.

Governments may tax corporate cash-flow instead of corporate income. Chapters 6
and 7 evaluate the corporate cash-flow tax respectively from a domestic and an
international point of view. This Report discusses the different corporate cash-flow tax
bases (the R-base, the R+F-base and the S-base) and analyses the implications with respect
to efficiency, tax revenues and tax complexity of the introduction of a corporate cash-flow
tax. The main advantages of a corporate cash-flow tax are in fact twofold. First, because the
normal return on equity and interest payments are not effectively taxed at the corporate
level, a corporate cash-flow tax does not distort the corporate choice between debt and
equity and between internal and external equity. Second, the corporate cash-flow tax
strongly reduces tax complexity because, for instance, assets no longer have to be
capitalised and because the tax avoids many other complex timing-related problems. The
Report also discusses the taxation of financial services and some transitional corporate
cash-flow tax reform issues. Moreover, the text presents the impact of the corporate

A

J

v
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cash-flow tax under the “new” view, the “traditional” view aymyl the “new new” view and »)
presents the differences between a destination-based an® an origin-based corpq%te

cash-flow tax. Q (\ ®

Some countries have introduced a (kind of) corporaje\cash-flow tax. The@country )
experiences are reviewed in Chapter 8. The UK North Sea @cal Regime and petroleum —
tax system in Norway are presented. Also the regional ta\x)on busines&é&ivities in Italy J
and the Estonian corporate cash-flow tax are discussed. \)} /]

The alternative corporate income and corporate cash-ﬂ(@tax systems are discussed 9
in detail in Chapter 9. The analysis focuses on the impact of the geforms on efficiency, tax(@
revenues and tax complexity, and on the transitional effects of theselpfpes of corporattﬁa}
reform. The following corporate tax systems are discussed: the full imputgticlﬂ-tﬁ s?’stem,
the corporate allowance for corporate equity/capital tax system, the allowance for
shareholder equity tax system, the shareholder allowance/credit for corporate equity tax
system, the comprehensive business income tax system, the destination-based corporate
cash-flow tax system and the origin-based corporate cash-flow tax system.

The full imputation tax system treats the corporation as a pass-through, providing full
integration of the corporate tax on distributed and retained profits with the capital income
taxes on the return on equity at the personal level. Under full imputation systems, the
corporate tax is used merely as a prepayment of the tax on equity at the personal level. As
a result, full imputation systems allow for neutrality between debt and equity in a closed-
economy, but generally not in an economy where shares are held by foreign residents.

The corporate allowance for corporate equity (corporate ACE) tax system - as, for instance,
implemented in Belgium - provides a deductible allowance for corporate equity in
computing the corporation’s taxable profits. Similar to the deductibility of interest
payments from the corporate income tax base, the allowance for corporate equity equals
the product of shareholders’ funds (generally equals the company’s total equity capital)
and an appropriate nominal interest rate. The allowance therefore approximates the
corporation’s “normal” profits. The corporate tax is then confined to economic rents
because only corporate profits in excess of the ACE are subject to corporate tax. As a result,
the ACE tax system does not distort the choice between debt and equity as sources of
finance at the corporate level.

The ACE tax system continues to have different tax rules for debt and equity (even
though the debt-equity choice is no longer distorted at the corporate level). However, the
allowance for corporate equity might be extended to corporate debt. Governments might
allow corporations to deduct an allowance for corporate capital (ACC) from their taxable
corporate earnings. The ACC would be calculated by imputing a return on the company’s
total capital. The ACC would then replace the current interest deductibility. The ACC will
have the same economic implications as the ACE but might further reduce complexity as
the actual difference between debt and equity for tax purposes ceases to exist.

The allowance for shareholder equity (ASE) tax system - as implemented in Norway —
exempts the normal return on equity from double taxation as well. However, it provides tax
relief for the normal return on equity not at the corporate level as under the ACE tax
system, but at the personal level instead. The corporate tax therefore continues to play its
withholding function. The ASE might be calculated as the value of the shares held by the
household multiplied by an imputed return as, for instance, the after-tax interest rate on

FUNDAMENTAL REFORM OF CORPORATE INCOME TAX - No. 16 - ISBN 978-92-64-03811-0 - © OECD 2007 11
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medium term government bonds. As is the case for the ACE tayyystem which is equivalent
to a corporate cash-flow tax, the ASE tax is equivalent to a pdssonal level cash-flow %

Under the shareholder allowance for corporate equity (smreholder ACE) tax s é@ the
allowance for corporate equity would be calculated in a sipailar way as under th&gérporate
ACE tax system. However, instead of deducting the ACE ff®m the corporatg thx base, the
corporation would divide the ACE by the number of shar&s) Each shar @.ﬂd receive its
part of the ACE and shareholders would be entitled to dedaﬁt the % older allowance
from their personal income tax base — not from taxable interegtpayments — at the personal

O]
2

A

J

v
2

level. Instead of providing an allowance per share, governments rgight provide a tax credit, ¢,

for each share equal to the ACE that is assigned to each share mu tiBU.ed by the corpg{{t)
tax rate. This tax system might then be referred to as the shareholder credit f8r chp@@equity
(shareholder CCE) tax system.

The comprehensive business income tax (CBIT) system implements neutrality in the
debt-equity choice in a different way. The CBIT taxes the return to capital of corporations
only once. Under the CBIT tax authorities allow no deduction of either interest payments
- the tax might therefore be seen as a way to broaden the corporate tax base — or the return
on equity from taxable corporate earnings. Except for the CBIT rate, no additional taxes
would be imposed on distributions to equity holders or on payments of interest.

The destination-based corporate cash-flow tax is levied on domestic sales with a
deduction for the purchases from domestic suppliers - including investment goods - and
for labour costs. Export sales do not have to be included and imports are not deductible
from the tax base. The destination-based corporate cash-flow tax is a tax on domestic
(either domestically-owned or foreign-owned) capital income and domestically-owned
foreign capital income, as far as this income is consumed in the domestic market, net of
new domestic (either domestically-owned or foreign-owned) investment and domestically-
owned foreign investment.

The origin-based corporate cash-flow tax is levied on domestic and foreign sales with a
deduction for the purchases from domestic and foreign suppliers - including investment
goods — and for labour costs. It is a tax on domestic and foreign-owned domestic capital
income net of domestic and foreign investment in the domestic country. Examples of an
origin-based corporate cash-flow tax are the Hall-Rabushka flat tax, the Bradford X-tax and
Zodrow and Mc Lure’s two-tier progressive rate cash-flow tax.

The last part of the Report focuses on the main policy conclusions that can be drawn
from this study. This section stresses that not only the type of corporate tax system but
also the level of the corporate tax rate is a key factor for fundamental corporate tax reform
to be successful.

FUNDAMENTAL REFORM OF CORPORATE INCOME TAX - No. 16 — ISBN 978-92-64-03811-0 — © OECD 2007
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Corporate income tax reform has been on the political agenda ir(m st OECD countries {}r{e
e

many years. Corporate tax reforms have been driven by the nedd togpr vi? a:d(o
competitive fiscal environment. Four major policy concerns can be distinguished in the
OECD area with respect to the corporate income tax, as summarised in the following four
questions: how can countries maintain their current levels of corporate tax revenue? How
can countries maintain or create an attractive investment climate? How can countries avoid
tax-induced distortions? And how might countries reduce the increased tax complexity?

Will countries be able to raise the same levels of corporate tax revenue in the future?
Tax rates have been declining during the last decades, partly as a result of increased
corporate tax competition and in response to increased international corporate tax
planning. However, larger-sized OECD countries continue to levy corporate taxes at higher
rates than the smaller-sized OECD member countries. Until recently, these rate reductions
have been compensated by base-broadening measures in many OECD countries. In fact,
taxes on corporate income as a percentage of GDP and total tax revenue have increased
over time for many OECD countries. Corporate tax rates will probably continue to decrease
in the near future. However, whether it will be possible to further compensate these rate
reductions by additional base broadening measures remains to be seen. Moreover, tax
revenue is put under pressure at an increasing rate as corporations in a globalised world
engage more and more in tax-minimizing strategies.

How can countries maintain or create an attractive investment climate, not only for
domestic investors but also for investors that have their residence abroad? Governments try
to prevent their country’s production capacity being reallocated to lower-tax jurisdictions,
and they might try to attract more foreign direct investment. At the same time, governments
attempt to avoid taxable corporate tax bases being shifted out of the country and they might
consider how they can attract more corporate tax bases from multinationals.

The debt-equity distortion is one of the main distortions in current corporate tax
systems, which is responsible for many tax-avoidance schemes. The second main
corporate tax-induced distortion is the distortion in the allocation of profits (and losses)
over different locations. Multinational firms make especially use of the different tax
treatment of debt and equity and they adjust the prices they charge on intra-group
transactions (prices, interest rates) such that their overall tax liabilities are minimised. Also
the different tax treatment of external equity (newly issued equity) versus internal equity
(retained earnings) distorts the corporation’s domestic and international finance and
investment decisions. Moreover, the corporate tax system is not neutral with respect to
mergers and acquisitions, with respect to the choice of investment projects and influences
the business’s choice to either incorporate or not. This report studies whether fundamental
corporate income tax reform might alleviate these tax-induced distortions. The
quantitative size of these distortions is however not assessed in this report.
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How might governments reduce the increased compl@’ty in their corporate tax »)

systems, which finds its causes in the globalisation and\the increased openn f
economies and is the response of authorities to the increas@corporate efforts to mi@nize
tax liabilities? Tax compliance and tax enforcement costzSave been increasing. Jtronger
efforts to fight tax avoidance and evasion might probably be necessary in thgMuture.

Given these major corporate tax policy concerns, kh)s report di @ses the most
important fundamental corporate tax reforms that have been@omine?\i he international
tax policy debate in recent decades. Fundamental tax reform@galyse® tax changes that go

beyond simple base-broadening measures and tax rate changes. Itg/oncerns tax reform that, ¢,

fundamentally changes the way in which corporate taxes are levied: |>, “\)
[

The report studies the role and impact of fundamental corporate tla-x@fgfm It
presents the advantages and disadvantages of fundamental corporate income tax reform
as opposed to ongoing marginal corporate tax reforms that consist of rate reductions and
corporate base broadening. The report also offers a broad discussion of the most important
issues concerning fundamental corporate income tax reform. The different fundamental
corporate tax reform proposals are discussed in detail. However, it is beyond the scope of
the report to provide a detailed description of how the different proposals can be
implemented in practice.

The report consists of five parts. Part I of the report sets the stage for the fundamental
corporate income tax reform discussion. Chapter 1 presents the recent trends in the
taxation of corporate income in OECD countries. Chapter 2 studies why countries would
want to tax corporate income. Sections 2.1 and 2.2 discuss the reasons for taxing capital
income and the reasons for taxing corporate income respectively. The pros and cons of
residence-based and source-based capital income taxes are evaluated in Section 2.3.
Chapter 3 analyses the main differences between fundamental corporate income and
consumption type of tax reforms and points out that the differences in accounting systems
are at the centre of the fundamental corporate income tax reform discussion.

Part II of the text focuses on domestic and international corporate income tax issues.
Chapter 4 discusses the main drivers of corporate income tax reform in OECD countries.
Section 4.1 considers the efficiency of the corporate income tax from a domestic point of
view. Section 4.2 discusses the distortions created by the corporate income tax in an
international context. Section 4.3 focuses on corporate tax incidence; this section studies
whether capital, labour or consumption bears the burden of the corporate income tax.
Considerations with respect to tax revenue and tax complexity are presented respectively
in Sections 4.4 and 4.5. Chapter 5 reviews the main methods that integrate the corporate
income tax and the capital income taxes at the personal level. These integration methods
might restore neutrality between debt and equity, which is not achieved under the
corporate income tax.

Part III of the report focuses on domestic and international corporate cash-flow tax issues.
Chapter 6 discusses the corporate cash-flow tax, which might constitute an alternative to a
corporate income tax. Section 6.1 discusses the different corporate cash-flow tax bases. The
efficiency of the corporate cash-flow tax at the corporate level is discussed in Section 6.2.
Section 6.3 focuses on the efficiency of the corporate cash-flow tax when taxes at the personal
level are also taken into account. The impact on corporate tax revenues and on tax complexity
is analysed in Sections 6.4 and 6.5 respectively. Financial services under the corporate
cash-flow tax are the topic of Section 6.6. Section 6.7 presents transitional corporate cash-flow
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tax reform issues. Chapter 7 focuses on the corporate cash-flow tay In an international context
and discusses destination-based versus origin-based corporate cash-flow taxes. Chaﬁs
presents country experiences with corporate cash-flow type axes. (\ ®

Part IV of this report presents different funda tal corporate tanorms )
(Chapter 9). The following corporate tax systems will bediscussed: the fifllyintegration —
system (Section 9.1), the allowance for corporate equity téx)system an(gaallowance for J
corporate capital tax system (Section 9.2), the allowance fo@areho% quity tax system 1/}
(Section 9.3), the shareholder allowance for corporate equity(tax system (Section 9.4), the ~
comprehensive business income tax system (Section 9.5), the desjination-based corporate , @,
cash-flow tax system (Section 9.6), and the origin-based corporaéé bash-ﬂow tax syg{@

(the Hall-Rabushka flat tax, the Bradford X-tax, and Zodrow and MEe Lte’@tgo-tier
progressive rate cash-flow tax) (Section 9.7).

The main policy conclusions of the analysis are presented in Part V.

FUNDAMENTAL REFORM OF CORPORATE INCOME TAX - No. 16 - ISBN 978-92-64-03811-0 - © OECD 2007 15






Setting the Stage

FUNDAMENTAL REFORM OF CORPORATE INCOME TAX - No. 16 — ISBN 978-92-64-03811-0 - © OECD 2007






ISBN 978-92-64-03811-0 9 /.{ .
;uggzglig;a;l Reform of Corporate Income Tax - No. 16 O @ / 0
@ 3
O(‘
. >
U Q/’b
PART I W
O
Chapter 1 ¢, b R
e Lect

Trends in the Taxation of Corporate
Income in OECD Countries

19
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This chapter presents the trends in the taxation of corporatgjhcomeg D countries. The '/}
statutory corporate income tax rates in OECD countries are pres€hted &gure 1.1. The OECD 9
average in 2000 equaled 33.6 per cent and it dropped to 28.4 per cent in 2006. The rate, &
decreased in 25 countries between 2000 and 2006. The strongest re ugaons occurred 11;('@

Slovak Republic (-10 percentage points), Poland and Greece (both -11 pe?cel;\.ta@ ints),

Ireland (-11.5 percentage points), Iceland (-12 percentage points) and Germany where the
corporate tax rate has been lowered by 13.1 percentage points. Minor reductions have

taken place in the US (-0.1 percentage points), Japan (-1.3 percentage points) and Hungary

(-2 percentage points). The rate did not change in New Zealand, Norway, Sweden, Spain and

the United Kingdom between 2000 and 2006. The variation in the corporate income tax rates in

the OECD increased slightly; the standard deviation increased from 6.58 in 2000 to 6.85 in 2006.

Figure 1.1. Statutory corporate income tax rate!
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1. The basic combined central (inclusive of surtax [if any]) and sub-central statutory corporate income tax rate given
by the adjusted central government rate (which includes the deductions in respect of sub-central income tax [if
applicable]) plus the sub-central rates.

The corporate tax rate in 2000 for Ireland is the rate that applied generally; it is not the rate of 10 per cent that
applied only to the manufacturing sector. This distinction ceased to exist in 2003, when a general 12.5 per cent
corporate income tax rate was introduced.

Source: OECD Tax Database.

1.1. Statutory corporate tax rates 1982-2006

Figure 1.2 shows the corporate tax rate for each OECD member country for which this
data is available for 1982, 1994 and 2006. Over this period, the statutory corporate tax rate
fell in most of these 17 countries. The tax rate increased only in Spain (from 33 to 35 per
cent). In many cases, the fall has been substantial. In 1982, 11 out of 17 countries had
corporate tax rates equal to or in excess of 50 per cent; in 2006 there were none. In 1982,
there was no country with a corporate tax rate lower than 30 per cent. In 2006, there were
10 countries that had a rate equal to or lower than 30 per cent.
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Figure 1.2. Statutory corporate income tax ra@ 1982-2006" /)

% [ 1982 [ 1994 E 2006
70

Average CIT rate (17 countries) in 1982, 1994 and

‘o

XQ% (‘OV“ QV“

N ‘o
& @ ¥ &
1. Data for 1982 was only available for 17 OECD countries (Japan, the US, Germany, Italy, Spain, France, Belgium,

Australia, the UK, the Netherlands, Greece, Norway, Sweden, Portugal, Finland, Austria and Ireland). In the case of
Ireland, there was a reduced corporate tax rate of 10 per cent for the manufacturing sector in 1982 and 1994.

Source: Institute for Fiscal Studies (IFS) and OECD Tax Database.

The fall in the corporate tax rate over time was fairly continuous, though most
pronounced in the late 1980s. The average corporate tax rate for these 17 countries
strongly decreased from 50.9 per cent in 1982 to 41.8 per cent in 1990. It was 37.6 per cent
in 1994. The average rate increased between 1994 and 1997 to 38.3 per cent, but it
continued to decrease since then. The average CIT rate for these 17 countries was 30.8 per
cent in 2006, which was slightly higher than the OECD-average (28.4 per cent).

1.2. Central and sub-central government corporate income tax rate

Corporate income is taxed at the central and the sub-central government level in eight
OECD member countries (Japan, the US, Germany, Canada, Luxembourg, Korea, Portugal
and Switzerland). Figure 1.3 presents their combined corporate income tax rate (inclusive
of any surtax) for the years 2000 and 2006 as the sum of the sub-central government
corporate income tax rate and the adjusted central government corporate income tax rate,
which includes the deduction in respect of the sub-central income tax in case of Germany,
Japan, Switzerland and the US.

The average combined corporate income tax rate in these 8 countries decreased from
38.2 per cent in 2000 to 32.6 per cent in 2006 (a change of —14.7 per cent), compared to an
average corporate tax rate of 32 per cent in 2000 and 26.8 per cent in 2006 in the other
24 OECD member countries (a change of -16 per cent). The adjusted central government
corporate income tax rate decreased from 27.4 per cent in 2000 to 23 per cent in 2006
(—15.9 per cent). However, the decrease in the sub-central government corporate income tax
rate was lower. It decreased from 10.8 per cent in 2000 to 9.5 per cent in 2006 (-11.6 per cent).
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Source: OECD Tax Database.

1.3. Statutory corporate income tax rates across different-sized countries
and across regions

Table 1.1 presents statutory corporate income tax rates over time for large-sized,
medium-sized and small-sized OECD countries depending on their level of GDP
(2005 values). The table shows that larger countries have a higher corporate income tax
rate on average.

Table 1.1. Corporate income tax rate and GDP

Statutory corporate income tax rate (%)

2000 2005 2006

Large-sized OECD countries

USA-JPN-DEU-GBR-FRA-ITA 39.5 35.9 35.9
Medium-sized OECD countries

CAN-ESP-KOR-MEX-AUS-NLD 35.7 31.7 31.2
Small-sized OECD countries

BEL-CHE-TUR-SWE-AUT-POL-NOR-GRC-DNK- 30.9 25.2 249

IRL-FIN-PRT-CZE-HUN-NZL-SVK-LUX-ISL
OECD total 33.6 28.6 28.4

In 2006, the corporate tax rate in large-sized countries was on average 4.7 percentage
points higher than the corporate tax rate in medium-sized countries and the rate in these
countries was on average 6.3 per cent above the corporate tax rate in the small-sized OECD
countries. Across all OECD countries, there is a strong positive correlation between size of
the country (in terms of GDP) and the level of its corporate tax rate (correlation coefficient
of +0.52 for the 2005 corporate tax rates and GDP values). On average in the large-sized
OECD countries, the corporate tax rate has decreased by 3.6 percentage points since 2000.
It decreased 4.5 and 6 percentage points respectively in medium-sized and small-sized
OECD countries.
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Table 1.2 presents the corporate tax rates over time for di@erent regions in the OECD.

On average, the corporate tax rate has decreased by 4.9%ercentage points in D
America. For the US, Canada and Mexico, there is a posim correlation of +0.8 een

GDP and the level of the corporate tax rate (in 2005). The cqrrelation is even hi for the
countries in the OECD Pacific region (correlation coefficﬁxt of +0.83). Forfapan, Korea,
Australia and New Zealand, the corporate tax rate has de@ased by 2.2 ébentage points
from 2000 to 2006 on average. On average in OECD Euro;eﬁ the CQB te tax rate has
decreased by 5.8 percentage points. Across these countries, @re is

of +0.6 between GDP and the corporate tax rate (in 2005). In 2

positive correlation
6, the corporate tax rate in
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large-sized OECD Europe countries was on average 6.6 percenta ]Bi,nts higher than <

corporate tax rate in medium-sized OECD Europe countries. The rate irf thes€latter
countries was on average 5.2 per cent above the corporate tax rate in the small-sized OECD
Europe countries.

Table 1.2. Corporate income tax rate across regions

Statutory corporate income tax rate (%)

2000 2005 2006

OECD America

USA-CAN-MEX 39.7 35.1 34.8
OECD Pacific

JPN-KOR-AUS-NZL 34.7 325 325
OECD Europe 32.6 271 26.8

Large-sized countries 37.8 33.9 33.5

Medium-sized countries 32.2 27.3 26.9

Small-sized countries 29.2 21.9 21.7

Note: Large-sized countries in OECD Europe (in terms of GDP, 2005 value): Germany, the UK, France, Italy, Spain and
the Netherlands. Medium-sized-countries are: Belgium, Switzerland, Turkey, Sweden, Austria, Poland, Norway,
Greece, and Denmark. Small-sized countries in OECD Europe are Ireland, Finland, Portugal, the Czech Republic,
Hungary, the Slovak Republic, Luxembourg and Iceland.

1.4. Top tax rate on dividend income

Figure 1.4 presents the overall statutory tax rate on domestic-source dividend income
for a resident shareholder paying top marginal rates in 2000 and 2006. This measure takes
account of the statutory corporate income tax rate, the taxes on dividends at the personal
level and any type of integration or relief to reduce the effects of double taxation. The
overall dividend tax rate in Figure 1.4 is divided into the part that is paid as corporate
income tax and the part that is paid as personal income tax. The overall statutory tax rate
on dividend income has decreased over time. It was 50.2 per cent in 2000 and it decreased
by 6.4 percentage points to 43.8 per cent in 2006. The largest part of this reduction is
attributable to the reduction in the corporate income tax rate. The part of the tax that is
paid as corporate income tax decreased 4.9 percentage points: from 33.3 per cent in 2000 to
28.4 per cent in 2006 on average in the OECD. A smaller part of the reduction in the
statutory tax burden on dividends is due to a decrease in personal income tax rates. The
part of the tax that is paid as personal income tax decreased 1.4 percentage points: from
16.9 per cent in 2000 to 15.5 per cent in 2006 on average. This then shows that, on average,
OECD member countries did not increase their residence-based taxes on capital income in
response to their reduced source-based corporate income tax.
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Figure 1.4. Overall statutory tax rate on dividend incqme in 2000 and 2006
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1. For each country, the first column presents the data for 2000; the second column presents the data for 2006.
Source: OECD Tax Database.

1.5. Corporate tax base

24

In all OECD countries, the definition of the corporate tax base is extremely complex.
The definition involves a vast range of legislation covering everything from allowances for
capital expenditures, to the deductibility of contributions to pension reserves, the
valuation of assets and inventories and the extent to which different expenses can be
deducted. It is not possible to present a measure which reflects all of these factors. This
section therefore focuses on depreciation allowances for capital expenditures. Figures 1.5
and 1.6 present estimates of the present discounted value of the depreciation allowances
for investment in plant and machinery, expressed as a percentage of the initial cost of the
investment. The present discounted value would be zero in the absence of tax depreciation
allowances and would be 100 per cent if the investment could be immediately expensed.

Figure 1.5 shows the present value of the depreciation allowances for 19 OECD
countries for which these data are available, based on a nominal discount rate which is the
same for all countries and all years. The analysis therefore abstracts from changes in the
inflation rate and the real interest rate, which would affect the discount rate applied to
future allowances. The differences in the present values of the depreciation allowances
in 1982, 1994 and 2005 then reflect changes in the rates of depreciation set by governments.
A decrease in the present value implies less generous depreciation allowances which, in
turn, imply that the corporate tax base has been broadened.

Of the 19 countries, 11 have reduced their tax depreciation rates for investment in
plant and machinery between 1982 and 2005. The less generous depreciation allowances
have contributed to base broadening especially in Ireland and the UK. The present value of
the depreciation allowances decreased from 100 per cent to 66 per cent in Ireland and to
73 per cent in the UK. The corporate tax base has also strongly been broadened as a result
of less generous deprecation allowances in Austria and Canada. In 8 of the 11 countries,
the tax base has been broadened during the period 1982-94. Only Austria, Finland and
Germany broadened their tax base primarily in the period between 1994 and 2005. In that
period, the corporate tax base has been broadened in Spain, but not enough to offset the
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Figure 1.5. Present discounted value of deprecigtjon allowances o)

% B 1982 1 1994 3’ 2005 \A o

100

90 | & 2
85 |- U (% J
W v

80 I

Q‘
75 () 9
0 <@
)Y
65 p
60
55
50
< &

L TL FFFSEETILSLTL

)

1. Data for investment in the manufacturing sector; only data for 19 OECD countries was available. Countries are
ranked in decreasing order with respect to the present discounted value of depreciation allowances in 2005. The
values are calculated for an investment in plant and machinery. Special first year allowances are included if
applicable. Where switching between straight-line and declining-balance methods is allowed, such switching is
assumed at the optimal point. The assumed real discount rate is 10 per cent; the assumed rate of inflation is
3.5 per cent. These rates are kept constant across time and countries.

Source: Institute for Fiscal Studies (IFS).

Figure 1.6. Present discounted value of depreciation allowances
Unweighted average over time?
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1. Data for investment in the manufacturing sector; only data for 19 OECD countries was available. The present
discounted value of depreciation allowances are determined as explained in Figure 1.5, except for the series that
is based on the actual inflation rate in every year for every country (implying static expectations), rather than an
assumed fixed inflation rate of 3.5 per cent.

Source: Institute for Fiscal Studies (IFS).

more generous depreciation allowances that had been implemented between 1982
and 1994. Besides Spain, depreciation allowances became more favourable in Greece and
Portugal during the period 1982-2005.

Figure 1.6 shows the unweighted average of the present value of depreciation
allowances over time under the assumption of a fixed inflation rate of 3.5 per cent. These
results show that the corporate tax base has been broadened especially during the second
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half of the eighties. The reductions in the tax depreciatic@ rates, and therefore the
broadening of the corporate tax bases, have been less pronotnced in the 1990s. Fig .6
also shows the tax depreciation allowances when the actuflinflation rate is used i@very
year and for every country. The results show that the effects of the lower tax d ciation
rates — and therefore of the base broadening - have been flé' offset by lower gigcount rates
due to lower inflation rates since the 1990s. The lowe@ﬂation rateg@yave therefore
resulted in a recovery of the unweighted average of the gresent i@ounted value of
depreciation allowances. This result also reflects the fact@at in\most countries, tax

depreciation allowances are based on the investment’s histérical cost and not on the o

investment’s replacement costs. |>,

<
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1.6. Marginal effective tax rates

26

This section presents the evolution of marginal effective tax rates over time. The
traditional method of measuring the impact of corporate income tax on the level of capital
investment is through the user cost of capital — defined as the pre-tax real required rate of
return on an investment project, taking into account the financial cost of the investment
as well as depreciation (Hall and Jorgenson [1967], King [1977], King and Fullerton [1984]).
The basic idea is that a firm will invest up to the point at which the marginal product of
capital is just equal to the cost of capital - so that, at the margin, the project just breaks
even. As investment increases, the marginal product is assumed to decline, resulting in a
unique profit-maximising level of investment. The impact of taxation on the cost of capital
is measured by the marginal effective tax rate (METR). A higher marginal effective tax rate
increases the cost of capital, and therefore reduces the stock of capital.

The marginal effective tax rates are measured by considering the impact of the
corporate tax system on a hypothetical investment project. The form of the investment
modelled is, of necessity, simple and limited. In common with other such measures, risk is
ignored. The underlying method assumes a mature manufacturing firm. The marginal
effective tax rates presented here also apply only to an investment in plant and machinery,
financed by equity; estimates for investment in other assets and for other sources of
finance are not presented. The tax treatment of losses or other forms of tax exhaustion is
not considered. The taxes that are levied on shareholders and taxes paid by corporations
that are not based on profit are not included. The underlying method does not include any
industry-specific measures and does not allow for any form of tax avoidance. Despite all of
these limitations, the measures do provide a summary of the combined effect of the tax
rate and tax base, at least on a specific form of investment.

Figure 1.7 and Figure 1.8 show the development of marginal effective tax rates over
time for 19 OECD countries for which these data are available. In Figure 1.7, the inflation
rate is held constant across countries and years. Figure 1.8 presents the unweighted
average of marginal effective tax rates both with the inflation rate fixed, and using the
inflation rate of the period in which the investment is assumed to take place.

Of the 19 countries (see Figure 1.7), 14 countries have reduced their marginal effective
tax rates over the period 1982-2005. The largest reductions have been observed in Finland,
Greece, Portugal and Sweden. The marginal effective tax rates have increased only in
Canada, the UK, Ireland, Italy and the US. The unweighted average decreased from 27.9 per
cent in 1982 to 20.3 per cent in 2005.
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Figure 1.7. Marginal effective tax ratps’
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1. Data for investment in the manufacturing sector; only data for 19 OECD countries was available. Countries are

ranked in decreasing order with respect to the marginal effective tax rate in 2005. The calculations are based on

a hypothetical investment for one period in plant and machinery, financed by equity or retained earnings (but not

debt). Taxation at the shareholder level is not included. The project is expected to break even, i.e. there is no

economic rent. Other assumptions: real discount rate: 10 per cent; inflation rate: 3.5 per cent; economic
depreciation rate: 12.25 per cent.

Source: Institute for Fiscal Studies (IFS).

Figure 1.8. Marginal effective tax rates: unweighted average over time'
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1. Data for investment in the manufacturing sector; only data for 19 OECD countries was available. The present
discounted value of depreciation allowances are determined as explained in Figure 1.7, except for the series that
is based on the actual inflation rate in every year for every country (implying static expectations), rather than an
assumed fixed inflation rate of 3.5 per cent.

Source: Institute for Fiscal Studies (IFS).

Figure 1.8 shows that, given a fixed inflation rate of 3.5 per cent, the unweighted
average of the marginal effective tax rates has remained fairly stable until 1988 and
between 1993 and 1997. The unweighted average dropped substantially between 1989
and 1993 and between 1997 and 2001. It has remained fairly constant since then.
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A larger and more pronounced reduction in the unwelg}@d average of the marginal ¢>

effective tax rates can be observed if the actual inflation ratesin each country and y:

used. This result reflects the fact that with a lower 1nﬂat10mate, a given tax depr e\mn
allowance is more generous, leading to a lower marginal eﬁctive tax rate. Sincéoz this
decrease has stopped. The average remains relatively constant since 2001 atél average of

18.5 per cent. U (o)

This reduction in marginal effective tax rates over timejen shog t the reductions
in the statutory corporate tax rates have had a stronger impacth the
burden than the base broadening measures that have been un ert&en as well.

rginal corporate tax

1.7. Average effective tax rates °Le
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Corporate tax systems also have an influence on the discrete choices made by, for
instance, multinational firms, which face a choice between alternative locations of
production. For example, if an American firm wants to enter the European market, it could
locate production in one of a number of different European countries. Given the structure
of its costs, it will probably not locate in all countries. The firm might choose that location
(or locations) offering the highest post-tax profit. The impact of tax on this decision can be
measured by the extent to which the pre-tax profit is reduced by taxation - this is
measured by an average effective tax rate (AETR). Conditional on this location choice, the
scale of the investment will be determined by the cost of capital and the METR.

Figure 1.9 and Figure 1.10 show the development of average effective tax rates over
time for 19 OECD countries for which these data are available. As before, the inflation rate
is held constant across countries and years in Figure 1.9. Figure 1.10 then presents the
unweighted average of the average effective tax rates across these countries both with
inflation fixed, and using the inflation rate of the period in which the investment is
assumed to take place.

Figure 1.9. Average effective tax rates’
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Unweighted average AETR in 1982 and 2005
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1. Data for investment in the manufacturing sector; only data for 19 OECD countries was available. Countries are
ranked in decreasing order with respect to the average effective tax rate in 2005. The calculations are based on a
hypothetical investment for one period in plant and machinery, financed by equity or retained earnings (but not
debt). Taxation at the shareholder level is not included. The expected rate of economic profits earned is 10 per
cent. Other assumptions: real discount rate: 10 per cent; inflation rate: 3.5 per cent; economic depreciation rate:
12.25 per cent.

Source: Institute for Fiscal Studies (IFS).
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1. Data for investment in the manufacturing sector; only data for 19 OECD countries was available. The present
discounted value of depreciation allowances are determined as explained in Figure 1.9, except for the series that
is based on the actual inflation rate in every year for every country (implying static expectations), rather than an
assumed fixed inflation rate of 3.5 per cent.

Source: Institute for Fiscal Studies (IFS).

As shown in Figure 1.9, the majority of the countries have reduced their average
effective tax rate over the period 1982-2005. The largest reductions have been observed in
Finland, Germany, Portugal and Sweden. The average effective tax rate has increased only
in Canada and Ireland. The unweighted average decreased from 34.2 per cent in 1982 to
24.4 per cent in 2005.

Figure 1.10 shows that, given a fixed inflation rate of 3.5 per cent, the unweighted
average of the average effective tax rates has remained fairly stable until 1986 and
between 1993 and 1997. The unweighted average dropped substantially between 1987
and 1993 and between 1997 and 2001. It has declined very little since then. A larger and
more pronounced reduction in the unweighted average of the average effective tax rates
can again be observed if the actual inflation rates in each country and year are used.
Since 2002, this decrease has become very small. In 2005, the average equalled 23.6 per
cent. The differences between these two series are smaller in the case of average effective
tax rates than in the case of marginal effective tax rates (Figure 1.8), since the average
effective tax rates depend rather more on the statutory corporate tax rate and rather less
on tax allowances. Nevertheless, the two approaches give a similar qualitative picture of
the development of the corporate effective tax rates. This result therefore confirms that the
reductions in the statutory corporate tax rates have had a stronger impact than the base
broadening measures that have been undertaken.

1.8. Corporate tax revenues as a percentage of GDP

Figure 1.11 presents the taxes on corporate income (category 1200 of the OECD
classification of taxes) as a percentage of GDP. In 2004, the ratio ranged between 9.96 per
cent in Norway and 1.26 per cent in Iceland. The unweighted average (Norway not
included) was 2.6 per cent in 1994. It increased to 3.2 per cent in 2004.
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Figure 1.11. Taxes on corporate income as a peryentage of GDP
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1. Missing data in 1982 for the Czech Republic, Portugal, Slovak Republic, Hungary, Poland and Mexico; in 1994: the
Slovak Republic and Mexico; in 2004: Mexico. The unweighted average does not include Norway.

Source: Revenue Statistics 1965-2005.

From 1982 to 2004, the taxes on corporate income as a percentage of GDP decreased in
Japan (-1.5 percentage points), the UK (0.9 percentage points), Germany (-0.3 percentage
points) and Italy (-0.1 percentage points). It increased in the 20 other member countries for
which the information was available in both years. The ratio increased with more than
2 percentage points in Norway, Australia, New Zealand, Ireland, Finland, Spain, Greece
and Denmark.

Figure 1.12 presents the unweighted OECD average of the corporate income taxes as a
percentage of GDP over time. The Czech Republic, Hungary, Mexico, Poland, Portugal and
the Slovak Republic have been omitted due to missing data in some years. The figure also
shows the unweighted average for the large-sized, medium-sized and small-sized OECD
member countries.

The unweighted OECD average (Norway included) increased from 2.5 per cent in 1982
to 3.5 per cent in 2004. The ratio increased for the small-sized OECD countries from 2.3 per
cent to 3.8 per cent and for the medium-sized OECD countries from 2.2 per cent in 1982 to
3.8 per cent in 2004. As a result of high corporate taxes on the profits of the oil industry, the
corporate tax to GDP ratio for Norway has increased strongly since 2000 (from 4.6 per cent
in 1999 to 8.9 per cent in 2000 and 9.96 per cent in 2004). If Norway had not been included,
the average ratio for the small-sized OECD countries would be 0.4 percentage points lower
on average for the period 2000-04 than in Figure 1.12. However, not including Norway
would lower the average ratio in the period 1990-99 by only 0.11 percentage points on
average.

The corporate tax to GDP ratio has decreased for the large-sized OECD countries from
3 per cent in 1982 to 2.7 per cent in 2004. This downward trend is primarily caused by the
decrease in the corporate tax to GDP ratio in Japan; it decreased from 5.2 per cent in 1982
to 3.8 per cent in 2004. The ratio has remained relatively constant over time for the other
large-sized OECD countries. The average ratio for the US, Germany, UK, France and Italy
ranged between 2.3 per cent and 3 per cent during this period; from 2.6 per cent in 1982 to
2.5 per cent in 2004.
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Note: The Czech Republic, Hungary, Mexico, Poland, Portugal and the Slovak Republic have been omitted due to
missing data in some years. The large-sized OECD countries are the US, Japan, Germany, the UK, France and Italy. The
medium-sized OECD countries are Canada, Spain, Korea, Mexico, Australia and the Netherlands. The small-sized
OECD countries are Belgium, Switzerland, Turkey, Sweden, Austria, Poland, Norway, Greece, Denmark, Ireland,
Finland, Portugal, the Czech Republic, Hungary, New Zealand, the Slovak Republic, Luxembourg and Iceland.

1.9. Corporate tax revenues as a percentage of total tax revenue

Figure 1.13 presents the taxes on corporate income as a percentage of total tax revenue
across the OECD. In 2004, the ratio ranged between 22.6 per cent in Norway and 3.3 per cent
in Iceland. The unweighted average (Norway not included) was 7.7 per cent in 1994. The
unweighted average increased to 9.1 per cent in 2004.

Figure 1.13. Taxes on corporate income as a percentage of total tax revenue
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1. Missing data in 1982 for the Czech Republic, Portugal, Slovak Republic, Hungary, Poland and Mexico; in 1994: the
Slovak Republic and Mexico; in 2004: Mexico. The unweighted average does not include Norway. For Portugal:
2003 instead of 2004 information.

Source: Revenue Statistics 1965-2005.
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From 1982 to 2004, the taxes on corporate income as a pegcentage of total tax revenue »)
decreased only in Japan (-5.5 percentage points), Turkey (%.1 percentage points) y

(1.9 percentage points), the UK (-1.6 percentage points) @a Germany (-0.6 per@tage °
points). It increased in the 19 other member countriesr&r which the infor on was
available in both years. The ratio increased by more than=bl percentage poiréin Norway, i)
Australia, New Zealand, Ireland, Canada, Spain and Grech @ 3
Figure 1.14 presents the unweighted average of the\gbrpora?\i ome taxes as a 1/}
percentage of total tax revenue over time for the entire O andHfor the large-sized, 9

medium-sized and small-sized OECD countries. The Czech Republic, Hungary, Mexico, , &
Poland, Portugal and the Slovak Republic have again been omitte (19& to missing da%\i)x
some years. The unweighted OECD average (Norway included) increased ?roh7e£r cent

in 1982 to 9.9 per cent in 2004.

Figure 1.14. Taxes on corporate income as a percentage of total tax revenue
Unweighted OECD average over time
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Note: The Czech Republic, Hungary, Mexico, Poland, Portugal and the Slovak Republic have been omitted due to
missing data in some years. The large-sized OECD countries are the US, Japan, Germany, the UK, France and Italy. The
medium-sized OECD countries are Canada, Spain, Korea, Mexico, Australia and the Netherlands. The small-sized
OECD countries are Belgium, Switzerland, Turkey, Sweden, Austria, Poland, Norway, Greece, Denmark, Ireland,
Finland, Portugal, the Czech Republic, Hungary, New Zealand, the Slovak Republic, Luxembourg and Iceland.

The corporate income taxes as a percentage of total tax revenue have increased for the
small-sized OECD countries from 6.7 per cent to 9.9 per cent and for the medium-sized
OECD countries from 7.6 per cent in 1982 to 12.1 per cent in 2004. The ratio of the
medium-sized OECD countries is considerably higher than the ratio of the small-sized
OECD countries. This difference is caused by Australia which raises relatively more tax
revenue from corporate income than the other medium-sized and small-sized OECD
countries (except for Norway). If we do not include Australia but only Canada, Korea, the
Netherlands and Spain in the medium-sized category, the difference between the medium-
sized and small-sized OECD countries would follow a pattern that is rather similar to the
corresponding difference in Figure 1.12. On average, these 4 medium-sized OECD countries
raise more revenue from taxing corporate income than the small-sized OECD countries.
The difference with the ratio for the small-sized OECD countries (including Norway) would
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however be lower than in Figure 1.14. Similarly to the results '@Figure 1.14, the difference
(if Australia is not included) has been decreasing over time; if\was 4.4 per cent in 199(¢d*d
0.8 per cent in 2004. Of course, this difference would be lar@r if Norway is not inch@e n
the small-sized OECD countries. In that case, the differepce between the -\®; (not
including Australia) and small-sized (not including Nésvay) OECD cou@(ies for the

)
period 2000-04 would on average be 1.5 per cent in every y@r @ 3
v

The ratio decreased for the large-sized OECD countri@from g‘gf cent in 1982 to
8.1 per cent in 2004. Again, this downward trend is primarily ¢aysed Dy the decrease in the 9
ratio of Japan; it decreased from 19.8 per cent in 1982 to 14.2 per cgnt in 2004. The ratio has , @,
remained relatively constant over time for the other large-sizgﬁ yCD countries.{l:{l)(
average ratio for the US, Germany, UK, France and Italy ranged between’6.3|_pe€:&*t and
8.5 per cent during this period; from 7.2 per cent in 1982 to 6.9 per cent in 2004.

1.10. Lower tax burdens but no decrease in corporate tax revenues

Despite the strong reduction in statutory corporate tax rates, corporate tax revenues
have kept pace with — or even exceeded - the growth in GDP, and the growth in revenues
from other taxes in many OECD countries. The fact that small-sized and medium-sized
OECD countries now raise more revenue from taxing corporate income and that large-sized
OECD countries, except for Japan, do not raise less revenue seems to be inconsistent with
the strong reductions in statutory corporate tax rates and marginal and average effective
tax rates. Indeed, this is a puzzle which requires further research and explanation. A
number of arguments might however offer an explanation. Of course, some of these
arguments will be more relevant than others in explaining a particular country’s corporate
tax revenue trends.

First, the strong reductions in statutory corporate tax rates have been partly offset by
the expansion of the corporate tax base through the implementation of less generous tax
depreciation allowances and through the elimination of special tax deductions and
provisions. Less generous tax depreciation allowances have broadened the corporate tax
base especially during the second half of the 1980s, as shown in Figure 1.6.

Second, changes in corporate profitability may explain the increased corporate tax
revenues as more profitable corporations pay more corporate taxes. This might not only be
part of a cyclical movement but might also be the result of fundamental changes in
profitability. Becker and Fuest (2007) for instance demonstrate for Germany that
globalisation has increased pre-tax profitability in the economy, thus leading to higher
corporate tax revenues. Moreover, the reduction in the corporate tax rate may have
increased the total amount of investment that is undertaken by the corporate sector, which
then might have increased the corporate tax liabilities and corporate tax revenues as well.

The increase in corporate tax revenues in low-tax countries may be caused by the inflow
of investment and/or mobile corporate profits that are shifted out of high-tax countries in
order to avoid corporate taxes. For example, Ireland has had a low 10 per cent tax rate on
manufacturing activity since the early 1980s. One consequence has been a strong increase in
inward investment — and probably inward flows of profit: this in turn has boosted corporate
income tax receipts as a share of GDP and as a share of tax revenues, despite the continuing
low tax rate. This argument may partly explain why corporate tax revenues in small-sized
OECD countries have increased more than in large-sized OECD countries.
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Another argument that might offer an explanation is th@ lower corporate tax rates
have increased the incentive to incorporate and to shift indeme from the non-cor te
into existing corporations, thereby increasing the relative 5128 of the corporate secto@uest
and Weichenrieder (2002) have studied the share of corporate savings in t private
savings for OECD member countries. They show that highescapital income rates at the
personal level may increase the fraction of saving perfor@d within corp@yations. Lower
corporate tax rates may then shift significant amounts aving & the household
sector to the corporate sector. De Mooij and Nicodéme (20(;$§X alysg\lncome shifting via
incorporation using a panel of European data. They found tha@he increasing gap between
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personal income and corporate income taxes has a significa Ilositive effect on the$

incorporation of new and existing firms. The revenue effects of lowér cap%té@i&tes
will then partly show up in lower personal income tax revenues rather than lower
corporate income tax revenues.

In addition, Sorensen (2006) notes that the growing importance of the corporate sector
might also be explained by the decline of certain sectors such as agriculture where the
non-corporate organisational form was dominant. Auerbach (2006) suggests that the rising
share of the financial sector in the economy might have partly caused the increase in
corporate tax revenues as well.

Moreover, the reduction in statutory and effective corporate tax rates reduces the
benefits of (excessive) corporate tax-planning. Lower corporate tax rates reduce for
instance the benefits of profit-shifting through transfer pricing and thin capitalisation (see
also Haufler and Schjelderup [2000]). This might also have reduced the corresponding
corporate tax compliance costs, which are deductible from the corporate tax base. The
reduced corporate tax-planning efforts might therefore have increased the taxable
corporate tax base, which may have partly offset the tax revenue loss due to the lower
statutory and effective corporate tax rates.

Finally, the fact that corporate tax revenues did not decline may partly be caused by
stricter corporate tax enforcement policies enacted by OECD countries. Indeed, OECD
countries have increased their efforts to reduce the shifting of profits between
jurisdictions. Some countries may also have intensified their tax audits in order to reduce
corporate tax-avoidance and evasion behaviour.

1.11. Implications for the future

34

Translating an analysis of the history of developments in corporate taxation into
predictions for the future is hazardous. To do so, it is necessary to understand the factors
which have been driving reforms, and to predict how these factors will develop in the
future. It is therefore useful also to review briefly the literature which has attempted to
explain the evolution of corporate income tax rates over time.

One of the central issues discussed in the empirical literature which discusses the
possibility of a “race to the bottom” in tax rates, is the influence of capital mobility. Has
increased capital mobility been influential in driving down the corporate income tax rates?
If so, will corporate income tax rates fall further with or without further increases in capital
mobility? The second question is very hard to answer, but there is some empirical evidence
which can help provide an answer to the first. Note that capital mobility can include
moving various types of asset across borders. Typically, the literature investigates flows of
capital: however, less investigated, but probably more mobile, is profit.
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The empirical literature discussing the influence of capit@ mobility on corporate tax »)
rates has developed in two ways. First, a number of papersshave undertaken regr n

analysis, attempting to explain tax rates by various faldrs specific to that c@ntry,
including measures of capital mobility. These studies differ in several ways, in ing the
variables used and the econometric specification. Theﬁpapers include, AQr example, i)
Garrett (1995), Quinn (1997), Garrett and Mitchell (2001),\91'etschger andPHettich (2002), 3
Swank and Steinmo (2002), Slemrod (2004) and Winner (20(& 0]

This line of research presents a mixed picture of the ef of cg:ital mobility, partly 9
reflecting the different approaches used. The most frequently-usgd measure of taxation is , @,
the statutory corporate income tax rate, although measures base ob}ax receipts are‘e@
common. None of these studies use measures of effective corporate tax r&tei_l\/@ﬁ‘res of
capital mobility also vary. One approach is to use data on trade or foreign direct
investment; the higher these factors are relative to GDB, it is argued, the greater is capital
mobility. Of course this does not necessarily follow; however, it may be true that the greater
the share of trade and FDI in an economy the more a government has to be concerned
about external factors. Another approach is to construct indices which reflect the degree of
formal controls on capital flows; these indices show a marked fall over time across the
OECD, which does coincide with the fall in statutory corporate income tax rates.

Some of these studies find a significant impact of capital mobility on tax rates, but the
results are not robust across the papers or even within any paper. Bretschger and Hettich
(2002) find a relationship with trade openness; Swank and Steinmo (2002) find a
relationship with the statutory rate, but not with other measures; Slemrod (2004) finds an
effect in determining both the statutory rate and a measure of tax burden - but neither of
these is robust to adding other factors into the equation. Moreover, the studies by Quinn
(1997) and Garrett and Mitchell (2001) even find a positive, rather than a negative,
relationship between capital mobility and capital tax rates. The most recent analysis
within this strand of the literature is the paper by Winner (2005) which is based on a panel
data set for 23 OECD countries. This study calculates implicit average tax rates on capital
and labour from macroeconomic data and constructs a measure of capital mobility based
on saving-investment correlations. Controlling for a number of other factors expected to
influence the tax burden, the author finds that rising capital mobility has exerted a
significant downward pressure on capital tax rates and has tended to increase the effective
tax rate on labour income relative to that on capital income. Although these recent results
are in line with the hypothesis of a “race to the bottom” in capital taxation, on the whole
this literature has not produced unambiguous evidence that corporate tax rates have been
driven down by increasing capital mobility.

A second strand of the literature investigates the idea of tax competition more directly.
The role which increased capital mobility must play in determining corporate tax rates is
that governments compete more energetically the more mobile is capital. This implies that
the tax rate in one country is partially determined by the tax rates set in other countries.
There is certainly anecdotal evidence that governments respond in this way. Two papers
- Altshuler and Goodspeed (2002) and Devereux, Lockwood and Redoano (2004) — both
follow this approach. Altshuler and Goodspeed consider whether the US is a leader in
setting tax rates — that is, whether other OECD countries respond primarily to the US. They
find some evidence to support this claim, although their approach is based on a measure
of tax revenues, rather than specific tax rates.
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Devereux, Lockwood and Redoano (2004) test a model in \@ich governments compete »)

both over flows of capital (influenced by the marginal effective tax rate) and over shifithg
of taxable profit (influenced by the statutory rate). They fid0that the statutory rat@ one
country is influenced by the statutory rates in other countgies, but that this rel ship is
much weaker for the marginal effective tax rate. FuQLermore, they that this
relationship is much stronger (indeed, arguably it only exi@) between cot@trles which do
not have formal capital controls in place. \» %\

Taking all these studies together, there is some evidence@mt indreasing mobility has

had some impact on corporate tax rates. Probably the most well-supported case is that, @,

there has been competition over statutory rates of tax. This may rB;lve competitio;t@
mobile capital through discrete location decisions; it is also possible that Go—rll_o‘@‘rgnts in
the statutory rate reflect competition for profit. The fact that statutory corporate income
tax rates in OECD countries have fallen significantly over the last two decades is consistent
with such competition.

However, some economic theories have predicted a much stronger “race-to-the-
bottom” type of corporate tax competition. Until now, this has not been observed in OECD
countries. In fact, there are some economic reasons why a race-to-the-bottom type of
corporate tax competition might not have occurred. First, corporations might decide to
produce in a particular country — despite the corporate tax rate that is levied on corporate
profits — because they want to serve that country’s domestic market. Or, corporations
might decide to produce in a particular country because they want to benefit from the
available qualified labour force, the infrastructure, the country’s natural resources and its
technology. Hence, corporations may want to produce in a particular country because they
can earn location-specific rents. These agglomeration effects explain why larger-sized
countries can afford to levy a higher corporate tax rate, as shown in Table 1.1, as long as the
difference with the tax rate in the smaller-sized countries does not become too large.

On the other hand, even larger-sized OECD countries might have become more
vulnerable to tax competition. The costs for corporations to engage in international
tax-minimizing strategies might have decreased over time and these strategies might
therefore have become available to many corporations. Grubert (2001) has found that
tax-induced income shifting of mobile profits from high-tax to low-tax jurisdictions is
indeed increasing over time.

Moreover, economic geography models imply that location-specific rents decline with
trade costs, as lower trade costs imply that corporations do not necessarily have to produce in
the domestic market to serve that market or do not have to be close to the suppliers of their
intermediate inputs. Increased globalisation and decreasing trade and transportation costs
will therefore reduce the location-specific rents. This might undermine the government’s
ability to levy a corporate tax (Sorensen [2006]). On the other hand, location-specific rents
might increase if the economic costs of transport would reflect the total cost to society,
including all environmental costs. The implementation of higher environmental taxes might
then indirectly protect a country’s corporate tax base from activities in such sectors as, for
instance, the manufacturing sector where transportation costs are considerable (but perhaps
less the corporate taxes levied on profits earned in, for instance, the service sector).

A second reason why a race-to-the-bottom type of corporate tax competition has not yet
occurred is because most countries actually need the corporate tax revenues. In fact, the data
shows that the reduction in the statutory corporate tax rates has continued until 2006, but

Cule
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not at the same rate as in the 1980s. This observation migl’@indicate that many OECD »)
countries cannot afford to engage in a race-to-the-bottom typéwf corporate tax competjsi
However, this argument seems to be less of a concern for %er countries, as for i(s\ance

some of the new member countries of the European Union. iome of these count eem to

raise their tax revenues primarily from other sources ofsiicome. Even in se cases, a i)
race-to-the-bottom type of tax competition might not ne@sarily be tréﬁred as long as 3
these low-rate countries do not have the same type of infrastructure, gség labour force and 0]
technology that is available elsewhere. Moreover, it might alsc@e ar that foreign direct (%]
investment becomes locked-in to a particular country once the fnds are actually invested in o
immovable property. The low-tax countries then have an incentive/tp raise their corpor%tﬁ(

tax rate after all. But on the other hand, too strong differences betweén capqgnet@ i%tes

might further put corporate tax rates under pressure.

Using an applied general equilibrium model, Bettendorf, Gorter and van der Horst
(2006) obtain that many EU countries do not face strong incentives to engage in corporate
tax competition for a number of reasons. First, the international linkages, which might
increase the benefits from corporate tax competition, are still quite moderate for many EU
countries. The benefits from a reduction in the corporate income tax rate therefore depend
not so much on the international spillovers, but especially on the way that the rate
reduction is financed. For many EU countries, the authors find that it is not optimal to
reduce the corporate income tax rate if this reduction is financed by an increase in
consumption and labour income taxes. Moreover, if other countries reduce their corporate
tax rate in response, the benefits of corporate tax competition are reduced even more.
Bettendorf, Gorter and van der Horst (2006) therefore conclude that it is not beneficial for
many EU countries to engage in corporate tax competition, except for these countries that
have a highly distortive corporate income tax rate. Further integration of the European
capital markets will aggravate the corporate income tax distortions, but this will not trigger
an abolishment of the corporate income tax either.

Finally, a third reason why a race-to-the-bottom type of tax competition has not
occurred is because governments have been increasingly tightening up rules for the
taxation of international flows, as they are aware of the possibility that profits flow to low
tax-rate jurisdictions. This type of activity may be partly responsible for revenues holding
up as well.

What of the future? The existence of low tax-rate jurisdictions continues to place
pressure on statutory corporate income tax rates. Driven by tax competition forces, it is likely
that small open-economies will continue to take the lead in further lowering their corporate
tax rates the most. The larger-sized countries might be obliged to reduce their corporate tax
rates in response. However, there may be less scope in the future to offset reductions in
statutory rates by expanding the corporate tax bases. Figure 1.6 showed that the tax base has
been broadened especially during the 1980s. This trend continues during recent years, but at
a much lower pace. This implies that the ability of governments to maintain effective tax
rates while reducing statutory rates is likely to become weaker over time.

Eventually, there are two possibilities. Either revenue received from corporate income
taxes will diminish, as tax rates are reduced without any further capacity to increase the
corporate tax bases. Or the offsetting pressure to raise revenue from this source will break
the reductions in statutory rates. This analysis has provided some evidence, perhaps, that
both possibilities are happening.
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This chapter reviews the reasons for levying a corpo\géte inc%& tax. Section 2.1
S

summarizes the main reasons for taxing capital incom caus® in the absence of

sufficient reasons to tax income from capital, it is unlikely that t%ere are good reasons to, &

tax capital income at the corporate level. The discussion concludepythat there are 1:{@
reasons to tax capital income than that there are reasons not to do so. The o feasons
for levying a corporate income tax are then discussed in Section 2.2. The pros and cons of
both source-based and residence-based capital taxation are evaluated in Section 2.3.

2.1. Reasons for taxing capital income

40

Many OECD countries have (semi-) comprehensive income tax systems. These tax
systems are often considered to be in accordance with the principle of horizontal equity in
the sense that individuals with the same level of annual income - whether it is received as
wages, salaries, interest payments, dividends or capital gains - are considered to have the
same ability to pay and are therefore taxed equally. Similarly, taxpayers with a higher level
of annual income are considered to have a higher ability to pay and should therefore bear
a larger part of the tax burden. In this case, the taxation of capital income is in accordance
with the horizontal and vertical equity tax principle. However, if annual income is taxed,
taxpayers with income that varies over time might have to pay more taxes than taxpayers
with a more constant stream of earnings. This violates horizontal equity and argues for
taxation on the basis of the taxpayer’s life-time income. Horizontal equity then implies
that taxpayers who have the same after-tax income in present value terms should be taxed
in the same way, independently of their consumption pattern over the life-cycle.
Individuals who postpone their consumption to later periods are not disadvantaged by the
tax code only if the return on their savings is not taxed. Except in the case of bequests,
horizontal equity in a life-time perspective therefore requires that the “normal” return on
capital is not taxed. The taxation of the above-normal return on capital does not violate the
horizontal and vertical equity concept (OECD [2006]).

Capital income taxes have large deadweight losses compared to other taxes. Standard
economic models of optimal taxation assume that households save in order to consume
tomorrow instead of today (no bequest motives, etc.). Savings are therefore related to
expenditure on future consumption. If the return on savings is taxed, the decision to
postpone consumption and the intertemporal allocation of resources is distorted by the tax
system, as the tax drives a wedge between the prices of consumption at different dates. It
is therefore more efficient, in addition to a tax on labour income, to tax consumption
directly when households actually consume instead of taxing consumption indirectly
through the taxation of the return on savings. Economic infinite-horizon models therefore
often imply that the optimal tax on capital income is zero in the long-run (De Mooij [2005],
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Sorensen [2006]).* For instance, if preferences are additively @parable over time and the »)
discount rate equals the pre-tax interest rate, householfs will prefer to keep ir

consumption and labour supply constant over time. Under Brse assumptions, it is @imal °
not to tax capital income such that the consumer decisigns are not distorted{by)the tax

system (Boadway and Keen [2003]). Because in the shorﬁun and the megdym run, the 2
relative price distortion caused by capital income taxation @ﬁnite, itis ty y optimal to 3
have a zero capital income tax rate only in the long-run (Sorgnsen [20Q6 fact, a positive 0]

capital income tax in the short run does not distort capital accddnulation because it (%]
operates as a lump-sum tax on “old” capital, as suggested bﬁhamley (1986). The no-tax o
result is also found in the endogenous growth model of Lucas<((§'g9) because a tax 0
capital income tends to permanently reduce the growth rate of the econo.nyll—l@:(,t se
models indicate that governments that have sufficient tax and expenditure instruments

for redistributional purposes will not find it optimal to tax capital income in the long run
(Bernheim [2002]).

However, as pointed out by De Mooij (2005), these no-tax results are derived from
models in which there are no pre-existing tax distortions (no labour market and no
environmental distortions), there are no economic rents, there is no tax-arbitrage
behaviour, markets are complete and there are no restrictions on the instruments that are
available to the government to achieve its policy goals. If these conditions are not fulfilled,
it might be optimal to tax capital income also from an efficiency point of view (De Mooij
[2005]), as is suggested by the following examples.

The (labour and capital) income of proprietors is usually taxed under the personal income
tax. In the case of a (closely-held) corporation, the income of the manager-owner is usually
distributed partly as labour income, which is taxed under the personal income tax, and party
as capital income. However, in the absence of taxes on capital income, the corporation receives
a strong tax-induced incentive to pay no labour income and to distribute the income entirely
as capital income (in the absence of income splitting rules). Moreover, this provides proprietors
(unincorporated firms) with an incentive to incorporate in order to minimize their tax
liabilities by labelling their income as capital income. The absence of a capital income tax
would therefore strongly influence the choice of organisational form and it would undermine
the revenues from the personal income tax as well.

* Sorensen (2006) demonstrates this result using a simple example. In order for households to
consume one additional unit in period T, they will have to give up a small amount of consumption
today. The amount of foregone first-period consumption depends on the return on savings r (as
these funds will be invested until period T), on the capital income tax rate t (which is levied on
the return on the investment) and on the number of periods T. Under the assumption of constant

T
variables over time, the amount of foregone first-period consumption equals {1(1)) <1,
+(1-7)r

T
which can be written as [ E j [ L4r j in order to separate the impact of the return on the
1+7 1+(1-1)r

investment/time delay (this first term is smaller than 1) and the impact of the capital income tax rate
(this second term exceeds 1). Because the first term is decreasing in T and the second term is
increasing in T, the distortion of the capital income tax rate becomes infinitely large. Because future
consumption depends on the reinvestment of after-tax capital income, the effective tax rate on future
consumption increases as T grows more remote and may become infinitely large (Honohan [2003]).
As Sorensen (2006) argues, it is unlikely that there are circumstances in which an infinitely large
tax-induced distortion would be optimal. This result then implies that it is not efficient to tax capital
income in the long run.
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Jacobs and Bovenberg (2005) demonstrate that positive c@ital income taxes alleviate »)

the distortionary impact of labour income taxation on inestment in human capithl.
Labour income taxes reduce the individual’s investment ifdfuman capital and pro@e an
incentive to accumulate financial capital (De Mooij [2005]). Even though the capital)income
tax distorts the level of saving, it reduces the distortioré) the compositi@of savings.
Capital income taxes might therefore mitigate the disto@ns created b@a our income
taxes. Jacobs and Bovenberg (2005) demonstrate that thegapital jocdime tax might be
relatively high compared to the labour income tax if the‘n\ﬁ ningqgtortions dominate
saving distortions. In fact, the level of the capital income tax T¥ directly linked to the level
of the labour income tax. A higher tax on labour income will rB;everely distort the®
individual’s human capital accumulation and therefore calls for a largeerfEt@ﬁa on
capital income. Direct educational subsidies, on the other hand, might (partly) eliminate

the case for positive capital taxes.

Capital income taxes might not only be optimal to reduce the existing labour market
distortions. If production causes a harmful (negative) externality to the environment,
Batina and Ihori (2000) demonstrate that a positive capital income tax rate may be optimal
as well.

Moreover, the no-capital-income-tax result is derived from models that do not allow
for economic rents. In the presence of pure profits, however, a positive capital income tax
may be optimal.

A positive capital income tax rate might also be optimal in the presence of borrowing
constraints (Hubbard and Judd [1986] and Bernheim [2002]). The standard model assumes
that households can borrow at the beginning of their life-cycle, which might be optimal if the
household has insufficient first period endowments and/or labour income in order to reach
the optimal consumption path during its life-cycle. If households are forced to consume less
at the beginning of their life-cycle because they cannot borrow to finance the additional
consumption, a reduction in the capital income tax rate will not necessarily change
consumption patterns over the life-cycle; the household will not necessarily consume more
in the future as a result of the reduction in the price of future consumption. However, if the
loss in tax revenue as a result of the reduced capital income tax rate is financed by an
increase in the labour income tax rate, this tax increase will force the household to consume
even less at the beginning of the life-cycle. In the presence of borrowing constraints, the
efficiency costs as result of an increase in the tax on labour income may therefore exceed the
efficiency gains that result from a revenue-neutral reduction in the capital income tax rate.
A positive capital income tax rate might then again be optimal.

On the basis of the analysis of Arrow and Lind (1970), De Mooij (2005) makes another
claim for a positive tax on capital income in the presence of uncertainty. Risk-averse
taxpayers prefer a certain outcome over a weighted average of uncertain outcomes with
the same expected value as the certain outcome. As capital income is risky by nature, by
implementing a capital tax on positive capital income while providing a full loss-offset in
case of negative capital income, the government reduces the taxpayer’s uncertainty. The
taxpayer will then require a lower risk premium which will reduce the cost of capital and
increase investment.

In overlapping generation models, the zero capital income tax result in the long run

does not hold except in special circumstances (Boadway and Keen [2003]). Erosa and
Gervais (2002) obtain a positive capital income tax, if tax rates cannot be conditioned on
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age, because future consumption is assumed to be more cor@lementary to leisure than »)
current consumption (see also Sorensen [2006]). A similar restlt is found when pare t

only care about the wealth of their children but also care mut the level of their b@ests ®

(Batina and Ihori [2000]).

Moreover, Abel (2007) shows that the neutrality i@plications of c@tal income i)
taxation under immediate expensing at the firm level carr}!d/er totheg @1 equilibrium. J
This implies that it is optimal, even in an infinite-horizon m@el, tol ?ﬁositive constant /]
capital income tax rate in every period if firms are allowed @ mme&iately expense their v
investments. Abel also shows that the capital income tax wpuld be able to raise a, g
substantial amount of tax revenue because, in a dynamically effidldn$ economy, (tax \
capital income is larger than investment. In fact, the amount of tax rev@ndgc@l&tg?:
proportional to the tax rate and the amount of revenue - in a closed-economy setting - is

arbitrarily close to the amount of taxable capital income in the economy:.

In summary, the extensions from the basic infinite-horizon models do not provide a
strong case for the exemption of the return on capital income (normal return and
economic rents) from the (corporate or personal) tax base. Batina and Ihori (2000) therefore
conclude that it is unlikely that in a complex second-best environment a zero capital
income tax rate would be optimal even in the long run. The recent work of Abel (2007)
strengthens this conclusion.

2.2. Reasons for taxing corporate income

The main reason for imposing a corporate income tax is that the tax plays an
important withholding function, acting as a “backstop” to the personal income tax (OECD
[2001]). Corporate income that is distributed as dividends or interest is taxed at the
personal level as it is earned. In the absence of a corporate income tax, however, business
earnings that are retained escape taxation until the shareholder realizes its capital gains or
losses. Tax authorities tax capital gains on realisation because it often is considered to be
administratively and politically infeasible to tax capital gains at the shareholder level on an
accrual basis. Moreover, in the absence of a capital gains tax, retained business earnings
would not be taxed at all. Therefore, by levying a corporate income tax, tax authorities
prevent shareholders from sheltering their equity income from taxation.

As pointed out in Section 2.1, if the difference between the tax burden on capital and
labour income is too large, taxpayers obtain a tax-induced incentive to incorporate and
transform their highly taxed labour income into lower taxed capital income. Especially if
capital gains are untaxed or taxed upon realisation, a corporate tax might be needed in
order to avoid excessive income shifting (Zodrow [2006]).

Governments may want to levy a corporate tax if corporations produce in a particular
country — despite that country’s corporate tax rate — because they can earn location-
specific rents. Corporations might want to serve that country’s domestic market; they
might want to take benefit from the country’s natural resources; they might want to be
close to the other corporations that produce in that particular country (in order to
minimize transportation and other trade costs, to benefit from technological spillovers
between firms, etc.); or they might want to avoid trade barriers such as tariffs and quotas.

Another explanation for levying a corporate income tax is that it captures part of the
benefits of public expenditures on goods and services (infrastructure, legal and regulatory
system), of public expenditures on education and training (good qualified labour force, etc.)
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and of the legal provisions (e.g., limited liability) that are offergl to the corporation (Mintz »)

[1995] and OECD [2001]). However, there is no clear link betwebn the corporate tax pai d
the public benefits that the corporation has enjoyed. On th&lther hand, if user fees{&qnot
directly be charged to the corporation for the public bBefits it enjoys, th porate
income tax may serve as an imperfect substitute.

The corporate income tax also acts as a withholding t&ﬂon equity ;@e (distributed
dividends and retained earnings/capital gains) earned }\g)non—r idenit shareholders,
which would otherwise escape taxation in the source cgbmptry the absence of a

cgwr ). In fact, the corporate
income tax replaces a withholding tax at source on the peﬁﬁps of non-resi
shareholders, but it does not replace a withholding tax at source on the iﬁtell?_st@aﬁments
received by non-resident bondholders.

withholding tax on dividends distributed to foreign shareh

In the case of non-resident shareholders, the corporate tax burden is effectively
exported to the foreign owners of the domestic capital stock (Sorensen [2006]). In fact,
Mintz (1994) has suggested that countries continue to levy a corporate tax because
increased globalisation has increased the foreign ownership of shares. This result is
supported by Huizinga and Nicodéme (2003) who concluded, on the basis of data for
Europe, that there is a significant positive relationship between the average effective
corporate tax rate and the share of domestic corporations owned by foreigners. On the
other hand, a (relatively high) corporate tax rate also provides a tax-induced incentive to
foreign investors not to invest in the domestic market.

The corporate income tax might also attempt to transfer tax revenues from countries
that tax their multinationals on their worldwide income but allow foreign tax credits for
the corporate taxes paid at source. This is the so-called “treasury transfer” effect (Zodrow
[2005]). In that case, not levying a corporate income tax in the host country might not affect
the multinational’s finance and investment behaviour but might only transfer the
corporate tax revenue from the host country to the multinational’s country of residence.
However, this effect can only partly justify a corporate income tax. For instance, many
countries do not tax multinationals on their worldwide income, some multinationals have
more foreign tax credits than that they can use and multinationals would have to pay the
host country’s corporate tax immediately while the foreign tax credits could only be
obtained when the profits are repatriated back home. Moreover, the effect implicitly
assumes that the home country’s corporate tax rate exceeds the host country’s tax rate and
ignores tax-planning by the corporation.

Sorensen (2006) points out that governments may want do levy a corporate tax
because capital is not perfectly mobile. For instance, French and Poterba (1991) have found
that individual portfolios are heavily specialised in domestic securities even though there
are large potential gains from international diversification. The literature provides a
number of reasons why capital is relatively immobile internationally. First, the actual
relocation of capital is expensive. Second, Gordon and Bovenberg (1996) argue that
asymmetric information might explain the relative immobility of capital. The fact that,
especially small, foreign investors have poorer knowledge of domestic markets might
induce them to over-invest in their home country and less in foreign markets. Third,
investors will want to hold securities from different countries in order to diversify their
portfolios as long as the corporate tax disadvantages are not too large (Sorensen [2006]).
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Another argument for levying a corporate income tax is @at it could be designed to /)
only tax economic rents. Because economic rents are profis in excess of the req{id

(normal) return, the corporate tax would not create an}%fﬁciency losses. In f@ the °

corporate tax revenue allows reductions in other distortignary taxes, which would

lead to an improvement in overall economic efficienc;ﬁ‘)ECD [2001]). Ofxgourse, this i)

argument does not offer a justification for most current c@orate tax sys{gns that do tax 3
v

the investment’s normal rate of return. Moreover, even if oply econo id@ents are taxed by

the corporate income tax, the tax would continue to influenge the g?lsions that depend (%]
on the average corporate tax burden, as for instance the choice6f the business’s legal form,

the location of the investment and the profit shifting decis{(rE,between high a@l(
lower-taxed jurisdictions. ° L e C,('

The popular view is that corporations should pay their fair share of the tax burden.
Moreover, if the burden of the corporate income tax falls (only) on capital, it could be
argued that the tax contributes to the tax system’s progressivity as capital income is
mostly concentrated in the upper deciles of the income distribution. However, the
corporate tax will fall not only on the owners of the corporation, but possibly also on
consumers who will have to pay higher prices for the goods and services and on workers
that might receive a lower wage. This point (see also Section 4.3 on corporate tax incidence)
therefore offers only a weak argument in favour of the corporate income tax and is possibly
only relevant in the short run.

Finally, it is often argued that the corporate tax can be used to stimulate activities that
are beneficial for society as a whole (as, for instance, research and development,
investment in less affluent regions, etc.). However, this argument does not directly offer a
justification for levying a corporate income tax, as these particular activities might be
stimulated by providing direct subsidies instead of taxing them at lower (effective)
corporate tax rates.

2.3. Taxing capital income at the corporate or personal level

Instead of taxing income at source under the corporate income tax, capital income
might be taxed at the personal level instead. As the corporation is owned by its
shareholders, the ability-to-pay tax principle makes a strong case for the allocation of
corporate income to the corporation’s underlying shareholders such that their total capital
income can be taxed at the personal level in their country of residence. This raises the
question of the optimal mix - in terms of efficiency, equity, tax revenue and complexity -
of corporate level (source-based) and personal level (residence-based) taxation of capital
income. This optimal mix of residence-based and source-based capital taxes might of
course evolve over time and it might be different for different countries.

The taxation of capital income in the country of residence - at the personal instead of
the corporate level — seems to be attractive for a number of reasons. First, the high mobility
of capital implies that it is highly distorting to tax capital income at source. It also implies
that the less mobile production factors will bear the largest part of the burden of the tax
(see Section 4.3 on corporate tax incidence) and it is therefore more efficient to tax these
factors directly instead of indirectly through the corporate tax. Corporate tax competition
will result in lower corporate tax rates, which then puts a downward pressure on tax
revenues which, in turn, might lead to under provision of public goods. Moreover, through
tax-planning, corporations are often able to reduce their tax liabilities considerably. The
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corresponding tax compliance costs are even deductible fror@the corporate tax base. In »)

fact, under residence-based taxation, investors have an incehtive to invest in the c
where they face the most attractive investment opportunit@, as similar returns ea@ed in
different countries will be taxed in the same way under tﬁ tax rules of the sh older’s
country of residence. This capital export neutrality impkes that the capitaZhincome tax
system does not distort the international location of c@ital, investm@t and profits.
Moreover, Sorensen (2006) argues that most household sayings ar cl@hnelled through
institutional investors (insurance companies, pension funds,@c.) can be taxed more
easily in the household’s country of residence.

On the other hand, the analysis in Section 2.2 has presented(g B}mber of argu @‘
why taxation at source might be attractive. In addition, all shareholder® wlmleegn the
same after-tax return irrespective of their country of residence, which implies capital
import neutrality, if only source-based corporate taxes would be levied. De Mooij (2005) also
points out that the residence principle in general is more difficult to enforce than the
source principle. In order to implement the residence principle, the tax administration in
the country of residence requires a lot of information with respect to the foreign-earned
capital income of their residents. This creates tax evasion opportunities for taxpayers
because their foreign-source taxable capital income might easily be concealed from their
home country’s tax authorities. In order to implement the residence tax principle
successfully, it is therefore absolutely necessary that tax administrations of different
countries exchange detailed taxpayer information.

In reality, many governments tax capital income at source under a corporate income
tax (and possibly under an additional withholding tax) and tax the capital income of their
residents at the personal level as well. This might result in double taxation of investment
income. However, the combination of both source-based and residence-based taxation at
lower rates probably creates fewer distortions, given the government’s required tax
revenue, than the implementation of either a source-based corporate income tax or a
residence-based capital income tax at higher rates. The optimal mix of a (source-based)
corporate income tax and (residence-based) personal income taxes on investment income
might depend on different factors. Important agglomeration effects and a large amount of
foreign investment in a particular country might favour a source-based corporate income
tax. Factors that might lead to more residence-based capital taxes at the personal level are
the amount of domestic investment income, the use of withholding taxes on domestic
investment income, the mobility of capital, the ease with which residents’ international
investment income can be traced and the amount and the quality of the information that
is received from other countries’ tax administration.
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Instead of a corporate income tax, governments may imﬂément orate cash-flow
tax. This tax is sometimes referred to as a consumption of cbrporate tax. Before

discussing in detail the corporate income tax in Part II and the cgrporate cash-flow tax in, &

Part III of this report, this chapter sets the stage by reviewing the u119amental differe%\e)
between income-based and consumption-based taxation - either impfenle_n@dcat the
corporate or personal level. The different accounting systems are at the centre of this
discussion on fundamental corporate income tax reform; they are therefore reviewed first.

3.1. Different types of accounting systems

48

Fundamental corporate income tax reform cannot be discussed in isolation of the
effects of the different accounting rules that are (or might be) applied for tax purposes:
accrual-basis (accrual) accounting, realisation accounting and cash-basis (cash, cash-flow)
accounting. The main difference between these accounting systems is the moment at
which income and expenses are considered in the tax base.

Under accrual-basis accounting, corporate income is included in the tax base when it
is earned - not when cash is received — and corporate expenses are deducted when they are
incurred — not when cash is paid. Accrual accounting implies that cash expenses creating
benefits in later years cannot immediately be deducted from the corporate income tax
base. Equivalently, cash which is received today but which relates to economic activity in
the future should not be included in the current corporate tax base either. The corporate
tax base under accrual accounting therefore consistently deviates from the firm’s cash flow
in any particular year. Accrual accounting then requires a detailed set of tax rules which
defines the proper timing of inclusion of earnings and deduction of expenses (so-called
“capitalisation” of assets (Edwards [2003]). This tax complexity might be reduced by the use
of accounting standards.

There are two main issues that can be raised with respect to capitalisation of assets.
First, tax authorities have to determine which assets require capitalisation rather than
have their costs immediately deducted from the corporate tax base. The main rule is that
assets that produce benefits in future years should be capitalised. These rules then imply
that the purchase price of buildings, machinery, equipment, means of transportation and
of intangible assets should be depreciated (amortised) over time.

Second, tax authorities have to stipulate tax depreciation rules which determine how
investment expenses can be spread over time. This raises the issue of the particular
method that can be applied and the length of the period over which the asset can be
depreciated. Ideally, depreciation allowances match the asset’s economic obsolescence,
the loss in value from wear or tear and/or the change in monetary value of the asset over
time (Chua [1995]).

Under these tax rules, the investment’s revenue yield that is taxed under the corporate
tax and the depreciation of the underlying investment — the loss in value due to the
depreciation of the asset is a cost that can be deducted from the corporate tax base, which
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then reduces the corporate taxes that are due - are separate ’@ues. However, tax models »)

often do make the link between the investment’s returnand the depreciation e

investment’s asset. This approach provides a useful fram&fork to analyse the imQ}ct of

the tax depreciation allowances under accrual-basis accoating on the invest ’s after-

tax rate of return, as will be discussed in the next paragrapH. b

U
In tax models, the return of an investment consists of\a}eal return ‘éa return to pay J
for the real decline in value of the investment. This return, }\gﬁfever, j taxed under the /]
corporate tax. In order to offset this tax, the corporate inco ax sﬁm allows the firm v
to deduct part of the investment from the corporate income jax base. In the case of, @
economic depreciation allowances, the tax deprecation allowance %actly offset that pgix
of the return which pays for the economic depreciation of the investfneh_t.@g't en
implies that the return which the firm receives to pay for the asset’s decline in value is
effectively not taxed at the corporate income tax rate. Or, put differently, that the corporate
tax rate is levied only on the real return of the investment. If tax depreciation allowances
deviate from true economic depreciation of the asset, the corporation’s taxable profits will
exceed or be lower than the profits in real terms and will therefore deviate from the ideal

tax base under accrual accounting.

Corporate income tax systems in OECD countries mainly use accrual accounting rules.
The implementation of these rules, however, is sometimes impractical and would entail
high administrative costs. The tax treatment of some corporate assets and liabilities are
therefore based on realisation-basis accounting. The corporate capital gains tax, for
instance, can often be deferred until capital gains (or losses) are realised. However, the
inconsistency between accruals accounting and realisation accounting might be exploited
by taxpayers to lower their tax liabilities. Once taxpayers have discovered these
opportunities, the tax authorities will have to counter them with special anti-abuse rules
in order to protect their tax revenues (Bradford [2000]).

While taxation upon realisation attempts to bring accrual-basis accounting in
accordance with practical feasibility, cash-basis accounting takes a totally different point
of view. Cash-basis accounting recognizes income when cash is received and expenses
when cash is actually paid. Under cash-flow accounting, the corporate tax base consists of
income when cash is received net of expenses when costs of materials, inventories,
equipment and structures are purchased. The cost of investment is then immediately
deductible from the corporate tax base and should no longer be depreciated over the
asset’s life-time.

The corporate tax system in most OECD countries contains elements of cash-flow
accounting. For instance, expenses for consultancy, marketing and advertising and
research and development can often immediately be expensed. Even though these
investments yield benefits in future years, they can immediately be deducted from the
corporate tax base.

Immediate expensing provides a larger tax gain than economic depreciation
allowances. In fact, the immediate corporate tax saved as a result of the deduction of the
investment from taxable corporate profits entirely offsets the corporate tax rate on the
investment’s normal profits. Immediate expensing therefore implies that the normal
return of the investment is not taxed at the corporate tax rate, as will be demonstrated in
the next section.
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3.2. Corporate income versus consumption type of tax rgform

50

The main difference between consumption and incqme-based taxation is th\t&x
treatment of savings. An ideal personal income tax - foll%ng the Schanz-HgigsSimons
definition - is characterised by a tax base at the personagdevel that includes market
value of consumption plus changes in net wealth on an accruals basis (I :é+ dWw). The
changes in the net wealth are the household’s savings, ich then i @s that the tax
base satisfies: I = C + S. The base of an ideal consumption ta&)s the n@s the base of the
ideal income tax except that the household savings are excl@ed. TRe tax base therefore
satisfies: C=1-S.
\

Ideal income taxes require a system of accrual accounting, whbh ta.ke into aEchah
the accruing gains and losses on assets and liabilities. However, to follo\j-thg income
definition in practice would be very difficult, and would imply fairly high compliance and
administrative costs. In practice, income tax systems are mainly based on realised income.
This implies that capital gains, for instance, are taxed when they are realised and not when
they accrue (if they are taxed at all). Also other types of (capital) income are taxed in a
different way than under an accrual accounting system. The fact that actual income tax
systems do not tax all types of income in an equal manner provides possibilities for
arbitrage behaviour. This lack of neutrality, in turn, increases the compliance and
administrative costs, reduces tax compliance and tax revenues and impairs the efficiency
and equity of the tax system.

A tax system that is based on cash-flow accounting includes income in the (corporate
and/or personal) tax base when cash is received net of expenses when costs are incurred.
For instance at the personal level, cash receipts would be the sum of wages, interest,
dividends and sale of assets, but accruing gains and losses on assets and liabilities would
not enter the tax base. If savings are expenses that are immediately deductible from the
(corporate and/or personal) tax base, the cash-flow accounting system implements a
consumption type of tax.

Consumption type of taxes can be implemented in different ways. Consumption can be
taxed directly, as for instance under a VAT. Consumption can also be taxed indirectly, either
by using the “tax prepayment” method or by implementing the “tax expenditure” method.
These methods can be implemented at the corporate level and/or at the personal level.
Under the “tax prepayment” method, savings are not deductible from the tax base but
consumption out of savings - which are the original savings augmented by the savings’
return - is not taxed either. The tax on future consumption is then paid up front, through
foregoing the savings deduction from the tax base (Bradford [2005]). Under the “tax
expenditure” method, savings are deductible from the tax base but these savings augmented
by their return are taxed when the funds are consumed. These methods are equivalent in
that they yield the same tax revenue to the government in present value terms (under the
assumption that the tax rates remain constant over time) if the investment earns a marginal
return (equal to the discount rate/interest rate). Of course, the timing of the tax payments
will be different. Both methods are consistent with cash-flow taxation.

However, the deduction of savings from the tax base under cash-flow accounting does
not imply that all taxes on capital income are eliminated under a consumption tax (under
the “tax expenditure” treatment). Hubbard (2005) decomposes the return on investment in
four components: the risk-free interest rate which Hubbard refers to as the return to
waiting, the expected risk premium for investing which is the return to risk taking, the
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returns to monopoly profits/market power, entrepreneurial @ill or ideas (the economic /)

rents), and the remainder which reflects good or bad luck. Ekeept for the first compxh t
er

which is taxed under the income tax but not under the cmsumption tax, all thre@ ®
components — although one can discuss about the impact Qf the risk premium below)

- are included in the consumption tax basis as well a the income tg¥}basis (“tax i)
expenditure” treatment). In particular, above-normal retu@ or economi€gyents are taxed 3
under both taxes, as we will demonstrate below (the ositiop, f&ows closely the (0/]
exposition in Hubbard [2005]) for a corporate investment projgct. Q\ (%]

If an investment project earns in every period a real return egual to the risk-free real @,
interest rate, the unit cost of this marginal investment will Z%LBL the present vglyk
- discounted at the risk-free interest rate - of its stream of before-ta% dmf@q—f this
investment can immediately be deducted from the corporate tax base, the corresponding
tax gain will offset the taxes on the return of the investment in every period. The real/
nominal risk-free interest rate is therefore not taxed under a consumption tax. The return
that the firm receives to pay for the depreciation of the investment is not taxed either.
However, if the investment’s return exceeds the risk-free interest rate by the economic
rents, the tax gain due to the immediate expensing of the investment offsets the taxes on
the risk-free interest rate and the premium to pay for the depreciation of the asset but not
the taxes on the investment’s economic rents (under the “tax expenditure” method). This
result is derived in Box 3.1. This result implies that economic rents are taxed under the
consumption tax as well as under the income tax. Thus a consumption type of tax exempts
the risk-free (normal) rate of return but fully taxes above-normal returns (the economic
rents) under the “tax expenditure” method. On the contrary, the “tax prepayment” method
does not tax the marginal return nor the economic rents. The method does not allow for
the immediate deduction of savings, but savings (including the normal return and rents)
are not taxed afterwards either.

Risky investments have a higher required rate of return than risk-free investments. An
increase in the risk premium will increase the tax revenues for the government (under
the “tax expenditure” method). In this sense, the risk premium is taxed under the
consumption tax and under the income tax (Hubbard [2005]). However, in case of
investment projects that cost the same, have the same expected return but have a different
risk profile, the different risk premium will not affect the present value of the tax revenues
if the taxes are discounted at the rate that includes the risk premium. The market value of
the extra expected revenue is zero because it compensates government for the increased
risk with respect to its tax revenue. (The government is a silent partner in the investment,
who receives more if the investment turns out good and less if the investment turns out to
be a failure.) Hubbard (2005) argues that in that sense neither the income nor the
consumption tax system taxes the risk premium. Hubbard (2005) also points out that the
realised return that exceeds this required (expected) rate of return - reflecting good luck -
is also taxed under the income and consumption tax. In case of similar loss provisions
under the income and consumption tax system, the realised return that is lower than the
required rate of return - reflecting bad luck - will have the same tax consequences under
both tax systems as well. Again, this argument is only valid for the “tax expenditure”
method but not for the “tax prepayment” method. Under the “tax prepayment” method,
the risk premium and the return that reflects good or bad luck are tax-exempt.
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Box 3.1. Immediate expensing

This box derives the present value of the after-tax ret& on investment if t eﬁ}m
invests an additional euro and if the firm can immediatelg deduct the entire co that
investment from its corporate tax base (immediate expen@). é

Itis assumed that, in every period, the firm earns a real re@n r+er+39, W@h is the sum
of the real interest rate r, the economic rents er and a retur&o pay fé; depreciation §
of the investment. The total return r + er + § is taxed at the copporate rate t. The value
of the asset — and therefore the return the investment genera@— increases at the rate of
inflation =, drops in value at the rate of depreciation & and is discouﬂm at the rate p, which
is equal to the nominal interest rate r + . All variables are assumed40 bg copstant v&\)
time. Time is represented by t. Under immediate expensing, the cost of the ir?te's%ent is
fully deductible from the corporate tax base, which yields an immediate tax gain t. The
present value of the after-tax return of the firm’s investment V amounts to:

P

V=1+ I(l —1)F+er+8)-e TGt

t=0
where p=r +r, or:

- (r+8)+(@-t)er  (r+3)+(1-7)er
- p+d-m - r+d

Due to the immediate expensing of the investment, this result demonstrates that only
the economic rents are taxed at the corporate tax rate. The real interest rate — the normal
rate of return - and the return to pay for the depreciation of the investment are not taxed
under the corporate tax.

Assume for instance thatr = 5%, er = 7%, & = 8%, © = 4% and t = 30%. The present value of
the corporate tax on the investment’s normal return and return to pay for the depreciation
t-(r+8) 30%-13%
p+6-n  13%
corporate tax rate. As a result, the tax gain in the first period due to the immediate
expensing of the investment fully offsets the corporate taxes on the investment’s normal
return and return to pay for the depreciation of the asset over time.

of the asset then amounts to: =0.30, which exactly equals the

A consumption type of tax might be preferred on efficiency grounds as it exempts the
normal return on capital from taxation. However, the tax expenditure method continues to
tax the economic rents, as opposed to the tax prepayment method, and might therefore
continue to distort the agents’ behaviour, for instance, in an open economy setting.
Moreover, the analysis in Section 2.1 implies that it might in fact be more efficient to levy
a rather low rate on the entire return on capital (although Abel [2007] challenges this
conclusion by demonstrating that a cash-flow tax is efficient but a capital income tax is
not) if the resulting tax revenues are used to alleviate the tax burden created by other
distortionary taxes. Moreover, because the risk-free return (normal rate of return) is a small
component of the total return to savings (Gentry and Hubbard [1996]) - the risk-free
interest rate has historically been quite low (Zodrow [2005]) — the efficiency gains from
consumption taxation are in fact rather small (Weisbach and Bankman [2005], McCaffery
[2005]), especially in periods with high inflation.

Cule
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The implementation of either a consumption tax or an incgne tax can be evaluated on ¢>
equity grounds as well. As argued in Section 2.1, the taxatden of the normal ret n
capital satisfies the horizontal and vertical equity tax p%ciple if these princip@s are

applied to the taxpayer’s annual income. However, on the hasis of the taxpaye fe-time

income, horizontal and vertical equity will only be realiseld=f the normal re on capital i)
is exempt from capital income taxation and only the econd@ic rents are t . In this case, 3
the tax expenditure method, as opposed to the tax prepayment me o@implements the (0/]
horizontal as well as the vertical equity tax principle. Moreov Gengz\and Hubbard (1996) (%]
noted that high-income households obtain more capital incc@e in the form of returns to o
risk-taking and economic rents than lower-income household¢. The move toward <
consumption tax (“tax expenditure” method) would therefore be léss regr¢ssipre (h‘a‘n it

seems at first sight.

The implementation of the “tax expenditure” method would imply a strong
immediate reduction in tax revenues as savings are tax-deductible as opposed to the “tax
prepayment” method. However, in present value terms, the reduction in tax revenues will
be larger under the “tax prepayment” method because it exempts the entire return from
tax, as opposed to the “tax expenditure” method that exempts only the normal return.
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Ihis chapter reviews the main drivers of corporate inconggtax r from a domestic
and international point of view. The domestic and internatior@disto ions that are caused

by the corporate income tax are reviewed in Sections 4.1 and 4.2 reggectively. Tax incidence , &
is

issues, from a domestic and open-economy point of view, are sed in Sectio
Section 4.4 focuses on the level of tax revenue that is actually raised By Ihe&)gjorate
income tax. The implications of the complexity of the corporate income tax system are
discussed in Section 4.5.

4.1. Domestic efficiency considerations

58

The corporate tax system distorts the corporate firm’s finance and investment
behaviour in a number of ways. This section reviews the domestic impact of the corporate
tax system on the firm’s total amount of investment and its investment projects, on the
firm’s preferred sources of finance, on the total tax burden of debt and equity-financed
investment, on market dynamics and on mergers and acquisitions, and on the legal form
that is chosen by the firm.

The efficiency implications of the corporate income tax in an open-economy
framework may deviate from the impact of the corporate income tax in a closed-economy.
The corporate income tax distortions in an international setting are determined by the
corporate income tax systems in both the home and the host country. A detailed
discussion is presented in Section 4.2.

Total investment and type of investment project

The corporate tax rate increases the cost of equity-financed investment and has
therefore a negative impact on the corporate firm’s total amount of equity-financed
investment. Given a predetermined after-tax return required by the corporate firm'’s
shareholders - for instance the interest rate augmented by a risk premium - the firm'’s
investment will have to yield a higher return in order to pay for the shareholder’s required
return and the corporate tax. The increase in the investment’s required return might then
decrease the corporation’s total amount of equity-financed investment.

Because often tax depreciation allowances do not exactly match the economic
depreciation of the asset, the corporate tax system might also distort the type of
investment projects that firms invest in. The difference between economic depreciation
and tax depreciation might vary between type of investment projects and between
industries. It would be administratively very costly to design an asset-specific tax
depreciation system that corresponds to the economic depreciation of every particular
asset. Depreciation rules therefore apply to broad asset groups and tax depreciation rules
will only approximate the actual decline in value of the asset. This different tax treatment
then distorts the corporation’s choice for particular investment projects and might give
some firms a tax-induced competitive advantage compared to other firms.

A
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The corporate tax system approximates the asset’s econo@c deprecation pattern over »)
time by imposing particular tax depreciation methods. The ndest commonly used m s
are the straight-line method - the historic cost of the a@et is written down il(bqual
amounts over the asset’s estimated economic life - and thedeclining-balance od that
provides larger depreciation allowances at the beginninﬁf the asset’s lifg\gnd smaller i)
allowances at the end. The declining-balance method al@/s tax deprec@mn at a fixed 3
rate which is applied to the value of the asset net of th(iﬂepreciéi\(glaccumulated in (0/]
previous years (Chua [1995]). O

2

)

Even if the tax depreciation method approximates the asset’s economic depreciation , ¢,
pattern over time very well, the actual tax depreciation rate %i t deviate from,_th
economic rate of depreciation. Depending on the asset’s characteristics,‘aslgtelgfo ten
assigned to a particular asset class that allows for a specific tax depreciation rate, which is
supposed to correspond to the asset’s economic life. Within this particular class, longer-
lived assets then obtain a corporate tax advantage compared to shorter-lived assets. This

over- or under-taxation becomes more severe the lower is the amount of asset classes.!

Replacing the asset might become more expensive over time due to inflation, even
though the price of some assets has decreased over time (personal computers, the use of
communication technologies, etc.). Tax depreciation allowances that correspond to the
actual economic depreciation of the asset are therefore based on the asset’s replacement
costs instead of its historical costs. Not indexing for inflation (and technological progress)
might then lead to over-taxation, which will discourage corporate investment. However,
most countries allow only for tax depreciation of the historical cost of the investment (see
also Figure 1.6). On the other hand, as price stability has become the key objective of many
central banks, the inflation concern is less serious than before.

The corporate tax systems in many OECD countries violate tax-neutrality because
investment in intangibles (advertising and other marketing expenses, research and
development, company training) can often be immediately expensed. Moreover,
authorities might provide special tax credits to particular investments and/or industries or
allow for accelerated tax depreciation allowances in order to stimulate investment. These
special incentives might of course attempt to internalize positive external effects as, for
instance, in case of research and development.

Debt versus equity-financed investment

Interest payments are deductible from the corporate income tax base but the return
on equity is taxed at the corporate tax rate. This tax rule provides corporate firms with a
tax-induced incentive to finance investment with debt rather than equity. This may make
companies more prone to insolvency and discriminates against small companies and
start-ups, which have reduced access to and less favourable terms on debt financing and
thus often depend more on equity. Also corporate firms that own firm-specific assets
against which it is difficult to borrow suffer a tax-induced competitive disadvantage
(Cnossen [1996]).

However, the corporate advantage of debt might be lost if the interest payments are
not entirely deductible from the corporate tax base. This might be the case if the firm’s
earnings are too low or because the firm possesses a large amount of other deductions,
such as depreciation allowances and/or if (part of) the investment can be immediately
expensed. These corporate tax shields are less likely to be lost when there are tax loss carry
backs or carry forwards.
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Because nominal interest payments are deductible, the deb@equity distortion increases

with inflation. However, the concerns about the inflation rateten the debt-equity dist n
have eased over time because of the rather low inflation ra% in many OECD count@s.

The preference of debt over equity as source of finence not only depe on the
differences with respect to the corporate tax treatment."The debt-equity &oice is also
influenced by the taxes at the personal level on interest payrda)its, dividend, @d capital gains.

Moreover, the debt-capital ratio will also depend on othéi;non-t%osts. In addition to
the different taxes at the personal level on debt and equity il@me, also bankruptcy costs

and adverse selection problems in the credit market generally wi]{;nake it optimal to have e

a debt-capital ratio that is less than 100 per cent. However, firrbs might attem&\tb
circumvent the traditional restrictions on debt by using newly devglolletﬁmancial
instruments as, for instance, debt-equity hybrid securities. These financial “innovations”
then allow firms to increase their debt-equity ratio, and lead to higher (corporate)
tax-induced (financing) distortions.

Efficiency under the “new” view and the “nucleus” theory of the firm

One approach to the efficiency implications of the corporate tax is the so-called “new”
view of dividend taxation (King [1974, 1977], Auerbach [1979] and Bradford [1981]). The new
view studies the firm’s finance and investment decisions which depend not only on the
corporate income tax but also on the taxes on interest payments, dividends and capital gains
at the personal level. The new view considers dividends to be the “residual” use of profits. The
firm will distribute dividends only if no profitable investment opportunities are available.

Instead of focusing on the King and Fullerton (1984) type of framework, the following
analysis evaluates the impact of the corporate income tax under the “new” view applying
Sinn’s (1991) dynamic life-cycle model of the firm. This framework, which is also referred
to as the “nucleus” theory of the firm, studies the finance and investment decisions of a
newly founded firm that invests until it becomes mature and starts distributing dividends.
The analysis assumes a “classical” type of income tax system. A similar type of analysis
could of course be made for other type of tax systems. The analysis will briefly discuss
Sinn’s (1991) model and the extension by Brys and Bovenberg (2006); it will be argued that
the cost of capital on investment financed with newly issued equity can either exceed or be
lower than the value suggested by King and Fullerton (1984). Afterwards, the models will be
used to evaluate the efficiency implications of a change in the corporate tax rate.

If retained earnings are a cheaper source of finance than newly issued equity and debt
- the assumption throughout this analysis unless indicated otherwise — a young, newly
founded firm will issue only a nucleus of new equity. The return on the initial investment
will be retained and reinvested during the internal growth phase of the firm. The firm
keeps on reinvesting its earnings for a while. Eventually, however, the firm stops investing
because there are no additional profitable investment opportunities and the firm will start
distributing dividends. In the steady state, the firm’s marginal investment is therefore
financed with retained earnings and the return on the investment is distributed as
dividends. The cost of capital and the marginal increase in value of the firm’s equity in the
steady state are discussed in Box 4.1.

Sinn’s internal growth path is driven by the difference in after-tax value of dividends
and capital gains. If the firm would issue a lot of new equity, it could start distributing
dividends in an early stage of its life-cycle. However, the after-tax value of the firm is

K
Cule
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Box 4.1. The corporate income tax under the “new” view \A
(S

investment must earn in order to be profitable, on a firm’s.marginal investment

under the new view. It is assumed that capital gains are ta at a lower (overgh) rate than
dividends. The analysis abstracts from depreciation and asguines that there/s\JTo inflation.
s represents the corporate income tax rate; tq is the divide%x at the @onal level; 1, is
the personal income tax on interest payments; the tax rat€ on reaQid capital gains is

transformed into an equivalent tax rate t, on accrued capital ga@, and r is the interest rate.

This box presents the cost of capital, which is the rrmimum required ret
éé}ision

Cule

Under the “new” view, the firm will invest its retained earniﬁgs until the marginal\)
product/revenue of an additional unit of capital (cost of capital) f’(K) ehﬁ

als Lec‘t
(1-7,)

F(K) = (I-t)l-1,)

If the firm retains and reinvest 1 currency unit of before-tax profits, it actually invests
(1 -1)(1 - 1) of after-tax profits. The return on this investment f’(K) will be distributed as
dividends. The after-tax return of an investment financed with retained earnings while the
profits are distributed as dividends then is (1 -t)(1 - 1f"(K)(1 - 4)(1 - 1¢). Instead of
reinvesting its earnings, the firm might distribute its profits as dividends to shareholders
who invest them in market debt, which would yield (1 -14)(1 - tr(1 - 1p). The firm will
therefore invest as long as the after-tax return on investment financed with retained
earnings exceeds the after-tax opportunity return of investment in market debt.

Similarly, the firm will invest its retained earnings, which yields capital gains, until the
marginal increase in value of the firm’s equity q equals the cost of the additional
investment, which are the net dividends foregone:

q - (1-14)(1-7y) _ (1-1,) <1

(1-7)(1-7y) (1-7.)

If the firm retains and reinvest an additional euro, the after-tax increase in value of the
firm’s equity equals (1 -1)(1 - t)q. If the firm distributes the additional euro, the
household receives after-tax dividends (1 - 14)(1 - ). The firm invests until the household
is indifferent between retaining and distributing the firm’s earnings. Because it is assumed
that capital gains are taxed at lower rates than distributed dividends, the increase in value
of the equity is lower than 1.

maximised only if the corporation issues less new equity so that investment can be financed
with retained earnings which yield capital gains that are taxed, by assumption, at a lower
rate than dividends. If the firm issues a lot of new equity, it foregoes the opportunity to
finance investment with the cheaper retained earnings. Sinn (1991) demonstrates that this
opportunity cost increases the cost of capital of investment financed with newly issued
equity above the usual King and Fullerton (1984) value. This opportunity cost depends on the
difference in corporate and shareholder level taxes on dividends and capital gains.?

However, this does not imply that the firm issues only an infinitesimal amount of new
equity, which would postpone the moment that the firm becomes mature and starts
distributing dividends. In fact, the value of the firm’s equity, which equals the present
value of the after-tax dividends, declines if the firm initially issues too little new equity.
This second effect (Brys and Bovenberg [2006]), which originates in the time value of
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money, explains not only why the firm does not issue an infi@':esimally small amount of
new equity, but also why the firm might actually issue a $ubstantial amount of ipitjal

equity such that the marginal return on the investme&l)is lower than the Ki@and
Fullerton (1984) value. The gain of paying dividends earlier is an opportunit§ rgturn of
newly issued equity, which might reduce the cost of capiel below the con@tional King
and Fullerton (1984) value (Brys and Bovenberg [2006]). U o>

Of course, if dividends are taxed in the same way or at@Jower Qe\@fan capital gains,
the firm will immediately issue the optimal amount of new @lity indorder to finance the

steady-state capital stock and the firm will immediately start dé;tributing dividends. In_ ¢,
e

that case, the firm’s internal growth phase collapses into a single B}d “\)

°

The favourable tax treatment of retained earnings implies an advantage fo‘-m@.u% firms
that generate sufficient retained earnings to finance investment. Young (newly founded) firms,
which have not yet generated retained earnings, will have to issue new equity as a source of
finance. Investment financed by young firms must therefore yield a higher return than
investment by mature firms. Consequently, the tax code offers mature firms a tax-induced
competitive advantage compared to young firms. Shareholders will thus finance projects that
earn a lower return with retained earnings instead of distributing the profits and financing
projects that earn a higher return with newly issued equity. The favourable tax treatment of
retained earnings makes it more difficult for young firms to attract new capital. This hampers
the dynamics of the equity market, misallocates resources and inhibits the entry of new firms.

Sinn (1991) analyses the effect of the corporate tax rate on distributed earnings on the
firm’s life-cycle. The corporate tax on distributed earnings affects the life-cycle of the firm
but does not impact the final capital stock, which is determined by the personal income
taxes on interest payments and the taxes on capital gains. An increase in the corporate tax
on distributed earnings will increase the cost of capital of investment financed with newly
issued equity and therefore induces newly created firms to issue less new equity. Because
the increase in the corporate tax on distributed profits lowers the gain of receiving
dividends, the shareholders prefer to receive capital gains even more than before the tax
increase. As a result, the firm finds it optimal to issue less new equity and to finance more
investment with retained earnings. The decrease in the initial capital stock increases the
amount of capital that the firm will accumulate over time - financed by retained earnings -
and increases the time required by the firm to become mature. Consequently, an increase
in the corporate tax on distributed earnings strengthens the mature firms’ tax-induced
competitive advantage compared to young firms.

The slowing down of capital accumulation due to an increase in the corporate tax rate
on distributed earnings, however, becomes less prominent if debt finance is available in
Sinn’s model. In the extreme case, where the firm can finance the investment entirely with
debt - it is assumed that the capital gains are taxed at lower rates than interest payments,
which implies that retained earnings are a cheaper source of finance than debt, and that
dividends are taxed at the highest rates - the firm will immediately attract debt-financed
capital so that the cost of capital equals the interest rate. Since this initial capital stock is
not affected by the corporate tax rate on distributed earnings, the corporate tax does not
impact the time path for the accumulation of capital at all and the length of the firm’s
internal growth phase will be entirely driven by the difference between the taxes
(corporate level and personal level) on capital gains and the personal income taxes on
interest payments (Brys and Bovenberg [2006]).
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Although the corporate tax on distributed earnings (div@ends) does not affect the
steady-state cost of capital, it does however affect the vélue of the firm’s shar sﬁs
demonstrated in Box 4.1). Under the “new” view of divide% taxation, a reductior@q the
corporate tax rate on dividends will increase the valuéof the firm’s shar ithout

inducing any effects on steady-state investment.

U

The corporate tax on retained earnings has three effecki))n the corp@on’s life-cycle. J
First, the tax does increase the steady-state cost of capitz@bf inve% t financed with 1/}
retained earnings. The corporate tax then reduces the firm’s gteady-state investment level 9
and capital stock. Second, the corporate tax on retained earnings geduces the corporation’s , ¢,
funds that can be reinvested in every period. The tax therefore in eBses the length o&t@)
firm’s internal growth phase; it will take longer before the firm reacﬁesl_th@s%ge of
maturity. On the other hand, the tax reduces the difference between the after-tax value of
capital gains and dividends, which implies that the firm will find it optimal to issue more
new equity in the initial phase. The corporate tax on retained earnings therefore reduces
the cost of capital of initial investment financed with newly issued equity. This then
shortens the length of the firm’s internal growth phase. Consequently, an increase in the
corporate tax on retained earnings makes the mature firms’ tax-induced competitive
advantage compared to young firms less severe due to the lower cost of capital of
investment financed with newly issued equity, on the one hand, but makes it more severe
due to the increase in the length of the internal growth phase since the tax reduces the
amount of funds that can be reinvested in every period, on the other hand. No general
statement can be made with respect to the overall effect of the increase in the corporate
tax on retained earnings on the length of the firm’s internal growth phase, as it will depend
on the firm’s specific revenue and production function.

In the extreme case that the firm can finance the investment entirely with debt, under
the assumption that dividends are taxed at higher rates than interest payments, the firm
will immediately attract debt-financed capital such that the cost of capital equals the
interest rate. Because capital gains are assumed to be taxed at lower rates than interest
payments, the firm will continue to invest and finance this additional investment with
retained earnings. The corporate tax on retained earnings then lowers the capital that will
be accumulated - through its effect on the steady-state cost of capital - but it increases the
length of the internal growth path as the tax lowers the amount of after-tax earnings that
can be invested in every period.

The corporate tax will also affect the value of the firm’s equity. In steady-state, the
firm will invest until the after-tax value of the increase in value of the equity equals the
after-tax dividends foregone. Because in Sinn’s model, the capital gains depend on the
corporate tax rate on retained earnings and the dividends depend on the corporate tax
rate on distributed profits, the marginal increase in value of the firm’s equity will be
independent of the corporate tax rate only if both corporate tax rates are equal.

Efficiency under the “traditional” view

The “new” view of dividend taxation considered dividends to be the residual use of profits.
On the other hand, the “traditional” view of dividend taxation (see Poterba and Summers
[1983]) asserts that shareholders value dividends higher than capital gains - this is the first
assumption underlying the “traditional” view — despite the tax disadvantage of dividends.
Under this view, the firm will distribute dividends on a regular basis. Because of the firm’s high
dividend payout rate, the firm’s retained earnings are assumed to be insufficient to finance
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investment. Consequently, the “traditional” view assumes thaOnewly issued equity is the
firm’s marginal source of funds. This is the second assumptida underlying the “traditigr¥l”
view (Brys [2004]). Due to the “intrinsic” value of the distrib@@d dividends, the “trad@nal”
view implies that firms with a high payout rate have tg pay a lower rate of rgturn to
shareholders (Zodrow [1991]) because the distribution of=dividends reduces\the adverse
selection and moral hazard problems in the stock marke\E)Sorensen (1999), for instance,
assumes that the risk premium on equity is a convex functiow the dﬁi@d payout rate.

ntil the benefit of a
reduction in the risk premium equals the tax cost of additiopal dividends, which is
assumed to be higher than the tax cost of capital gains. TheF(

marginal increase in value of the firm’s equity in the steady state under‘chd_“t@dg—ronal”
view are discussed in Box 4.2. At the margin, the firm will be indifferent between
distributing dividends and financing investment with newly issued equity and retaining

Under the “traditional” view, the firm will distribute di nds

and reinvesting the firm’s earnings. At the firm’s optimal payout rate, the shareholder is

Box 4.2. The corporate income tax under the “traditional” view

This box presents the cost of capital on a firm’s marginal investment under the
“traditional” view. As in Sorensen (2005), it is assumed that the risk premium on equity p is
a convex function in the dividend payout rate . The risk premium decreases with & at a
decreasing rate: p = p(§), p’ <0, p” > 0. Given the assumptions of the “traditional” view and
using the notation of Box 4.1, the cost of capital f’(K) of a marginal investment financed
with newly issued equity equals:

(1-%,)r+ pEE],.)
E"lopt (1-14)(1-15) +(1—§|opt)-(1 -t )(1-1¢)

fi(K) =

The return f’(K) on the marginal investment financed with newly issued equity is partly
(€%) distributed as dividends (the after-tax dividend equals[1 - t(][1 - tf) and partly ([1 -
£]%) retained, which yields after-tax capital gains equal to (1 - t)(1 - 17). The investment
has to earn the shareholder’s opportunity return, which equals the after-tax return on a
risk-free investment in debt (1 - 1,)r, augmented with the risk premium on equity p(¢). The
cost of capital then follows. The firm determines & such that the cost of capital is
minimised. The optimal payout rate E—’lapt satisfies:

Pl
F&)

This condition states that the firm will distribute dividends until the benefit of a reduction
in the risk premium, which is measured on the left hand side of this condition, equals the
tax cost of additional dividends. This tax cost is measured on the right hand side; it equals
the difference between the after-tax capital gains and after-tax dividend and simplifies to
(1= 17)(rq — 1), which is positive by assumption (otherwise, the firm would distribute all its
earnings and finance all investment projects in every period with newly issued equity).
Moreover, because the firm’s earnings are replaced with external equity, the firm will invest
funds until the marginal increase in value of the firm’s equity g amounts to:

q=1
This condition states that the firm will stop issuing new equity if the increase in value of the
firm’s equity as a result of the additional investment is equal to the price of these new shares.

=(1-7)(1 _Tf) —(1-7,)(1 _Tf)

oB,of capital and‘t{l)(

0]
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indifferent between newly issued equity and retained earni@s as the source of funds.
Moreover, because the firm’s earnings are replaced with esternal equity, the fir i1l

invest funds until the marginal increase in the value of tK¥)firm’s equity equals t{éunit °

cost of newly issued equity.

Under the “traditional” view, the firm will finance in@tment with debé the cost of —
capital on debt-financed investment, which equals the reéU)nterest ratf@he absence of J
depreciation and inflation), is lower than the cost of capital\ﬁ equitQi\ ced investment /]

as derived in Box 4.2. O 2]

An increase in the corporate tax rate on distributed earningsdncreases the tax cost of(@
distributing dividends. The firm will therefore reduce its optimal?v&end payout rate()&)i
increase in the corporate tax rate on retained earnings has just the .op e stfect.
Moreover, an increase in corporate tax on distributed earnings and/or retained earnings will
increase the cost of capital of equity-financed investment. Under the traditional view, the
double taxation of the return on equity-financed investment - whether it is distributed as
dividends or received as capital gains - increases the cost of capital and therefore
discourages corporate investment. This result contrasts with the new view where the
double taxation of dividends does not affect the steady-state cost of capital and capital
stock but only reduces share prices.

Hence, an increase in the corporate tax on retained earnings increases the cost of
capital both under the “traditional” view and the “new” view. However, an increase in the
corporate tax on distributed earnings does increase the cost of capital of marginal
investment opportunities — and therefore reduces the firm’s optimal capital stock — under
the “traditional” view but not under the “new” view. The following paragraphs will point
out that this difference is not only the result of the assumption that, under the “traditional”
view, the firm prefers to distribute dividends in order to signal its quality to outside
investors in the presence of adverse selection problems or to solve shareholder-
management or shareholder-shareholder conflicts in case of moral hazard problems (see
Brealy and Myers [2003]). This difference also depends on the “traditional” view’s
assumption that newly issued equity is the firm’s marginal source of finance.

Under the “traditional” view, the firm determines the optimal payout rule, distributes
dividends and reinvests the remaining earnings. In order to replace the distributed
dividends, the firm issues new equity as a marginal source of finance. The “traditional”
view therefore implicitly assumes that the firm’s profitable investment opportunities are
larger than the firm’s retained earnings. In fact, the assumption that newly issued equity is
the firm’s marginal source of finance implies that the firm’s available investment
opportunities are assumed to be sufficiently large (Brys [2004]).

However, the assumption with respect to newly issued equity as the firm’s marginal
source of finance or, similarly, with respect to the available profitable investment
opportunities, is not as straightforward as it might seem at first sight. Given the firm'’s
optimal payout decision, which depends on the risk premium and the tax differential
between dividends and capital gains but not on the available investment opportunities, the
firm’s earnings might be too high with respect to the available investment opportunities.
Moreover, the firm might face a limited number of investment opportunities over time. For
instance, if the firm distributes dividends according to the optimal dividend payout rule,
and if the firm’s remaining retained earnings are high enough to finance the additional
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investment opportunities, the firm will reinvest the earnings agl will not issue new equity.

And even if it has too few retained earnings, the firm might%ind it profitable to pos@e
the investment until the next period. (\

In fact, the firm under the “traditional” view convergegto a different stead te from
the firm under the “new” view. The steady state under t}Q“traditional” viegw)is driven by
the assumption that newly issued equity is the firm'’s maréiﬂal source o&@nce. Similarly
to the assumption of a concave production and revenue fungbn un% “new” view and
nucleus theory of the firm, this assumption imposes a conc‘@on on“he firm’s cash flow
and investment opportunities. The “traditional” view implies tha

faces a number of profitable investment opportunities that dema dBesources beyon(kt{ly(
available retained earnings. The firm must consequently issue new equily b_f@@e the
additional investment opportunities. In contrast, the concave production function of the
“new” view and nucleus theory of the firm implies a limited amount of profitable
investment opportunities. This analysis therefore implicitly validates the predictions of
both the “traditional” view and the “new” view about the effects of a reduction in the
corporate tax. The impact of a change in the corporate tax depends therefore on the firm'’s
profitable investment opportunities over time, the influence of which is typically not
recognised (Brys [2004]).

Efficiency under financial market imperfections

Adverse selection problems in the debt and equity markets might increase the cost of
external sources of finance (debt and newly issued equity). The implicit tax disadvantage
of external sources of finance might force particular firms to finance investment only with
internal sources of finance. In case of limited amounts of available retained earnings, firms
might even forego profitable investment opportunities. The corporate tax rate reduces
the corporate firm’s earnings that can be invested. Under these financial market
imperfections, the corporate income tax rate will distort the firm’s investment behaviour
even more.

Choice of legal form

Different types of businesses are taxed in different ways. Profits of publicly-held and
closely-held corporations are usually taxed under the corporate tax and corporate income
might again be taxed at the shareholder level with a dividend tax or capital gains tax.
Unincorporated firms are characterised by the absence of a legal entity that is taxed
separately. The proprietor’s business earnings are not taxed at the corporate tax rate, but
are taxed once at the proprietor’s income tax rate.

The different tax treatment of business income might influence the decision of firms
to either incorporate or not and might provide corporate firms with an incentive to either
shift out of the corporate sector or not. Of course, the choice of a particular legal form is not
only determined by the separate tax on capital income at the corporation’s level, but also
by the capital income taxes at the personal level and the extent to which these taxes are
(partially or fully) integrated.

In addition to capital income tax rates, other tax factors might have an impact on the
organisational form as well. Mackie-Mason and Gordon (1997) mention, for instance, the
differences in the opportunities for tax-deferred savings and fringe benefit deductibility,
the ability to offset business losses against other sources of (personal) income, and
different capital gains provisions. Other important tax factors that might have an impact

t§1e firm, in every period, , @
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on the choice of a particular organisational form in marny OECD countries are the »)
possibility to shift highly-taxed labour income into lower-tdxed capital income, a e

differences in (tax) accounting rules. Incorporations may afdd be influenced by the@el of °

social security contributions and benefits.

The choice of legal form is influenced by non-tax f@tors as well. So@ important i)
factors are, for instance, the limited liability of corporate sl\a}eholders veé@‘the unlimited J
liability of sole proprietors and partnerships, the desire to\ﬁ(ploit olrdmies of scale in /]
operation, the benefits connected to the public trading of sh of &orate firms, which v
reduces the cost of debt and equity financing and ameliorajes the principal-agent, @,
problems between managers and owners (Mackie-Mason and Go&b[.l997]). “\)

The choice to use other legal forms, as for instance partnerships, mig.ht lae @'lgénced
by the corporate tax system as well. Tax planning opportunities often arise because of the
existence of different legal forms that can undertake the same economic activities but with
different tax outcomes. In the case of partnerships, income is not taxed at the partnership
but is passed through to the different partners on the basis of a prior agreement. Edwards
(2003) points out that corporations use partnerships with tax-exempt entities to shelter
corporate tax, by allocating most of the income to the partner and by allocating most of the
losses to the corporation, which uses these losses to offset its other taxable corporate
income. Edwards (2003) also points out that partnerships are used to engineer increases in
the asset basis, which allows reduced capital gains tax on sales or generates higher tax
depreciation allowances.

Mergers and acquisitions

The corporate tax system is not neutral with respect to mergers and acquisitions.
Through the interaction of the tax rules for capital gains, tax depreciation allowances,
interest deductions, operating and capital losses and other items, the corporate tax system
might provide a tax-induced incentive to merge or acquire other companies.

Mergers might increase the present value of particular tax deductions such as, for
instance, interest deductions, depreciation allowances, investment tax credits and
operating and capital losses (Scholes and Wolfson [1990]). A firm might for instance have
profits that are not large enough to deduct all tax deductions at once. These tax-attributes
then become an asset for that particular firm - and might distort a possible merger or
acquisition decision - because their value is larger for more profitable corporations that
can immediately use them to reduce their corporate tax base.

The corporate tax system might provide profitable firms with a tax-induced incentive
to buy assets that have built-in losses that can be used to offset other income, which then
reduces the firm'’s corporate tax base (Edwards [2003]).

Mergers and acquisitions might allow corporations to step up the tax bases of their
assets if these assets have a higher market value than their current tax basis. The target
firm’s assets will then be worth more to the take-over company, which will be able to
obtain larger tax depreciation allowances than the target firm. Of course, mergers and
acquisitions might be driven by the opposite. Assets that have declined in value below their
market value might be of particular interest to a take-over firm, which will obtain an
immediate tax deduction equal to the unrealised loss in the value of the target firm’s assets
(Scholes and Wolfson [1990]).
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Finally, the corporate tax system might induce firms to Raysue heavily debt-financed
acquisitions as a result of the deductibility of interest payments. Profitable corporatio ﬁ?t
are primarily financed with equity might even become a targ@for take-over as a resul& the
tax gains that could be obtained if that take-over would bg financed with debt course,
these unused tax deductions can lead to windfall gains fo@me current sharefiglders of the
target-firm if they are capitalised in share prices when the (Qgssible) merge¥yannounced or
when shareholders speculate that the target-firm will merge\g be so&\

Other distortions O

Another distortion of the firm’s dynamic finance and invesng{e t behaviour is due\ty(
the fact that corporate capital gains are taxed upon realisation ins%e'adbf bpe> ﬁc‘;aal.
Because corporate capital gains are only taxed when the shares that the firm holds of
another business are sold, these funds are locked in the corporate firm. The corporation
might hold on to its shares instead of realizing the gains (or losses) and investing the funds
in more productive investment opportunities. The corporate tax system provides the firm
with an incentive to realize its gains only when it has losses available that can offset the
capital gains. This hampers the dynamics on the market, provides a tax-induced incentive
to misallocate resources - the corporation’s funds are not necessarily invested in projects
that yield the highest return — and prevents business reorganisations.

4.2. International efficiency considerations

68

This section discusses the distortions created by the corporate income tax in an
international context. The corporate tax system distorts the decision of businesses with
respect to the location of their investment. Corporations might invest in their country of
residence (their home country) or invest in a foreign country (the host country). The
corporate income tax system also distorts the international location of the business
headquarters and the international location of the corporate tax base. Distortions are
caused not only by the level of the corporate tax rate but also by the rules that determine
how foreign earnings are taxed in the source and residence country.

The corporate tax system’s efficiency might depend on whether countries apply the
residence or source tax principle (or a combination of both). Residence-based taxation, in
case of a legal entity, means that corporate taxes are levied in the location where the
business activities are registered and/or its management and control are effectively
exercised. Source-based corporate taxation means that corporate profits are taxed in the
location where they arise (Faria [1995]).

Countries might operate a dividend exemption tax system, which implies that foreign
dividends are exempt from the residence country’s corporate tax. Dividends are then
(possibly) taxed only in the source country under the source country’s corporate tax and,
possibly, under the source country’s withholding tax. Foreign interest payments are subject
to home country tax and possibly source country’s withholding tax. Or, countries might
operate a worldwide (residence-based) system, which implies that the residence country
will tax interest and dividend income from foreign investment but provide tax credits for
foreign taxes paid.

Statutory corporate tax rates and rules are not necessarily reflected in the actual tax
burden imposed by the corporate income tax. Corporations often adjust their finance and
investment behaviour in response to the corporate income tax system. The impact of a
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country’s corporate tax system therefore depends on th@amount of international »)

tax-planning that corporations are engaged in and depefxds on the extent by ﬁh

corporations are legally restricted in undertaking these ta%lanning activities, as@& e °
discussed in the following sections. Moreover, the impagt of a country’s co@ate tax

system depends not only on the own tax rules but also on corporate tax sydem in other i)
countries. In fact, countries that decide to fundamentall}kr)aform their c@orate income 3
tax system might want to evaluate all of these (dorr\%itic ar&i@érnational) tax (0/]
considerations. O (%]
Efficiency under the “new new” view & (@

In an open-economy where investors can invest in domestic a®d ht@&ighal
securities and multinationals are owned by many shareholders who reside in different
countries, the corporation’s cost of finance is determined on the international capital
market. In the case of debt, the cost of finance then equals the world-market interest
rate; the cost of equity finance may depend on the world-market interest rate plus
an appropriate risk premium. Because the “new new” view assumes that capital is
internationally perfectly mobile, a corporation’s finance and investment decisions will
then depend on the internationally determined cost of finance and the source-based
capital income taxes (corporate income tax and possibly additional withholding taxes).

In contrast to the “new” view and the “traditional” view, capital income taxes that are
levied on the personal level (residence-based taxes) will not affect the corporation’s finance
and investment decisions under the “new new” view. Personal level taxes on capital will
then only affect the amount of domestic saving but not domestic investment. The
difference between domestic savings and investment then equals net capital imports/
exports (Sorensen [2006]).

The “new new” view may well present the finance and investment decisions of
multinational corporations. However, as pointed out by Sorensen (2006), small domestic
unquoted corporations might not be able to attract finance from the international capital
market. Instead, these corporations largely obtain their finance from domestic investors
and the domestic capital market. The finance and investment decisions of smaller
corporations that are not quoted on the stock exchange are therefore more accurately
modelled under the “new” view. This implies that the domestic personal level (residence-
based) taxes on dividends and capital gains only affect the finance and investment
behaviour of a country’s smaller domestic firms.

The corporate tax will increase the cost of capital of equity-financed investment under
the “new new” view, as demonstrated in Box 4.3. Countries that want to increase domestic
investment then have an incentive to lower their corporate income tax rate. A reduction of
the capital income taxes at the personal level will have no impact on the amount of
domestic investment.

International investment’s sources of finance: debt versus equity

The corporate income tax system distorts the choice of the foreign investment’s source
of finance. The parent company (in the residence country) might either use its own funds
(newly issued equity or retained earnings) or borrow (debt) to finance its foreign direct
investment. The foreign subsidiary might issue bonds or newly issued equity — which might
be bought by the parent company or by another company — or might use its own retained
earnings to finance its investment.
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Box 4.3. The corporate income tax under the {new new” view

This box presents the cost of capital of a firm’s equity-manced marginal inv t
under the “new new” view, using the notation of Box 4.1. é

Shareholders require the world market interest rate on @eir investment r abstract
from the required risk premium). Under the “new new’ v ew, the firm @ll invest its
earnings until the after-tax marginal revenue of an addi al uni uity-financed
capital (1 - t9f’(K) equals the world market interest rate rt& cost@‘capltal f(K) then
amounts to:

. ¢

fK) = b O
(1—‘Cf) ([ ] L e C
Similarly, the firm will invest its retained earnings, which increases the value of its
shares, until the marginal increase in value of the firm’s equity q equals the cost of the
additional investment, which are the net dividends foregone:

(1 ~Ts)

(1-14)

If the firm retains and reinvest an additional euro, the after-tax increase in value of the
firm’s equity amounts to (1 - t7)q. If the firm distributes this additional euro instead, the
household receives (1 - 15 after-tax dividends. Under the “new new” view, the firm
continues to invest as long as the increase in value of the firm'’s shares exceeds (or is equal
to) the funds that are reinvested.

In order to minimize the tax burden on foreign source income, corporations might
obtain a tax gain if their foreign-owned subsidiary borrows and reduces its corporate tax
liabilities in the host country by deducting the interest payments (the host country might
possibly levy a non-resident interest withholding tax). If the foreign-owned subsidiary
would finance the investment with equity, the investment’s profits might be taxed at the
host country’s corporate tax rate. Consequently, by using an excessive debt-financing
strategy, parent firms and their subsidiaries might use inter-company borrowing as a
means to shift profits from high-tax to low-tax countries (“earnings stripping”).

The host country might protect its tax base and constrain the degree of “earnings
stripping” on inbound investment by imposing thin capitalisation rules. These rules limit
the fraction of the investment that may be financed by debt. In general, thin capitalisation
rules place an upper limit on the total amount of debt capital, relative to assets or equity,
borrowed by a firm in the host country from related non-resident investors.

Even if the host country has defined thin capitalisation rules, “earnings stripping” would
remain possible if the interest rate that is charged on the loan by the parent corporation to
its subsidiary in the host country can be set excessively high (“non-arm'’s length” interest
rate). Host countries might therefore set transfer pricing rules that require the use of an
“arm’s-length” interest rate on the intra-group loan, which implies that the interest rate may
not exceed the market interest rate by more than a predetermined margin.

Not only the corporation in the host country may finance its investment with debt, but
also the parent corporation in the residence (home) country may borrow funds and lend
them afterwards (fully or partly) to its foreign subsidiary (which might use these funds to
finance its investment). The corporation in the home country can then deduct the interest

-«
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payments from its taxable income. Also the subsidiary can d@uct the interest payments »)
from its taxable earnings in the host country. The foreign subsidiary will then have y

interest to the parent corporation. However, this double ifrest deduction, whic}@also
referred to as a “double dip” situation, becomes especially distorting if foreign sigbgidiaries
can defer their paying of interest or if parent companies=Borrow funds thghare used to i)
capitalize a subsidiary located in a tax haven which then\lgnds the fund%o a subsidiary 3
located in a third country. \» 0]

The resident country may try to restrict the doublee?p cogzrate tax gains by 9
enforcing interest allocation rules. Under a worldwide tax systerp, the interest allocation , @,
rules will put a limit on the foreign tax credits (see below) that a%@ent corporatio
claim for the foreign taxes paid on the return of its investment in tife d;;b@iﬁry, by
assuming that part of the interest expenses at the resident country are incurred to earn
foreign dividend and interest income. Countries that exempt foreign-source dividend
income might (fully) limit the deductibility of interest expenses incurred by a resident
corporation to earn exempt foreign-source income. Countries that allow the interest
expenses to be deductible provide a tax-induced incentive to earn exempt foreign-source
income rather than taxable domestic-source income (Arnold and McIntyre [2002]).

International taxation of corporate earnings

The corporation’s choice for a particular source of finance might be distorted by the
taxation of the investment’s earnings (interest payments, dividends, capital gains, royalty
payments). Earnings might be taxed at source, either at the host country’s corporate tax
rate and/or at a withholding tax rate on foreign earnings and they might be taxed in the
residence country. However, many countries provide tax relief against double taxation by
(partially) exempting taxed foreign source income (under the dividend-exemption tax
system) or by providing tax credits for (part of the) taxes paid abroad (under the residence-
based system).? Not only the source-based corporate taxes (and possibly withholding taxes
in the host country), but also the residence-based taxes on corporate income and the
mechanisms for tax relief will determine whether a business finds it more attractive to
invest abroad - and in which particular country - or at home.

Because it is difficult to tax international earnings on accrual, countries may allow
businesses to defer residence-based corporate taxes until the moment when profits are
repatriated. Tax deferral, which reduces the corporate tax burden, provides a tax-induced
incentive for foreign investment to be financed with retained earnings. Incentives for tax
deferral distort the allocation of the corporation’s funds, which are therefore not
necessarily invested in corporation’s projects that would yield the highest return. This
reduces the dynamics of the market, and might provide an advantage to countries that
historically have attracted a lot of foreign investment compared to countries that have not.

On the other hand, firms often do have an incentive to immediately deduct losses
from the corporate tax base. Corporations will want to deduct losses in the jurisdiction
where they face the highest corporate tax rate and where they can use the losses to offset
other taxable income. Corporate tax rules might therefore not only result in (international)
profit shifting but also in the reallocation of the group’s losses.

Corporations can shift profits between locations by setting transfer prices such that
profits are allocated in jurisdictions where corporate taxes are low. Differences in corporate tax
systems will therefore drive a difference between the actual profits that are made in a
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jurisdiction and the corporate tax base in that particular jurisdic'@n. In practice, governments »)

attempt to reduce the international profit shifting by setting trasfer pricing rules.

As already pointed out, transfer pricing rules migh@lso require that t @rm’s
length”) interest rate charged on the intra-group loan dogs, not deviate too stré
the market interest rate. A tax-induced incentive to ovegarge might ocqu)if the host
country’s corporate tax rate exceeds the home country’s &dporate tax e&j@ On the other
hand, transfer pricing rules might also prevent corporatior\;Xrom arging on their
loans to a foreign sub, which might arise if the host country’s @pora tax rate is less than
the home country’s corporate income tax rate. <

Firms might use tax havens or low-tax jurisdictions in a wide va"yty of ways to re@
corporate tax liabilities in their country of residence. Firms might for 1nstalq-c@e their
products to foreign markets through the use of a corporation located in a tax haven. Firms

ly from

might also reduce their corporate tax liabilities by channelling the repatriation of their
profits through a tax haven or a low-tax jurisdiction.

Another type of international tax planning in order to reduce corporate tax involves
the use of tax treaties. Corporations might for instance establish a “conduit” company in
another country in order to take advantage of that country’s tax treaty network (Arnold and
McIntyre [2002]).

Choice of legal form

Corporate tax systems might distort the legal form that is chosen by the parent
company for its foreign business activities. The parent company will create a foreign branch
if it does not want to incorporate in the host country. Subsidiaries, on the other hand, are
incorporated foreign-based enterprises.

The branch type of legal form offers a number of tax advantages to the parent company
(McCarten [1995]): losses from the foreign branch are often immediately deductible from the
parent company’s corporate tax base in the home country, profits will be taxed under the
host country’s corporate tax if the branch forms a Permanent Establishment in the host
country but profits might not be submitted to the host country’s dividend withholding tax
(although some countries do levy a similar branch profits (withholding) tax) and assets can
more easily be transferred from the parent company to the branch without the parent
company having to pay a (corporate) capital gains tax on the (possible) appreciated assets.
Subsidiaries, on the other hand, offer the opportunity to defer home country taxes and often
have more generous loss carryforward and carryback provisions.

4.3, Tax incidence considerations

72

Whether the burden of the corporate income tax falls on capital, labour or consumption
is an unsettled issue in the tax literature. Just because the corporate tax is formally levied on
corporate profits, it is not inevitable that capital owners will earn a lower return on their
investment. Investors might require a higher before-tax return on their investment in order
to offset the impact of the corporate tax. As a result, capital does not necessarily bear the
(entire) burden of the corporate tax. The corporate tax might also (partly) be shifted to
consumers through higher prices and/or to labour through lower wages.

The incidence of the corporate tax has distributional consequences. The corporate tax
contributes to the progressivity of the tax system if its burden falls on capital as income
from capital is concentrated among middle-income and high-income taxpayers. This is not

A

J

v
2

FUNDAMENTAL REFORM OF CORPORATE INCOME TAX - No. 16 — ISBN 978-92-64-03811-0 — © OECD 2007



11.4. THE MAIN DRIVERS OF CORPORATE INCOMVAX,R!FERI\EI @]}COUNTRIES
7

&
necessarily the case if the burden of the corporate tax falls@n labour or consumption. »)
Moreover, if the burden falls on labour, it would be more efficient to directly tax r

instead of taxing labour indirectly. And even if the burddd)falls on capital, it mi@t not
necessarily be the rich but the middle-income householdsghat pay the tax.

In fact, the corporate tax burden is not shared by all Sfareholders in aréqual way as i)
some firms engage in tax sheltering activities and other ﬁhﬂs do not. T@&areholders of J
the second type of firm, ceteris paribus, will receive a lower @urn a% r a larger part of /]
the total corporate tax burden than the shareholders of the(fiym that extensively makes 9
use of the available tax avoidance strategies. This raises a problerp of horizontal equity. 7/

In the short run, the burden of the corporate tax probably falls brshareholders —@hﬁ
perhaps on consumption in the form of higher prices - as it is unlikely tha o@o ations
can immediately change their capital stock. The corporate tax rate then reduces the after-
tax return that shareholders receive on their equity-financed investment at the corporate
level. In the long run, however, the firm can adjust its capital stock. The burden may
therefore not necessarily fall on capital in the long run (Gravelle [1995]), but may also fall
on labour.

The long-run implications of the corporate tax rate were first studied by Harberger
(1962) in a model with two perfectly competitive industries (the corporate sector and the
unincorporated sector) under conditions of constant returns to scale and under the
assumption that the overall supply of capital and labour in the economy is fixed.* The
production factors are perfectly mobile between the two sectors and are fully employed.
Moreover, individuals have the same tastes (there is a single utility function) but not
necessarily the same capital and labour endowments. Demands are homothetic, which
means that the ratio of demands for the two products is independent of the individual’s
income (i.e., income elasticities are unity) and is therefore the same for all individuals. The
corporation tax, which is introduced at an infinitesimal level, is the only tax that is levied.
Government distributes the tax revenue to consumers as a lump-sum subsidy.

A tax on the profits of the corporate sector increases the cost of capital in the
corporate sector. Corporations therefore obtain a tax-induced incentive to substitute
labour for capital. This is the factor substitution effect. Moreover, as a result of the higher cost
of capital, the corporate tax will increase the price of the goods that are produced in the
corporate sector. This will increase the demand for goods produced in the unincorporated
sector and will decrease the demand for goods produced in the corporate sector. This
second effect is referred to as the output effect.

As a result of the factor substitution effect and the output effect, the total demand for
capital will fall and the demand for labour will increase if the corporate sector is relatively
capital-intensive compared to the unincorporated sector. The corporate tax will then
reduce the net rate of profit on capital relative to wages. Hence, the after-tax return on
capital will be lower than the return on capital before the introduction of the tax. Capital
then (partly) bears the burden of the corporate tax. Moreover, the after-tax return on capital
in the two sectors will be equalised. Therefore, if capital bears (part of) the cost of the
corporate income tax, it is borne equally by capital in all sectors (even the sectors which are
not directly affected by the tax). The outcome that the corporate tax reduces the net rate of
profit on capital relative to wages then also implies that wages will either increase - in that
case, labour does not bear any burden of the corporate tax — or will decrease less than the
decrease in the after-tax return to capital. In this last case, labour will bear part of the
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burden of the corporate income tax. Overall, if the corporate-yector is relatively capital- »)

intensive, the change in the cost of capital and the price‘ef labour might then eiler
increase or decrease the relative demands for the p@ucts of the Corpora@and
unincorporated sector (because the price of the good prgduced in the corpo sector
relative to the price of the good produced in the uninérporated sector@ight either
increase or decrease). U o>

However, if the corporate sector is relatively labougﬁnten i e@)mpared to the
unincorporated sector and the corporate sector cannot ¢ e its¥production process

(fixed coefficients of production, which implies that there is no &a/ctor substitution effect @,

but only an output effect), the net rate of profits will rise relative to vbges as a result of th
reduced overall demand for labour and the increased overall demand f& cla_pi@.Qn this
case, labour (partly) bears the burden of the corporate tax. Less clear conclusions can be
drawn when the corporation’s technology is flexible.

Whether capital, consumption or labour bears (part of) the burden of the corporate tax
then depends on the demand elasticities, the substitution elasticities and on the labour
intensities in the corporate and unincorporated sector. For reasonable parameter values,
Gravelle (1995) concludes that the main insight of the Harberger model is that the burden
of the corporate tax falls mostly on capital.

The model excludes a number of other channels through which the general
equilibrium outcome might be affected in reality. For instance, the model excludes that
individuals adjust their supply of labour and capital in response to a change in wages and
the return on capital. In the Harberger model, changes in wages and the return on capital
will adjust such that the total (fixed) amount of capital and labour will continue to be
employed in the economy. (Of course, the demand for goods produced in both sectors
might change as a result of the introduction of a corporate tax and the changes in wages
and the after-tax return on capital.) Moreover, differences in labour and capital
endowments imply that some individuals might lose while others might win as a result of
the changes in wages and the return on capital. However, the strong assumptions on the
utility and demand functions exclude the impact of income effects on the overall relative
demand for goods produced in the corporate and unincorporated sector.

The general equilibrium impact of the introduction of an infinitesimal corporate tax
might also depend on whether the government levies other taxes. In the case of multiple
taxes, the real income loss could exceed the tax revenue returned to the individuals
(Atkinson and Stiglitz (1984). In the presence of a non-homothetic utility function, this will
have an impact on the relative demand for goods through the income effect of a change in
the individual’s wage and capital income. The results of the model are also strongly
determined by the assumption of perfect competition and by the assumption of perfect
mobility of the production factors in and between the sectors.

The Harberger (1962) model can also be challenged on other grounds. The model does not
allow the corporate and unincorporated sector to produce the same good. All corporate firms
would otherwise shift out of the corporate sector in response to the corporate sector’s profits
tax (Gravelle [1995]). Neither does the model allow for debt financing. However, the strongest
challenge to the model comes from the extension that considers a small open economy.

Gravelle (1995) points out that under the assumption of a small open economy - the
country’s demand for capital does not have any influence on the world market interest
rate — and under the assumption of perfectly mobile capital and of goods that are perfect
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substitutes in international trade, the corporate tax burdegn will fall entirely on the
country’s immovable factors such as labour. The fact that gobds produced in the dif t
countries are perfect substitutes implies that the price of ke goods has to remail(équal. °
The (increase in) the corporate tax can therefore not be shifted to consumpti hrough
higher prices). Moreover, the assumptions imply that perfeetly mobile capitgigan earn the i)
world market interest rate in every country. The (increage)in the) cor @te tax by one 3
country can therefore not be shifted to capital, as investors will not agge decrease in the 0]
investment’s after-tax return. The investment’s before-tax peturn %ill have to increase, (%]
such that the after-tax return equals the world market interes@ate. The corporate tax rate
then results in a migration of capital to other countries, which ¥éduces the demand <
labour. The burden of the tax therefore falls on labour as wages will faél bE:aé(o&he
reduced demand for labour. In fact, labour may bear significantly more than the full burden

of the corporate income tax (Harberger [2006]).

Using a similar open-economy example, Stiglitz (2000) argues that the corporate tax
rate is not borne by capital in the presence of a perfect elastic supply of capital at the
exogenous world-market interest rate. The increase in the cost of corporate production
means that consumers of the corporate good pay (part of) the burden of the tax. The
corporate tax rate however will cause production to shift to the unincorporated sector.
Whether labour bears (part of) the tax then depends on whether labour demand will
increase or decrease (whether either the corporate or unincorporated sector is relatively
more labour intensive).

Gravelle and Smetters (2001) discuss the results of a two-country (large) open-
economy model, where each country has four sectors: the traded corporate sector, the
traded non-corporate sector, the non-traded corporate sector and the non-traded
non-corporate sector. The model allows for imperfect substitution between domestic and
foreign products and for imperfect substitution between domestic and foreign capital. The
authors demonstrate that the incidence of the corporate tax does not fall on labour in the
long run but falls on capital employed in the domestic country as in the Harberger model.
Moreover, if the tax does not fall on domestic capital, it is not borne by labour but is
exported to foreign factors of production.

In summary, whether the burden of the corporate income tax falls rather on capital
than on labour depends on the underlying model assumptions. The easier it is to substitute
foreign production for the home-country’s production and the more mobile is capital, the
lower is the burden of the corporate income tax on capital and the higher is the burden on
the more immobile production factors such as labour. If capital is perfectly mobile, labour
might even bear more than the full burden of the corporate income tax. But if capital is less
internationally mobile, then the burden will fall partly on capital. Moreover, if goods
produced in different countries are imperfect substitutes, their prices might differ which
might imply that the before-tax price of capital is not necessarily the same across
countries. Again, even in a small-open economy, capital might then partly bear the tax
burden of the corporate income tax (Gravelle [1999]).

4.4. Tax revenue considerations
The analysis in Chapter 1 concluded that corporate tax revenues have kept pace with
- or even exceeded - the growth in GDP and the growth in revenues from other taxes in
many OECD countries. However, many policy makers are concerned about the tax revenues
that are raised by the corporate income tax for three main reasons.
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First, governments are worried that further rate reductions v@ diminish the revenue from /)

corporate income taxes. Until recently, the implementation ®f corporate base-broa g
measures partly explain why corporate tax revenues ha®been fairly constant@en if

corporate tax rates have been reduced in many OECD coulﬁes. However, it is u ly that
considerable further rate reductions can be compensated=by additional baébroadening

measures. U o>
Second, many fundamental reforms of corporate inconaé tax i@% substantial loss
in corporate tax revenue. Fundamental corporate tax reformgmight, Yor instance, exempt

the normal return on equity from corporate tax or might tax corpgrate earnings only at the @,

corporate level. In order to compensate for this loss in reven ebgovernments j
consider increasing the corporate tax rate. However, this rate increa8e hi@t Gave a
negative impact on the domestic amount of corporate investment, on the international
location decision of firms, on the amount of foreign direct investment and might induce
corporations to shift the profits out of the country. Instead, governments might finance the
loss in corporate tax revenues by increasing other taxes or by decreasing expenditures.

Third, firms engage more and more in (abusive and aggressive) tax-planning and tax-
sheltering activities which put corporate tax revenues further under pressure. Corporate tax
planning refers to the changes in the corporation’s finance and investment behaviour in
order to minimize its corporate tax liability. Corporate tax sheltering (Shaviro [2004]) refers to
the corporate activities that are undertaken in order to exploit various tax rules - often in
unintended ways - in order to minimize corporate tax liabilities without significantly
affecting the corporation’s economic position.

Corporations engage in tax-planning and tax-sheltering activities by exploiting
structural rules within the corporate income tax system. Three main sources can be
identified. First, many opportunities to minimize corporate tax liabilities arise as a result of
the different tax treatment of debt and equity. Moreover, dividends and capital gains are
often taxed differently as well; dividends are taxed upon accrual while capital gains
might be taxed only when they are realised. A third main source of tax-planning and
tax-sheltering activities, and therefore of lower corporate tax revenues, is the mismatch
between countries in their tax laws. This, for instance, allows firms to realize their capital
gains in the country where they are taxed at the lowest rate. It also explains the existence
of hybrid instruments — instruments that are considered to be debt in one country and
equity in the other country — and hybrid entities, which refers to legal forms that are taxed
differently across countries.

In order to limit corporate tax planning and tax sheltering, tax authorities might
implement schedular rules, which limit the types of income that a particular tax deduction
or tax credit is allowed to offset. Moreover, tax authorities might provide tax advantages to
corporations only if their transactions satisfy the economic substance requirement and/or
tax authorities might increase tax enforcement. Corporate tax planning and sheltering
might be tackled by fundamentally reforming the corporate income tax. The
implementation of simple base broadening measures might be part of the strategy to
change the substantive corporate income tax rules (Shaviro [2004]). However, because
corporations are able to reduce their corporate tax liabilities by exploiting structural rules
within the corporate income tax system, tax authorities would have to change the
corporate income tax system in a rather fundamental way.
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Grubert (2001) has found that tax-planning has increas@ over time. Shaviro (2004) »)

reports that the gap between reported book income for accotting purposes and re@d

taxable income by corporations in the US has increaseddh recent years as a_r of °

increased tax sheltering activities (see also Desai [2003] apd Plesko [2003]). Be e firms

engage more actively in corporate tax-planning and shédering activities, #e following i)

paragraphs will provide a number of strategies that are fo@ved in practic@. 3
An example of a tax-sheltering activity is provided by @try a bard (1998) who 1/}

point out that, in order to take full advantage of the deductib@r of interest payments, the &
firm can use derivative securities, which offer a mechanism for trading the risk @
characteristics of the assets without giving up their tax charactelgcbs Because of the tgk
advantages of debt, the tax code provides companies with an incentive t& dels_ig@c@np ex
financial structures that have many features of equity but are treated as debt by the
corporate tax system (Edwards [2003]), as for instance debt-equity hybrid securities (Engel,
Erickson and Maydew [1999]).

Corporations also use the international corporate tax rules to set up complicated
systems that allow them to pay less tax. Shaviro (2004) discusses several of these
international corporate tax sheltering strategies. Corporations that are resident in a
country that provides tax credits for taxes paid on foreign earned income can realize a gain
—if the host country levies a withholding tax on distributed dividends - if the corporation
buys equity of a foreign firm just before that firm distributes dividends and sells that
equity immediately after the dividends have been distributed. The grossed-up dividends
(net dividends plus the withholding tax) net of the capital loss (the value of the foreign firm
will decline after having distributed dividends) yields taxable income in the home country.
The corporate tax on this income however will be lower than the tax credits that can be
claimed in the corporation’s residence country. This tax sheltering activity is referred to as
“cross-border dividend stripping”. Shaviro (2004) points out that this strategy demonstrates
the need for additional rules to protect the corporate tax revenues in the home country. For
instance, in the US, cross-border dividend stripping is tackled because corporations are
required to hold the foreign shares for at least 15 days if they want to take advantage of the
foreign tax credit. Moreover, foreign tax credits can only offset other foreign income
(schedular approach).

Corporate tax sheltering also occurs when corporations create an economic loss and
an exactly offsetting economic gain overseas, for instance by betting on the increase as
well as on the decrease of one particular currency against another currency. The loss will
then be imported to the home country and realised at the most appropriate moment in
order to reduce the corporate tax liabilities in the home country, while the gain will remain
in the host country (Shaviro [2004]).

Also sale-leaseback operations are considered to be corporate tax sheltering activities.
Corporations that reside in a country with favourable tax depreciation allowances might
buy the tax ownership of assets from corporations that cannot use the corresponding
depreciation allowances, either because they are foreign or tax-exempt entities or because
they do not possess profits that are large enough to claim the full tax advantage of the
depreciation allowances (for instance, because they have substantial net operating losses).

Gravelle (2003) discussed a tax-sheltering strategy that Enron has used to increase its
debt-capital ratio. Enron used monthly income preferred securities (MIPS). It created an
offshore limited liability corporation, which issued preferred shares to the public.
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Afterwards, these funds were lent to Enron, which could d ct the interest payments
from the corporate income tax base. Because of consolidatidn rules, these funds di t
show up as debt but as equity in the financial accounts. C%sequently, Enron Was@le to
reduce its corporate taxes while it avoided an increase in its financial state t debt,
which might had hurt its credit rating (Edwards [2003]). ﬁ

This example demonstrates that the advantages of dé@-ﬁnancing @e obtained by
inserting a non-corporate financial intermediary betwee@)the isQE f the corporate
equity and the buyer of the equity (Gentry and Hubbard¢f{998]) YA Limited Liability

Company (LLC), which is used in the case of MIPS, is a legal en 1tyﬁt/hat combines the most, &,

}B}Vides, for instge@(

advantageous characteristics of corporations and partnerships.
the limited liability of the corporation and the pass-through tax tPealr_n@th the
partnership. Gentry and Hubbard (1998) point out that the same tax-advantages could be
obtained when trusts are used as financial intermediary.

4.5. Tax complexity considerations

78

Another important driver for corporate tax reform in OECD member countries is the
enormous complexity of their corporate income tax systems. Some examples of this
complexity were already presented in Section 4.4. This complexity results in high tax
compliance costs for corporations and creates difficult tax administrative problems and
high enforcement costs for tax authorities. This section reviews the findings of the
empirical literature that attempts measuring the corporate tax compliance costs first and
summarizes the main sources of corporate income tax complexity afterwards.

Corporate income tax compliance costs

Corporate tax compliance costs are those costs incurred by corporations in meeting
the requirements of the corporate income tax system. Corporate tax compliance costs
include the costs of record keeping and return filing and the salaries of the employees who
perform these tasks. It also includes the educational expenses to train these employees
and the costs to obtain the advice of external accountants and tax lawyers. Tax compliance
costs also include the costs that corporations incur while dealing with the tax
administration or tax courts as a result of tax audits and litigation. The costs linked to the
corporation’s tax-planning activities are also part of their corporate tax compliance costs.
However, the corporate opportunity costs are often not included. These costs reflect the
value of the productive activities that were not undertaken because the corporation had to
deal with the corporate tax system. Not only corporations but also the government incurs
costs because it levies taxes. These administrative costs include the costs that are linked to
the working of the tax administration but also the tax enforcement costs and the legal
costs in tax disputes.

Slemrod and Blumenthal (1993) report the results of a survey taken to determine the tax
compliance costs to large businesses of the corporate income tax in the US, both at the federal
and the state and local level. Companies were asked how much money they could save if the
corporate income tax would be eliminated, other than the tax liability itself. The survey was
based on questionnaires and had a response rate of 27.5 per cent. The low response rate raises
concerns about respondent bias, but the direction of the bias - overstating or understating
corporate tax compliance costs - is not clear (Slemrod and Venkatesh [2002]).

A

J

v
2

FUNDAMENTAL REFORM OF CORPORATE INCOME TAX - No. 16 — ISBN 978-92-64-03811-0 — © OECD 2007



I1.4. THE MAIN DRIVERS OF CORPORATE INCOMpr,Ril;gRNﬁI QEf D> COUNTRIES
7 (/.0
For the Fortune 500 companies, the annual corporate i@ome tax compliance cost »)
in 1992 amounted to USD 1.055 billion. About 70 per cent ofthese costs result froﬁe
federal US corporate income tax, the remainder from Qﬁe state and local ta;@.
estimated 45.5 per cent of the federal corporate income tgx compliance costs @llt from
foreign-source income alone. These results were more orﬁss confirmed by S§lemrod and i)
Venkatesh (2002). Slemrod and Blumenthal (1993) calcul@ that the cos@of complying 3
with the federal corporate income tax alone amount t({ﬁ'G perQ}e?@of total federal (0/]
corporate taxes paid by the 1329 — mostly large - corpogations$hat are part of the (%]
Co-ordinated Examination Program (CEP) of the Internal Re\gue Service. Including also
state and local tax compliance costs, the total compliance costs 3.2 per cent of tot \S
corporate taxes paid. Also Pope, Fayle and Chen (1991) report a rate ;ﬁgQ perEeléfﬁiS'rge
corporations in Australia. For the United Kingdom, Sandford, Godwin and Hardwick (1989)
found that the corporate compliance costs were about 2.2 per cent of the tax revenue
collected in 1986-87. For the Netherlands, Allers (1994) found corporate compliance costs
equal to 4 per cent of corporate tax revenue. According to Slemrod and Blumenthal (1993),

n

about 55 per cent of the total compliance costs are linked to within-firm personnel, 30 per
cent reflects the within-firm non-personnel costs and around 15 per cent of the costs are
due to outside tax assistance.

The Slemrod and Blumenthal (1993) survey also found that there are economies of
scale in tax compliance. Larger companies have larger tax compliance costs, but the costs
increase at a rate less than proportional to the increase in company size. These results
were also found in corporate tax compliance costs studies for Australia (Pope [1995]),
New Zealand (Sandford and Hasseldine [1992]) and Canada (Erard [1997]). Also Allers (1995)
concluded that relative compliance costs are regressive with firm size. This result is also
confirmed by Slemrod and Venkatesh (2002).

The Slemrod and Blumenthal (1993) survey also asked about the aspects of the
corporate income tax code that are most responsible for the tax compliance costs. The two
aspects most often cited were tax depreciation and the alternative minimum tax.”> Also
international tax issues such as the foreign tax credit, CFC-reporting, transfer pricing and
expense allocation rules, were widely cited as contributing largely to the corporate tax
compliance costs. Slemrod and Venkatesh (2002) confirmed these results and found that
being a publicly-held corporation also increases corporate tax compliance costs. Other
issues that were mentioned by Slemrod and Blumenthal (1993) were the frequency of tax
law changes and the lack of conformity between book and taxable income. In fact, many
respondents suggested moving toward more conformity between taxable income and the
measure of income used for financial accounting purposes as a means to reduce the
corporate tax compliance costs (see also Seltzer [1997]). Costs would also be strongly
reduced if there would be uniformity among states’ corporate tax systems and between the
states and the federal corporate income tax system in the US.

Brian Erard (1997) discusses the results of a survey of large Canadian corporations on
their compliance costs with federal and provincial corporate income taxes and capital
taxes. For the top 500 Canadian non-financial corporations, the total compliance costs
amount to 4.6 to 4.9 per cent of federal and provincial corporate income and capital taxes
paid. Similarly to the results found by Slemrod and Blumenthal (1993), Erard concludes that
about 57 per cent of the total compliance costs are linked to within-firm personnel
expenditures. About 46 per cent of these costs are spent on keeping records and filing,
29 per cent on research and planning and 25 per cent is spent on tax audits, appeals and
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litigation. Within-firm non-personnel expenditures and exte@al tax assistance account
for about 21 per cent and 22 per cent of compliance costs respectively. About 9 per of
the external tax assistance costs are spent on keeping reéf}ds and filing, 53 per Cex on
research and tax planning and about 38 per cent on tax audits, appeals and litig . Erard
(1997) also concluded that larger corporations spend a m greater share é@ompliance
costs on in-house personnel than smaller firms and that CQ.r))orations withpy large number
of foreign subsidiaries tend to engage more in tax planning\gstivitieQE

Erard (1997) also reports on the aspects of the tax code ghet are nost responsible for

2
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the corporate tax compliance costs of large corporations irk(Canada. Not only the &

complexity of the legislation and the reporting of foreign-source in oBg (as in Slemrod,aq¥l
Blumenthal [1993]) but also the fact that tax audits and appeals are congidkee(ﬁoe too
detailed and are not handled in a timely manner, are perceived to be a major source of
compliance costs. Also the deviations from generally accepted accounting practices and
the multi-jurisdictional nature of the corporate income tax strongly influence the
compliance costs.

Slemrod and Venkatesh (2002) report the results of a survey for the medium-sized
businesses in the US and of the tax professionals to which US medium-sized corporations
might have outsourced their corporate tax activities. They found that corporate
compliance costs vary widely across industries and that larger firms have, in absolute
amounts, larger corporate tax compliance costs than smaller firms because they are
engaged more in tax planning. On the other hand, smaller firms devote relatively more
time on the maintenance of tax-related records than did larger firms. For the medium-
sized businesses in the US, Slemrod and Venkatesh calculate that the total corporate
income tax compliance costs are between 28 per cent and 29.6 per cent of total corporate
taxes paid. Even if they are overestimated, as argued by the authors, these rates strongly
exceed the rates for large companies in the US (Slemrod and Blumenthal [1993]).

In order to simplify the tax system, the medium-sized corporations, in addition to the
proposals that were made in Slemrod and Blumenthal (1993), suggested eliminating the tax
depreciation rules and replacing them with immediate expensing of the investment cost.
Another proposal that would strongly reduce the corporate tax compliance costs is
the abolition of the Alternative Minimum Tax. Finally, international firms suggested
permitting excess foreign tax credits to be carried forward indefinitely and the
simplification of the allocation rules for interest, research and development and other
expenses. Corporate tax compliance costs would not be strongly reduced if the definition
of foreign-source earnings and profits in the US would conform to foreign income
definitions, but they would be strongly reduced if they would conform to domestic income
definitions. Finally, simplified transfer pricing guidelines would also reduce corporate tax
compliance costs.

Brian Erard (1997a) reports the results of a survey for small and medium-sized
businesses in Canada. The cost of outside tax assistance is the most commonly reported
source of corporate tax compliance costs. Other important sources are record-keeping
requirements, the complexity of the information requested by the tax administration and
the lack of co-ordination among different levels of governments

Sources of corporate tax complexity

In addition to complexity of the international corporate tax rules, the empirical
analysis showed that the accrual accounting rules are considered to be one of the main
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sources of corporate compliance costs by many corporation@ Accrual accounting rules »)
attempt to accurately measure corporate income on a yearly Basis. Taxable profits wil\ n
be closer to the true level of (economic) profits. For instanc@nstead of deductin b@mess
costs that generate future revenues at the time of puﬁ‘lase, accrual tax @unting
requires that these business costs are deducted in the fa#ure. Accrual acgdynting then 2
might provide more accurate information about the corp@ion. Howevergghe accrual tax 3
v

accounting principle then in itself becomes an importantéigurce o &plexity as it, for

instance, requires a complex set of tax depreciation rules. Copaplicat®d rules for inventory (%]
accounting are required as well. On the other hand, this tax gllexity might be reduced o
by the use of accounting standards. \)(

\°

However, it often is not feasible to tax corporate income when it acc?ueL"l@Q are a
lot of deviations from the general rule. These deviations contribute considerably to the
complexity of the tax code. The taxation of realised capital gains is a straightforward
example that gives rise to an enormous amount of tax planning opportunities. Shapiro
(1997) points out that tax preferences for certain business activities creates incentives for
firms to re-characterise their own activities such that they can benefit from these tax
preferences. Tax authorities will then have to design additional rules to minimize such tax
shifting, which then further increases the tax code’s complexity. Another characteristic of
capital gains taxation that creates a lot of complexity is, according to Edwards (2003), the
difficulty to decide whether assets that are sold are part of regular sales, which is then
taxed as ordinary income, or are sold by investors as a result of speculation, which are then
taxed as capital gains.

In fact, many tax sheltering activities make use of the corporate income tax system’s
sensitivity to timing (Edwards [2003]). Corporations can obtain a corporate tax advantage by
carefully planning when to include income and when to deduct expenses from the
corporate tax base. However, this sensitivity to timing would also be present under
cash-flow tax accounting, as postponing the inclusion of income in the taxable base (to the
following tax year) on the one hand, but immediately deducting costs from that base on the
other hand, will reduce the corporation’s corporate cash-flow tax liabilities.

Moreover, the elimination of accrual accounting for tax purposes would not
necessarily reduce the overall compliance burden and costs, as accrual accounting is also
used for financial statement reporting purposes. The differences between tax and financial
statement reporting accrual rules might therefore be a source of additional complexity. The
alignment of tax accounting with financial statement accounting might therefore be
another avenue for reducing complexity. In addition, this might reduce excessive tax
avoidance and planning, as corporations would have to weight the tax saving from
reporting lower income for tax purposes against the cost of presenting lower income for
shareholder/creditor purposes.

One of the other fundamental sources of complexity and instability in the corporate
income tax is the different tax treatment between debt and equity (Kleinbard [2005]). Not
only are interest payments deductible from the corporate tax base, while payments for the
use of equity are not, but the holder of the debt capital is also immediately taxed on the
investment’s return while the return on equity is taxed on a realisation basis - but has been
taxed on accrual in the company - but possibly at different rates (as ordinary income or
capital gains). These differences are a consequence of the “classical” point of view that
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assumes that only the holders of the equity are the owners of t@ corporation. Interest paid »)
as reward for debt is then considered to be a tax-deductiblecost in the same way a\ﬁor

- °
instance, wages. Q (\

This complexity is also due to the fact that in reality itAs not simple to dete@le what )
debt is and what equity is. The distinction depends on gumber of chara€tpristics (e.g., —
maturity, remedies on default, seniority in the capital sthﬁture) but té&nceptual line J
between debt and equity is not easy to draw. As a resw, mo@ nancial capital 1/}
instruments have become complex and many new instrum are Yaunched every year; 9
they often take the form of debt-like equity (term preferred stock) gr equity-like debt (MIPs, , @&/
contingent convertible debt, etc.). This ambiguity between debt a d'squity, which implieks

that investors can no longer be easily divided in “owners” and “1enﬂe1ﬁ’,@Lgs the
“classical” distinction between debt and equity and its different tax implications therefore

severely under pressure (Kleinbard [2005]).

Moreover, debt and equity are not the only available financial capital instruments.
Corporations may also use a broad set of financial derivatives (options, forwards, swaps,
etc.). These financial derivatives are not necessarily taxed in accordance with the income
created by the underlying “physicals” to which they relate (Kleinbard [2005]) and different
derivates might be taxed differently. This then further increases the corporate tax code’s
complexity.

Boadway and Keen (2003) point out that financial innovation, which refers to the
creation of new assets by repackaging the cash flows generated by other assets, not only
takes advantage of the tax differences between debt and equity. Financial innovation also
exploits the differences in the taxation of “income”, which is taxed on accrual at the
normal corporate income tax rate and of “capital”, which often benefits from the
advantage of taxation on realisation and is often taxed at a lower rate.

Additional sources of complexity are the existence of different types of legal forms
that are taxed differently and the tax rules with respect to business restructurings and the
transfers of business assets or the entire business (Kleinbard [2005]). Some examples of the
impact of the tax treatment of different legal business forms on tax revenues have already
been presented in last section. However, these tax rules are often country-specific; they
will therefore not be discussed further.

Due to the corporate tax code’s complexity, corporations have to spend a lot of
resources (financial costs, time that has to be spent, etc.) in order to pay their corporate
taxes in a correct way. Moreover, some corporations spend a lot of resources in order to
minimize their tax liabilities as much as they can. Shapiro (1997) notes that the economy
could definitively grow faster if the tax-management services of accountants, lawyers and
financial managers were used more productively. Moreover, tax administrations have to
spend more and more funds to cope with the corporate tax system’s complexities and to
provide an answer to the growing tax-sheltering activities of corporations. In fact, in order
for tax authorities to meet these challenges, it can be necessary to introduce new
legislation that increases the complexity of the corporate tax system even further. Of
course, it is not easy to have a simple corporate tax system in a complex economic
environment. Moreover, the complexities have probably increased significantly over the
last decades as a result of globalisation. Fundamental corporate income tax reform might
help reduce the corporate tax compliance costs of businesses.
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However, when reforming corporate tax systems, govgpnments not only have to »)
consider tax compliance costs but are also faced with the efficiency, redistribution%h X
revenue and transitional implications of different type of @k reforms. A tax syst@
minimizes the corporate tax-compliance costs is therefore probably not t est tax
system. In fact, certain types of complexities are probalﬁunavoidable. FofN\instance, as 2
pointed out by Slemrod (1996) for the US corporate tax syst@l, the foreign 1@( credits in the 3
US are a source of considerable compliance costs but thgse com idded tax rules are (0/]
required in order to protect the tax revenue levied on domesgic-soure income. Moreovetr, (%]
reducing corporate tax compliance costs does not necessasgé/
have to engage in fundamental corporate tax reform. In many LF}ries, corporate tejg(
compliance costs might be reduced by increasing the conformity between tajxalie @come
and income used for financial accounting purposes without the need to fundamentally
change the corporate tax system. Corporate tax compliance costs might also be reduced by
changing the tax rules less frequently and by keeping the tax rules as simple as possible. In
any case, governments face difficult trade-offs when evaluating and reforming their
corporate tax system. The corporate tax compliance costs for businesses and the
administration costs are important factors that have to be considered in this evaluation
process. The different options for fundamental corporate tax reform that do attempt to
reconcile all objectives - less distortions, raising sufficient amount of tax revenues, and
reducing the complexity — will be discussed in the following chapter and in Parts IIl and IV
of this Report.

at

imply that governments ¢

Notes

1. Tax authorities in OECD countries often allow for deviations from the tax code’s general tax
depreciation rules if corporate firms demonstrate that there are good reasons to do so (if the asset
depreciates over its life-cycle according to a different scheme or at a different rate than the method
and the rate that is suggested by the tax authorities).

2. The model assumes a separate corporate tax rate on distributed profits and on retained profits, but
they might of course have the same value. This assumption facilitates the analysis of the impact
of the corporate tax rate on the finance and investment decisions during the firm’s life-cycle.

3. Different types of foreign tax credits can be distinguished. Under gross-up and foreign tax credit
provisions, the home country taxes foreign income gross of foreign tax when it is repatriated, but
provides a tax credit for the taxes paid abroad (OECD [2001]). A home country that operates a
worldwide tax system might provide a credit to its resident corporations for the taxes paid abroad
with separate foreign tax credit treatment of dividend income and interest income. This implies
that the foreign tax attributable to the underlying host country corporate income tax on foreign
dividend income may not be applied to reduce the residence country’s tax on foreign interest
income. This also implies that the foreign withholding tax on foreign interest income may not be
applied to reduce the residence country’s tax on foreign dividend income. Alternatively, the home
country that operates a worldwide tax system might provide a foreign tax credit with pooling of
dividend and interest income. In this case, the foreign tax credit for the taxes paid abroad can
offset residence corporate income taxes on both dividend and interest income.

4. This discussion follows closely the analysis in Atkinson and Stiglitz (1984).

5. In the US, corporations are required to calculate their corporate tax liability under two sets of rules.
They then have to pay the maximum of their regular corporate income tax liability and of the
corporate alternative minimum tax (AMT) liability. The purpose of the AMT is to prevent
companies from eliminating their regular corporate tax liability from over use of particular
corporate tax preferences (Carlson [1995]).
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INTEGRATION OF CORPORATE INCOME AND PERSONAL INCOME TAXATION e /‘ t E d KN

At the corporate level, debt is tax-preferred over equity s;;)a sour%)@finance. Because
interest payments are deductible from the corporate incc@e tax base, the corporate

income tax is in fact a tax on the return on equity. However, the corporate income tax, &

interacts with the personal income tax as the return on equity m taxed again a]“t{l)
shareholder level. In fact, this interaction may be denied - as is the cas® ul:.decgssical
systems, which regard the corporation as an entity entirely separate from its shareholders
and therefore do not integrate the corporate and personal income taxes at all — or explicitly
recognised by tax law (Cnossen [1993]).

If interest payments are taxed at the personal level at high rates and dividends and/or
capital gains are taxed at the shareholder level at rather low rates, the total tax burden on
newly issued equity and/or retained earnings as source of finance might be lower than or
equal to the tax burden on debt, even though interest payments are not taxed under the
corporate income tax. In that case, the different tax treatment of debt and equity at the
corporate level might not result in an excessive use of debt as source of finance. Hence, the
distortionary impact of the corporate tax might depend on the taxes at the personal level
as well.

The integration of the corporate income tax and the taxes on the return on debt and
equity at the household level might alleviate the corporate tax differences between debt
and equity. This chapter presents the main methods for integration of the corporate
income tax and personal income taxes. It focuses especially on whether these integration
systems might realize tax-neutrality between debt and equity and between external and
internal equity under a corporate income tax system.” These different types of corporate
tax systems will be discussed in more detail in Part IV of this report.

5.1. Full integration

86

Under full integration (full imputation), all corporate earnings — distributed dividends,
retained profits and interest payments — are allocated to shareholders and bondholders
and are taxed at the personal level at the personal income tax rate. In a closed-economy,
all company earnings might therefore be taxed in the same way. This removes the tax
difference between debt and equity, between profit distribution and profit retention, and
between external equity (newly issued equity) and internal equity (retained earnings) in a
closed-economy.

These full integration systems treat the corporation as a pass-through, providing full
integration of the corporate tax on distributed and retained profits with the personal
income tax on the return to equity at the shareholder level. In that case, the corporate tax
is used merely as a prepayment of the tax on equity at the shareholder level.

* The integration of corporate cash-flow taxes and capital taxes at the personal level will be discussed
in Part III; the different corporate cash-flow tax systems will be discussed in more detail in Part IV.
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Shareholders would receive a tax credit for the corporgte tax already paid on the »)

distributed profits. Double taxation of retained profits migh%be prevented by pemx g

shareholders to write up the basis of their shares by retained%oﬁts net of corporate t{XdAs a °

result, the capital income tax is levied only on capital gainsin excess of retained its that

already have borne corporate tax. Similarly, the taxable basds written down i\he business i)

incurs losses or if the business distributes dividends out of p{c'e)riously accum@ted earnings. 3
v

In a closed-economy setting, if all earnings are taxed at‘ﬁle per evel at the same
personal income tax rate, full neutrality between all sources finaglz can be achieved if &
capital gains are taxed when they accrue instead of when they gre realised. If, however, @
capital gains are only taxed when they are realised, equity might ggcbme a more prefge@)i
source of finance than debt even under a full integration system. ° | e &

The closed-economy impact of the full integration system might be achieved in an
international context, for instance if the country of residence of the foreign investor
implements a full integration system as well. A full integration system would then
maintain its favourable neutrality effects if the foreign investor would receive a tax credit
for the foreign corporate taxes already paid. This tax credit could be provided either by the
source country where the foreign income is earned, by the residence country where the
foreign income is taxed at the personal level or it could be shared between the home and
host country. However, if the host country would not provide a tax credit to non-residents,
foreign equity-financed investment in the host country would be discouraged if the home
country would not give a tax credit for the foreign corporate taxes already paid either.
Foreign shareholders might then prefer to finance investment with debt. Moreover,
because resident shareholders might receive a tax credit only for domestic corporate tax
paid, the full imputation system will provide shareholders with a tax-induced incentive to
invest in domestic instead of foreign shares.

Moreover, if corporations are driven only by their own taxation and not by the capital
income taxes at the personal level, corporations will face a tax-induced incentive to
finance investment with debt instead of equity even under full imputation systems.

5.2. Dual income tax DIT system

The dual income tax (DIT) system in its purest form is characterised by a proportional
personal income tax on net income, which includes wage, pension and capital income less
tax deductions. The same tax rate is used for corporate income. In addition to the flat rate,
wage and pension income are taxed progressively by means of surtax on gross income
from wage and pensions above a certain threshold level (OECD [2006]).

The DIT system consists of a standard corporate income tax system, as implemented in
many OECD member countries. Because the return on equity is already taxed at the
corporate income tax rate, as opposed to interest payments that are deductible from taxable
corporate profits and are therefore taxed only at the personal level, double taxation of
distributed profits is prevented through a full imputation system. Shareholders are
permitted a tax credit against the personal income tax on dividends for the corporate tax
that can be imputed to the dividends which they receive. Under the DIT in its purest form,
double taxation of retained profits is prevented as well. Shareholders might be permitted to
write up the basis of their shares by an amount equal to the taxable corporate income which
is retained in the corporate firm. The capital income tax will then be levied only on capital
gains in excess of retained profits that already have borne corporate tax (Sorensen [2005]).
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In a closed-economy setting, full neutrality under the d@l income tax between all »)

sources of finance can be achieved if capital gains are taxedswhen they accrue. Ho T,
equity might again become a more preferred source of finak¥ than debt if capital @s are
only taxed when they are realised (or when they are not t@ed at all). 6

The DIT system suffers from the same corporate tax Pfoblems as the f@ntegration/
imputation system in an open-economy setting. For instan‘ga, dependinﬁ&he tax system
in their country of residence, foreign investors might fa@a tax% ed incentive to

excessively finance investment with debt. Moreover, the impgtation ¢redits under the DIT

might be available only for resident taxpayers on domestic investgnent. As a result, the tax, ¢/

burden on foreign shares (dividends and capital gains) might ex ey the tax burdeQQy
domestic shares. * LecC

Both full imputation systems and dual income tax systems might be combined with
an allowance for corporate equity tax system in order to reduce the tax burden on
investment at the corporate level. The allowance for corporate equity tax system is
discussed next.

5.3. Allowance for corporate equity ACE tax system

88

The allowance for corporate equity (ACE) tax system corrects for the differential tax
treatment of debt and equity by providing a deductible allowance for corporate equity in
computing the corporation’s taxable profits. Similarly to the deductibility of interest
payments from the corporate income tax base, the allowance for corporate equity equals
the product of shareholders’ funds and an appropriate nominal interest rate. The
allowance therefore approximates the corporation’s normal profits. The corporate tax rate
is then confined to economic rents, because corporate equity in excess of the ACE remains
subject to corporate tax.

If the nominal interest rate that is applied to calculate the ACE equals the nominal
interest rate that is paid as a reward for the debt, and all returns (interest payments,
dividends and capital gains) are taxed at the personal level at the same rate, the
corporation will be indifferent between debt and equity as source of finance. Interest
payments and the normal return on equity will be taxed only at the personal level. The
economic rents will be taxed at both the corporate and personal levels.

However, capital gains are usually taxed when they are realised and not when they
accrue. In this case, interest payments and the return on equity that is distributed as
dividends continue to be taxed at the personal income tax rate. However, the return on
equity that is retained by the corporation - yielding capital gains — will be taxed at a lower
rate because the household can postpone the realisation of these capital gains. The ACE tax
system resolves the debt-equity distortion at the corporate level. However, if the tax rates at
the personal level are considered as well, equity might become a more preferred source of
finance than debt in a closed-economy setting because of the deferral of capital gains tax.

In an international context, corporations that make their finance and investment
decisions considering only the corporate level taxes will be indifferent between debt and
equity as source of finance under the ACE tax system. However, foreign interest payments
will be taxed on accrual in the home country, but taxes on equity might be deferred until
profits are repatriated back home. Even in an international context, equity might then
become a more preferred source of finance than debt under the ACE tax system, even
though the debt-equity distortion is resolved (only) at the corporate level.
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5.4. Allowance for shareholder equity ASE tax system o)

The allowance for shareholder equity tax system als?@%empts the normal retu@n
equity from double taxation. However, it provides tax relief 19r the normal retur: quity
not at the corporate level as under the ACE system, but atﬂe personal level jnskedd.

The ASE tax system continues to exempt interest payments at the cq ate level, as
opposed to the return on equity that is taxed at the corporate tax rate corporation’s
normal profits — equal to the value of corporate equity mu%lied imputed interest
rate — are not taxed again at the shareholder level. If the l@ninal interest rate that is
applied to calculate the ASE equals the nominal interest rate that 'Q'paid as areward for the(@
debt, and the corporate tax rate equals the personal income tax rate bﬂ in.terji;c pay@@@
the corporation will be indifferent between debt and equity as source offi cein a
closed-economy. Under the ASE tax system, the corporate tax continues to act as a
“backstop” to the personal income tax (on normal profits).
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Rents might be taxed at the shareholder level under the personal income tax either as
dividends or realised capital gains. Capital gains might then effectively be taxed at a lower
rate because the tax can be postponed until the capital gains are realised, as opposed to
dividends that are immediately taxed. The ASE therefore does not necessarily resolve the
difference in tax treatment between retained earnings and newly issued equity. However,
the ASE tax system does resolve the debt-equity distortion if taxes at the personal level are
considered in a closed-economy framework.

The allowance for shareholder equity does not have a fundamental impact on the
preferred sources of finance and uses of profits of corporations that are owned by foreign
investors. The debt-equity distortion continues to exist at the corporate level. Under the
ASE tax system, the debt-equity distortion is resolved only for domestic investors.

5.5. Comprehensive business income tax CBIT

A totally different method for alleviating the tax difference between debt and equity
focuses on the corporate tax deductibility of interest payments. The comprehensive
business income tax (CBIT) system resolves the need for integration of corporate and
shareholder level taxes on equity, as interest payments and the entire return on equity
(normal return and economic rent) are taxed at the corporate level at the corporate income
tax rate - interest payments are therefore no longer deductible from corporate earnings -
but are no longer taxed at the personal level. The corporation is therefore indifferent
between debt, newly issued equity and retained earnings as source of finance of its
investment under the CBIT.

The taxation of interest income at source has a strong impact on foreign investors,
who will not only have to pay corporate taxes on the return on equity-financed investment
but also on the return on debt-financed investment. The CBIT system will resolve the
debt-equity distortion in an international context only if the home country exempts all
foreign returns from tax or if it levies the same rates on the return on equity (dividends and
capital gains) as on the return on debt (interest payments). However, in this last case,
neutrality might not be achieved if capital gains are taxed only upon realisation in the
home country. Hence, in the absence of changes in the tax treatment of foreign source
income in many OECD member countries, it would be unlikely that neutrality between
debt-equity will be achieved under the CBIT system for foreign (either personal or
corporate) investors.
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5.6. Methods for integration of distributed profits alone O

20

The integration of the corporate income tax and thﬁ(es at the shareholdex’\@el
might be limited to distributed profits (Cnossen [1993]). Th® integration can be nised
either at the corporate level or at the shareholder level.

Dividend relief at the corporate level can take differer\tj)rms. The divj deduction
system, for instance, permits the (partial or full) deductn of divid@ from taxable
corporate profits, as is the case with interest payments. The\éélit-ratanstem levies a lower
corporate tax rate on distributed profits than on retained pro@.

Dividend relief at the shareholder level can be obtained thr the implementatiop{
of an imputation system or various schedular methods. The imputationgsysgte r@&?@g
that dividends are grossed up with (part of) the corporate tax already paid, after which the
grossed-up dividends are taxed at the shareholder level. The dividend tax is then reduced
with (part of) the corporate tax with which the net dividends were grossed up in the first
place. Different types of schedular methods for dividend relief exist. One example is the
method that taxes dividends at the personal level at a lower rate than interest payments.
Another method taxes all types of capital income at the personal level at similar rates but
provides a tax credit, specified as some fraction of dividends received. Finally, under the
partial inclusion method, only part of the received dividends is included in the taxable
income at the shareholder level.

From a domestic point of view, a reduced tax burden on dividends might (partly)
restore neutrality between debt, newly issued equity and retained earnings as source of
finance. Dividend relief at the corporate level or shareholder level might (partly)
compensate for the gain as a result of the deductibility of interest payments from the
corporate tax base and for the reduced tax burden on capital gains because shareholders
can often defer the capital gains tax until the capital gains are realised.

As argued, governments can provide dividend relief at the shareholder level in a
number of ways. The alternative approaches differ in their administrative costs. An
important advantage of imputation types of tax relief is, however, that no relief at the
shareholder level would be provided if no corporate income tax would actually have been
paid. This might occur if the firm’s corporate tax base is reduced because of, for instance,
generous depreciation allowances or losses that were carried forward.

Whether governments allow for dividend relief either at the corporate or shareholder
level will especially have a strong impact on the tax burden of foreign investors who benefit
only from dividend relief at the corporate level. Dividend relief at the corporate level
implies that foreign investors (partly) escape from taxation in the source country. On the
other hand, it might induce foreign investors to invest in equity in the host country. Only
dividend relief at the corporate level will have an impact on investment if the corporation’s
cost of finance is determined on the international capital market (the “new new” view).
Dividend relief at the shareholder level will reduce the tax burden on equity-financed
investment only for resident shareholders. In fact, resident shareholders would obtain an
incentive to invest at home and not abroad if foreign-source dividends would not obtain
the same reduced tax treatment at the shareholder level.
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The current corporate income tax bases in many OECB\)&ountn’%\—%ecause they are
(partly) based on accrual accounting rules - are complex,%creas the burden on tax

administrations and lead to tax avoidance and evasion. Under,these circumstances, a, &

corporate cash-flow tax — based on cash-flow accounting rules — mlgbpbe an alternati)e\t)
a corporate income tax. The corporate cash-flow tax has been subj&tl.to@g‘nsive
discussion in the economic literature in recent decades, especially in the United States.
The cash-flow approach seems especially promising at the corporate level, where equity
concerns are not relevant and where its implementation seems practically feasible. In fact,
almost all OECD countries already have a cash-flow tax at the corporate level in the form of
a Value Added Tax (VAT).

The design and content of the corporate cash-flow tax depends on whether only real
transactions or both real and financial transactions are included in the tax base. The
different tax bases are described in Section 6.1. Section 6.2 discusses the efficiency of the
cash-flow tax at the corporate level. The efficiency of the corporate cash-flow tax when
personal level taxes are also considered is studied in Section 6.3. Tax revenue
consequences of a change to a cash-flow tax are discussed in Section 6.4. The issues of tax
complexity and tax avoidance/evasion are discussed in Section 6.5 and Section 6.6 focuses
on the tax treatment of financial services under the corporate cash-flow tax. Transitional
issues are discussed in Section 6.7.

6.1. The cash-flow corporate tax base

94

A cash-flow corporate tax can be levied on different tax bases. This section discusses
the different cash-flow corporate tax bases: the R-base, the R+F-base and the S-base.

R-base

The R-base corporate cash-flow tax includes only real (R) transactions in the tax base.
Real transactions are measured as the difference between the receipts from sales of real
goods and services and the expenses from purchases of real goods and services required in
the production process, including purchases of capital goods: R-base = sales - purchases.
Under the R-base, financial transactions, as opposed to real transactions, are not included
in the tax base. The R-base disallows any deduction with respect to the financing of the
investment, which implies that interest payments are not tax-deductible. The R-base
corporate cash-flow tax then treats debt and equity in the same way and, therefore, does
not distort the corporation’s choice between different sources of finance, as will be
demonstrated in the following paragraphs.

The bonds that the firm issues to finance real investment do not appear in the tax
base. The investment that is financed with these funds is however deductible from the tax
base. The return of the debt-financed investment - as the investment will increase sales —
will be taxed afterwards. However, the up-front deduction of the investment will offset the
taxes on the interest payments that will be paid to the bondholders (tax expenditure tax
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treatment), which implies that debt-financed investment - @suming it earns a normal
return (the interest rate) — is not taxed under the R-base corperate cash-flow tax (se&e*o

Box 3.1 in Chapter 3). CD (\ ¢

In fact, equity-financed real investment is taxed jm a similar way. Tth—front
deduction of the investment outlays offsets the taxel;)m the normal ¢ékurn of the
investment. The economic rents however will be taxed un‘d,ar the corpo @cash-ﬂow tax.
Debt and equity-financed investment are therefore taxed im\ﬁﬁe sa wg

Cule

The corporate cash-flow tax is levied on the investm@’s equity-financed return, 9
independently of whether the return is distributed as dividgnds or is retained and(@
reinvested. Consequently, the cash-flow tax cannot be deferred abthe corporate 1{\)&),
which implies that the corporation will be indifferent between newly iSsu ng’y and
retained earnings as source of finance as well. Hence, the corporate cash-flow tax does not
create a bias in favour of retaining profits instead of distributing them.

However, as long as the firm reinvests its profits, it will effectively not have to pay any
corporate cash-flow tax as the immediate tax gain due to the deductibility of the
investment from the tax base cancels out the tax on the profits that are retained and
reinvested. The corporate cash-flow tax can then effectively be postponed (on the normal
return and the rents) until the profits are distributed to the shareholder and are used by the
shareholder to finance consumption.

R+F-base

The R+F-base corporate cash-flow tax, in addition to real transactions, includes non-
equity financial (F) transactions in the tax base. Non-equity financial transactions refer to
borrowing and lending of funds. Borrowers include the loan principal in the tax base and
deduct interest payments and the principal when it is redeemed. Lenders deduct the
principal when they make a loan and include loan repayments (both principal and interest)
in the tax base. The R+F-base then amounts to: R+F-base = (sales + borrowed funds + interest
received + loan repayments) — (purchases + interest paid + debt repaid + lent funds).!

Under the R+F-base, the bonds that the firm issues to finance real investment do
appear in the tax base. The investment that is financed with these funds is however
deductible. The return of the debt-financed investment - as the investment will increase
sales — will be taxed afterwards, but the interest payments that the corporation pays to the
bondholders are deductible. Consequently, debt-financed investment - assuming it earns a
normal return (the interest rate) — is not taxed under the R+F-base corporate cash-flow tax.

Debt under the R+F-base is taxed according to the “tax-prepayment” method: the
savings are effectively not deductible from the tax base (the borrowed principal is included
but the investment is excluded) but the interest payments are effectively not taxed either
(the return of the investment is taxed but the interest payments are excluded). Under the
R-base, debt is taxed under the “tax-expenditure” method: investment is deductible and
the corresponding tax gain offset the taxes on the return of the debt-financed investment
paid as interest to bondholders.

In case of equity-financed real investment, the up-front deduction of the investment
outlays offsets the taxes on the normal return of the investment as the investment will
increase the corporation’s sales. The economic rents however will be taxed under the R+F-
base corporate cash-flow tax.? Again, the actual payment of a tax can be postponed until
the shareholder uses the investment’s return to finance consumption.
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However, the corporate cash-flow tax is not a dividend tax. It is levied on the entire
investment’s return through the increase in sales. But becatse of the corporate ta in
that arises if the return is reinvested, no tax will actually hé&@ to be paid until the r@rn is
used for consumption purposes. And, indeed, sharehglders can use the ds for
consumption only if they are distributed as dividends. ®fcourse, shareh rs can sell
their shares and use these funds to finance consumption. (@e firm’s accurt@lated earnings
then remain inside of the corporation but are just owned I{X)a diffeg@hareholder. This
tax treatment does not imply that distributing dividends is giscouriged by the tax code
because the shareholder might reinvest the dividends in shafes of the same or another
corporation. Moreover, because of the deduction of investment o s from the tax bage ®
the normal return on equity (and the interest payments) will effectlvelymoLbéeée&' as
opposed to the economic rents (as described in Chapter 3).

S-base

The S-base corporate cash-flow tax taxes the net flow from the corporation to its
shareholders: S-base = (dividends paid + purchases of shares - issues of new shares). The
aggregated corporate sector S tax represents the net flow from the corporate sector to
shareholders since share transactions between corporations cancels out.

For corporations total cash inflows must equal total cash outflows. When comparing
the R+F-base with the S-base, the cash-flow identity of the corporation can be written as:
R + F =S + T, where T represents the net taxes paid under the corporate cash-flow tax. This
cash-flow identity says that any difference between total business inflows and outflows
has to be paid out either to shareholders or as tax. The S-base is then conceptually
equivalent to the R+F base minus the corporate cash-flow tax: S =R + F - T. What is left
after tax from the corporation’s net real and financial transactions is paid to its
shareholders.

The cash-flow tax treatment then implies a “silent partnership” for the government in
the corporation’s investment. The identity R + F = S + T implies that an increase in net cash-
flow (increase in R+F), under the assumption of a constant S, increases the cash-flow taxes
that are paid (increase in T). Similarly, a reduction in net cash flow (reduction in R+F), given
a constant S, reduces the cash-flow taxes paid (reduction in T). Under this partnership, the
government collects a share of the above-normal returns on the corporation’s investments,
but contributes to the costs of that part of the investment that yields only a normal return.

6.2. Efficiency considerations at the corporate level

26

The corporate cash-flow tax eliminates some of the distortions inherent in a corporate
income tax system (see Section 4.1). As opposed to the corporate income tax that favours
debt over equity financing, the corporate cash-flow tax treats debt and equity in the same
way. The immediate expensing of the investment implies that the investment’s normal
return is tax-exempt, while interest payments will no longer be tax-deductible.
Consequently, the corporate cash-flow tax does not discriminate between debt and equity
(newly issued equity and retained earnings) as sources of finance and does not distort
marginal investment decisions at the corporate level.

Neutrality of the corporate cash-flow tax requires that the corporate tax rate is kept
constant over time. If governments would announce that the corporate cash-flow tax would
fall, firms would have an incentive to bring foreword investment in order to obtain a corporate
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tax deduction in excess of the corporate taxes levied on the irvstment’s later normal and »)
above-normal returns. On the other hand, firms obtain a tax-faduced incentive to po e

investment if governments would announce that the corpora@tax rate will increase. (\ °

However, the corporate cash-flow tax does tax the inpgstment’s economic\ents. The
corporate cash-flow tax system therefore continues to diStort the corporatifiPs decisions
that depend on the average corporate tax burden such as I‘Q_aation decisi @

The corporate income tax distorts not only how much‘ﬁl}vestm@wﬂl be undertaken
but distorts also the type of investment project that will b@wested in. The difference
between economic depreciation and tax depreciation mightg¢vary between types of, e
investment projects and industries. The cash-flow tax would elimibﬂte these distoru@}
because of the investment’s immediate expensing. *Le C

K
Cule

Since inflation makes the replacement of assets more expensive over time, there is an
argument for inflation adjustment of the value of the asset under a corporate income tax.
A corporate cash-flow tax is based on current transactions and therefore avoids the timing
related problems of a corporate income tax. The required adjustment for inflation of the
value of the asset is not necessary because of the investment’s immediate expensing.

The corporate income tax distortions due to its lock-in effects (because capital gains
are taxed upon realisation instead of on an accrual basis) are no longer present because the
shares of corporations do not appear in the corporate cash-flow tax bases. The dividends
that a firm receives from, for instance, its subsidiaries and the capital gains that the firm
realizes when it sells the shares it holds, are therefore not taxed under that firm’s
corporate cash-flow tax.

The corporate income tax treats corporations differently than businesses that have
another legal form (proprietorships, partnerships, etc.) and might influence the decision to
either (un-) incorporate or not. The introduction of a cash-flow tax that would include all
business activity would not influence the organisational form of businesses. Equal tax
treatment of different organisational forms would increase efficiency as the after-tax
return on investment would be independent of the business’s legal form. However, if the
cash-flow system is confined to corporations only, the corporate tax system would
continue to influence the organisational form that is chosen.

Firms might encounter difficulties in financing their investment projects due to
financial market imperfections. As a result, financing-constraint firms might forego
profitable investment opportunities. This will not only have an impact on the profitability
of the firm, but it will also imply that the government will raise less tax revenues. However,
such financial market imperfections can partly be alleviated under immediate expensing,
because it provides firms with an immediate tax gain that can be reinvested in the
corporation; the corporate cash-flow tax is actually not levied as long as the firm continues
to invest its earnings. These reinvestments will also benefit from the immediate expensing
provision. The immediate expensing then implies that the normal return of the investment
will not be taxed. However, if the project creates economic rents that exceed the
investment’s normal return, the government might in fact, in present value terms, raise
more revenues than the cost of the foregone tax revenues due to the immediate expensing
provision. In the presence of financing-constraint firms, the introduction of a corporate
cash-flow tax might therefore create a win-win situation.
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However, due to the inclusion of non-equity financia@transactions in the R+F-
corporate cash-flow tax base, some firms might find it attfactive not to distribut ébﬁir
profits as dividends but to reinvest their profits in finéBkial capital (bank ac@n s,
government bonds, bonds of other corporations, etc.). Tasj strategy enables firm to
defer the corporate cash-flow tax until these funds are disksbuted. The R+F-h@ge corporate
cash-flow tax therefore provides firms with a tax—induc@ncentive to @ze in financial
capital (debt) on behalf of their shareholders. This strate%)might %}@iaﬂy be used by
closely-held corporations because it allows the manager-opner to\defer the corporate
cash-flow tax, in addition to the capital gains tax, until the ccgloration is sold.

Figure 6.1 simulates the corporate taxes paid by a firm, wBich undertakeg('@(
additional investment project, under alternative corporate tax syst%mh a&'r the
corporate cash-flow tax, the entire investment is fully expensed in the first period. In the
example, this results in a negative corporate tax liability which can be carried forward to
the next period(s). From period 4 onwards, the corporate cash-flow taxes that have to be
paid are constant. They exceed the corporate income tax liabilities because of the different
tax treatment of interest payments; interest payments are not deductible under the
corporate cash-flow tax but they are under the corporate income tax.

Figure 6.1. Corporate cash-flow tax versus corporate income tax
under straight-line or declining balance tax depreciation over time’

[ Corporate cash-flow tax [ CIT straight-line depreciation Il CIT declining-balance depreciation
25

20 |

15 |
| ‘ ‘ ‘ ‘
0

5 =6 t

t=1 t=2 t=3 t=4 t= =7 t=8 t=8 t=10 t=11 t=12 t=13 t=14 t=15

o
T

1. The numbers simulate the corporate taxes paid by a firm that undertakes an additional investment project. The
firm sells in every period 12 products; the price/unit is 12, the cost/unit is 5 and fixed costs are 10. The firm has
issued debt of 500 and the value of its equity is 500. The interest rate is 4 per cent. The corporate tax rate is 30 per
cent. In period t = 0, the firm invests 200; investment prior to t = 0 are assumed to be fully depreciated. In case of
straight-line depreciation, the firm can depreciate the investment over a period of 10 years (1/10 of the investment
in every period). The tax depreciation rate under declining-balance depreciation is assumed to be 15 per cent,
such that the largest part of the investment is depreciated after 10 periods.

The differences in the corporate income tax liabilities are explained by the effects of
straight-line depreciation versus declining-balance tax depreciation. Under the
assumptions of the simulation, the firm will pay lower corporate income taxes in the first
periods under declining-balance tax depreciation as a result of the high tax depreciation
rate but it will pay more from period 3 until 10. After 10 periods, the firm will continue to
depreciate the asset only under the declining-balance depreciation method. This results in
lower corporate income taxes that have to be paid, but the difference converges to zero in
the longer run.
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If the corporate income tax is replaced with a corporate@ash-ﬂow tax, corporations »)
will initially have to pay lower corporate taxes when theysundertake new inves t
projects as a result of the immediate expensing. Under &9e cash-flow tax, the (&'mal
return on the equity-financed and debt-financed investmept will not be taxed, under
the corporate income tax, only the normal return on 'é€bt-financed iny@gtment (the i)
interest rate) is tax-exempt under the assumption that 1@ tax depreciz@on allowances 3
follow the actual economic depreciation of the asset. The egonomic & are taxed under (0/]
both corporate tax systems. In present value terms, the corp tion% therefore pay less (%]
tax under the corporate cash-flow tax than under the corporat€ income tax. o

However, this result does not show up in Figure 6.1. In this ex: prle, firms will ha <
pay more tax when the corporate income tax is replaced with the corporate‘caslh-@v(tax. In
this example, the introduction of immediate expensing is less beneficial to the firm because
under the corporate income tax, the firm can already benefit from accelerated tax
depreciation allowances. In fact, the example is based on the extreme assumption that that
there is no economic depreciation of the asset; this explains why the firm’s corporate taxes
under the corporate cash-flow tax remain constant from period 4 onwards. In this example,
the net gains of immediate expensing — net of the accelerated tax depreciation allowances
under the corporate income tax - are lower than the costs because the firm can no longer
deduct the interest payments from its tax base under the corporate cash-flow tax.

The example also shows that the immediate expensing of the investment might give
rise to a negative corporate tax liability. Tax losses will have to be refundable or
governments will have to implement loss carryforward provisions in order to avoid tax-
induced distortions of the firm’s investment decisions. However, the gain of immediate
expensing in present value terms will be reduced if these losses are not carried forward at
an appropriate rate of interest.

6.3. Efficiency considerations with corporate and personal level taxation

Even under a corporate cash-flow tax, savings at the personal level might continue to
be taxed under a capital income tax. When capital income taxes at the personal level are
considered as well, the corporation’s marginal debt-equity decision will not be distorted as
long as interest payments and the normal return on equity are taxed at the personal level
in the same way. However, the profits can be distributed as dividends or retained and
reinvested, which then yields capital gains. If capital gains are taxed upon realisation while
dividends and interest payments are taxed on accrual and/or capital gains are taxed at a
lower rate than dividends and interest payments at the personal level, the debt-equity
choice will be distorted even under a corporate cash-flow tax.

This is demonstrated in Box 6.1, which discusses the cost of capital and the marginal
increase in value of the firm’s equity in the steady state under the “new” view. The analysis
assumes that capital gains are taxed at lower rates than interest payments and dividends.
In that case, the firm will prefer to retain and reinvest its earnings instead of financing
investment with newly issued equity or debt. In order to show the impact of the taxes at
the personal level, the cost of capital under the “new new” view is derived in Box 6.1 as
well. The cost of capital under the “traditional” view is derived in Box 6.2.

However, the debt - equity choice would not be distorted if capital would be taxed at the
personal level on a cash-flow basis as well. A cash-flow tax treatment at the personal level
might imply that household savings are deductible from the personal income tax base. The
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Box 6.1. The corporate cash-flow tax under ¢he “new” view A
and the “new new” viewm AN

Given a corporate cash-flow tax, this box presents the cost of capital on a firm’s @ginal

investment decision under the “new” view and the “ne w” view. It is asdymed that
capital gains are taxed at a lower rate than dividends. rcfg? the corporat -flow tax
rate; the other variables are defined in Box 4.1. Under the ¢

ew” view, th@ m will invest
its retained earnings until the marginal product of an addi®nal u@@f capital (cost of
capital) f'(K) equals:

(1 _Tp) (/

F) = G b

o LeCt\)

If the firm retains and reinvest 1 currency unit of before-tax profits, it actually invests
(1 - 7) of after-tax profits (the profits are not taxed under the corporate cash-flow tax as
result of the immediate expensing). The return on this investment f’(K) will be distributed
as dividends, which yields an (overall) after-tax return equal to (1 - 1()f’(K)(1 - tg)(1 - t¢p)-
Instead of reinvesting its earnings, the firm might distribute its profits as dividends and
invest them in market debt, which would yield (1 - tg)(1 - tcf)r(1 - 1p). The firm will
therefore invest as long as the after-tax return on investment financed with retained
earnings exceeds the after-tax opportunity return on the opportunity investment in
market debt.

Similarly, the firm will invest its retained earnings, which yields capital gains, until the
marginal increase in value of the firm’s equity q equals the cost of the additional
investment, which are the net dividends foregone:

_ (1_Td)(1_’fcf) < 1

(1 _Tc)

If the firm retains and reinvest an additional euro, the after-tax increase in value of the
firm’s equity equals (1 -1.)q. If the firm distributes the additional euro, the household
receives after-tax dividends (1 - 14)(1 - 1¢). The firm invests until the household is
indifferent between retaining and distributing the firm’s earnings. Because it is assumed
that capital gains are taxed at lower rates than distributed dividends, the increase in value
of the equity is lower than 1.

Under the “new new” view, shareholders require the world market interest rate on their
investment r. As a result of the immediate expensing, the firm will invest its earnings until
the cost of capital equals the interest rate:

fK)=r
The marginal increase in the value of the firm’s equity then amounts to:

q=(1- ch)

As opposed to impact of the corporate income tax, the corporate cash-flow tax does not
affect the firm’s marginal investment decision under the “new” view and the “new new”
view. A reduction in the corporate cash-flow tax rate does not imply that firms will invest
more. However, a reduction in the corporate cash-flow tax will only lead to windfall capital
gains for existing shareholders, as the reduction in 7 will increase the marginal increase
in value of the firm’s equity.

-«

Cule
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Box 6.2. The corporate cash-flow tax under the{‘traditional” view

This box presents the cost of capital on a firm'’s ma@nal investment unde
“traditional” view. Given the assumptions of the “traditional” view (see also BO)‘) and
using the notation of Box 4.1, the cost of capital f’(K) of arginal 1nvestmeéf1nanced
with newly issued equity equals: U @

. B ([{@=cy r+p§|pt \» @
PO = e A (5 Q-

The return f’(K) on the marginal investment financed with g! ly issued equity 15\)
partly (£%) distributed as dividends (the after-tax dividend equals [1 - t4][1 ‘chblél'—éft
([1 - €]%) retained, which yields (1 - 1) after-tax capital gains. The investment has to earn
the shareholder’s opportunity return, which equals the after-tax return on a risk-free
investment in debt (1 - 1,)r, augmented with the risk premium on equity p(&). The cost of
capital then follows. The firm determines & such that the cost of capital is minimised. The
optimal payout rate §|opt satisfies:

P,
&)

This condition states that the firm will distribute dividends until the benefit of a
reduction in the risk premium, which is measured on the left hand side of this condition,
equals the tax cost of additional dividends. This tax cost is measured on the right hand
side; it equals the difference between the after-tax capital gains and after-tax dividends
and simplifies to 1+ 14(1 - t¢f) — 7. Moreover, because the firm'’s earnings are replaced

=(1-t) - (1-1)(1-14)

with external equity, the firm will invest funds until the marginal increase in the value of
the firm’s equity q amounts to:
q=1

Compared to the outcome under the corporate income tax (Box 4.2), firms will distribute
less dividends because the reinvestment of earnings is taxed more favourably under the
corporate cash-flow tax. This King-Fullerton type of framework does not consider that also
the distributed dividends could be invested back in the corporation. This extension would
require a dynamic framework.

P

investment’s return will then have to be included in the personal tax base (“tax expenditure”
treatment). Cash-flow tax treatment at the corporate and at the personal level would then
imply double taxation of economic rents. However, interest payments and the normal return
on equity would remain tax-exempt. If at the personal level, capital gains would be taxed on
realisation and dividends would be taxed immediately and/or capital gains are taxed at the
personal level at a lower rate than dividends, households would prefer to receive the
economic rents in the form of capital gains instead of dividends.

The debt-equity neutrality under the corporate cash-flow tax will also be maintained
if savings at the personal level are taxed under the “tax prepayment” method. As explained
in Chapter 3 savings are not deductible from the personal tax base but the original savings
augmented by the savings’ return are not taxed at the personal level either. In this case,
only the economic rents are taxed under the corporate cash-flow tax.
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6.4. Tax revenue considerations o)

Because the corporate income tax raises a substantial &ount of tax revenue inh y
OECD countries, it is important to study the revenue impatts of the replace the
corporate income tax with a corporate cash-flow tax. Thisﬂplacement migfghnﬁ
implications.

several

First, the corporate cash-flow tax provides more geneHls investm@%centives than
the corporate income tax. The corporate tax gain due tc\»he in ent’s immediate
expensing exceeds the tax gain due to the depreciation all@nces under the corporate
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income tax. Put differently, only above-normal returns are ta)(efl under the corporate(@

cash-flow tax as opposed to the taxation of the normal return on eq\bt'y agld he ec

rents under the corporate income tax. It might then be argued that, in ord t&raise the
same revenue, governments would have to levy a higher cash-flow tax rate than their
current corporate income tax rate.

Neutrality also requires that tax losses, which might more frequently occur because
the cost of the investment is immediately expensed — will have to be paid out or carried
forward at an appropriate interest rate. This will put tax revenues further under pressure.
Moreover, governments might not allow this, given the potential danger of firms
disappearing once they have claimed tax rebates on losses (Boadway and Keen [2003]). The
“modified cash-flow tax” (Boadway and Bruce [1984]) mitigates the negative tax revenue
implications of full immediate expensing combined with provisions that allow tax losses
to be refunded or carry-forward. The modified corporate cash-flow tax allows only part of
the investment to be immediately expensed. Firms would be allowed to draw down the
undepreciated capital stock at some rate each year - the rate might be such that the firm
will never have negative taxable corporate income - and would obtain an additional
corporate tax deduction for the financial costs associated with holding that undepreciated
capital stock (Boadway and Keen [2003]).

On the other hand, existing corporate income tax systems might not generate much
income either. Gordon and Slemrod (1988) and Shoven (1991) have found that in the 1980’s,
on average, capital income in the United States was taxed at an effective rate close to zero.
The low rate is due to the favourable tax treatment of some types of investments, accelerated
depreciation allowances - their impact has been demonstrated in Section 6.2 - and the
deductibility of nominal interest rates. Based on US data, Gordon et al. (2004a) have found
that capital income taxes did raise revenue in 1995. However, in a recent analysis for 2004,
Gordon et al. (2004b) have found that the US tax system has returned to the mid-1980’s
situation when the income tax raised little revenue from the taxation of capital income.

Avi-Yonah (2004) has demonstrated that the risk-free (normal) return to capital has
historically been quite low in the US, with average rates ranging from 0.5 to 3 per cent. This
result then implies that the loss in tax revenue that might arise if the normal return to
capital would be exempted from tax might be rather low, especially because interest
payments are already deductible from the corporate income tax base.

Second, the immediate expensing under the cash-flow tax would imply a temporary
revenue reduction because new investments would become fully deductible when the tax
is introduced. Under the corporate income tax, depreciation allowances are spread over the
lifetime of the asset. This transitional problem would require transition rules that soften
the adverse revenue effects.
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Third, tax revenue under a corporate cash-flow tax ht be more sensitive to »)
investment decisions (Shome and Schutte [1995]). Under a cofporate income tax, the ﬁn
on investment and the depreciation allowances followdd similar pattern. Un(e\ the
cash-flow tax, however, the taxable inflows from past invegtments are partly o by the
immediate expensing of the new investments. Current tax#evenue will then end on the i)
difference between the average return and the rate of gg)wth of the c@ltal stock. In 3
periods of high growth of the capital stock relative to the {grease Q\& average rate of (0/]
return, the tax revenue could temporarily decrease.

2

By requiring depreciation rather than immediate expensing under the corporate @,
income tax, government pays a smaller share of the cost o tB,e investment. JOk
government’s “silent partnership” in investment is increased under a coﬂ)oﬂa_te@a@- ow
tax. This increased partnership will not cause substantial variations over time in total tax
revenue if the good luck in one project offsets the bad luck in another project (Shome and
Schutte [1995]). However, if risks between individual projects are correlated, variability of
revenue might become an additional policy concern.

6.5. Tax complexity and tax avoidance/evasion considerations

A corporate cash-flow tax reduces tax complexity for a number of reasons.
Corporations no longer obtain a tax-induced incentive to finance investment with debt
instead of equity, which simplifies the corporate finance decisions. Income is taxed when
cash is received and costs can be deducted when purchases are made; the corporation’s
assets no longer have to be capitalised and the economic deprecation of the assets no
longer have to be measured. No inflation accounting is required and the tax code no longer
influences the realisation of the corporation’s capital gains.

However, Shome and Schutte (1995) have discussed some new loopholes that might
arise under a corporate cash-flow tax. For instance, under the R-base corporate cash-flow
tax, several types of tax avoidance schemes attempt to exploit the difference between
taxable real flows and tax-free financial transactions. The corporation might attempt to
convert real sales into untaxed financial income. Bradford (2004) provides the example of a
car, which is sold together with a credit sale contract. The corporation might reduce its tax
liabilities by reducing the price of the car but by specifying a high interest rate on the loan.
As such, the buyer does not have to pay more but the dealer converts part of its tax base
into a non-taxable financial gain. This type of corporate tax-avoidance behaviour can be
avoided if governments do not allow conditional sales that consist of the sale of real goods
and financial services.

Due to the difference between taxable real flows and tax-exempt financial
transactions the R-base creates larger tax avoidance and evasion opportunities than the
R+F-base. The administrative advantages of the R-base - financial transactions can be
ignored under the R-base - should then be traded-off with the reduced opportunities for
base shifting and tax avoidance under the R+F-base.

The immediate expensing component of the corporate cash-flow tax increases the
incentives for tax avoidance and evasion compared to the corresponding incentives under
a corporate income tax. Under immediate expensing, the full value of the asset is deducted
when purchased while the asset will have to be depreciated over its lifetime under a
corporate income tax. The corporate income tax system requires that the corporation
possesses the asset in order to benefit from the available depreciation allowances over the
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asset’s lifetime. Under the corporate cash-flow tax, however, t@ entire deduction is made
up-front. No additional deductions are afterwards obtained through the ownership e
asset. Corporations might then purchase assets, take@ivantage of the imn@late
expensing, and resell the assets immediately afterwards ﬁ: their correct or udgrstated
prices). This tax-avoidance behaviour could be avoided bykstroducing a min@um holding
period for expensed capital assets. U (o)

Because of the immediate expensing under a c@orat ash-flow tax, the
corporation’s taxable inflows might not be large enough to offset all dvailable deductions.
Excess allowances will probably be more frequent under a corpgrate cash-flow tax than
under a corporate income tax. Symmetric treatment of profg{aBLe and loss makig¥g
corporations would result in refunds to loss making corporations. Other tﬁ)eslgf@sgo set
provisions might provide tax-induced incentives for arbitrage behaviour and mergers.

6.6. Financial services/sector in the corporate cash-flow tax

104

Financial services can take many forms as, for instance, the service of intermediating
between borrowers and lenders, the service of providing insurance and the service of
providing financial advice (Boadway and Keen [2003]). These financial services are a source
of income for the corporation that provides them; for the purchaser they are a commodity
like any other service that can be bought.

There is a vast literature that discusses whether financial services purchased by
consumers should be taxed or not (see Boadway and Keen [2003] for an overview). This
literature also discusses how financial services could be taxed under a value-added tax.
These topics will not be discussed, even though there is a clear link between the VAT paid
by customers of the financial sector and the profits earned by the financial sector.

Although there are opposite views with respect to the taxation of consumer financial
services, there is a general agreement that businesses should not be taxed on their use of
financial services. Financial services are a business cost and they should therefore not be
included in a consumption tax base (Grubert and Mackie [2000]). Under a corporate cash-
flow tax, corporations would be allowed to fully expense the costs of the purchased
financial services because these services are a component of the price of the investment.
The immediate expensing applies to bank services but also to other types of financial
services as, for instance, property and casualty insurance services.

However, governments might tax the financial sector that generates (pure) profits by
supplying financial services. Moreover, Honohan (2003) discusses a number of reasons why
the taxation of the financial sector may be part of a set of measures that attempts to
correct for information deficiencies, monopoly power and other factors that push most
financial markets away from the perfect competitive market with fully informed
participants.

If financial services are priced separately, for instance through the use of explicit fees,
banks and insurance companies might be taxed in a straightforward way. However,
financial services are often not priced separately but these services are reflected in a lower
return received by the lender and a higher interest rate paid by a borrower (Grubert and
Mackie [2000]). Also Merrill and Edwards (1996) point out that the largest part of the
revenues from financial institutions are implicit financial intermediation fees that are
hidden in interest spreads and other financial margins. In order to tax the profits of
financial institutions, governments might consider a number of options.

0]
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First, governments might implement an R-base corpgyate cash-flow tax which /)
excludes financial flows. As a result, most revenues and oulays of financial institefédns
are financial flows which would not be included in the%rporate cash-flow ta@ase.
Financial corporations would then be excluded from taxgtion under the corp e cash-
flow tax. Exclusion of financial corporations, however, 1d distort tax trality with i)
respect to investment in different sectors of the economy.\"[jle R-base cor@rate cash-flow 3
tax would then provide a tax-induced incentive to invest,in fina i@nstitutions; the (0/]
economic rents of all corporations would be taxed except the%ts realised by the (%]
economy'’s financial sector. o

Second, the financial stock of assets (denoted by A) of finag{CBl corporations 7‘@(

securities held by financial corporations of other resident and non’-relsld@tcﬁrms,
governments and households - could receive a similar treatment as real capital in
non-financial corporations. The corporate cash-flow tax base would then consist of the
revenues generated by these financial assets (dividends received, received interest
payments, selling price of the assets) net of the costs of holding them (including their
purchase price in the year when the assets are bought) net of the real costs of intermediation
(office equipment, etc.) (Boadway and Keen [2003)]). In fact, the tax base is then an R-base tax
applied to financial corporations. It is also referred to as the R+A-base corporate cash-flow
tax (Boadway, Bruce and Mintz [1983]). As in the R-base, transactions arising out of the
financing of the firm’s activities are excluded. Only (real and financial) transactions involving
the use of the firm’s sources of finance to acquire real and financial assets are included in the
R+A-base (Boadway, Bruce and Mintz [1983]). The R+A-base would therefore tax the pure
profits arising out of financial intermediation with respect to equity and debt.

Under the R+A-base corporate cash-flow tax, financial institutions that invest in equity
on behalf of their clients would be taxed on the economic profits that these financial
investments yield. However, it is likely that these economic profits already have been taxed
in the firm whose assets are held by the financial institution. The R+A-base might therefore
result in double taxation of economic profits. In order to prevent double taxation,
government might have to provide, for instance, tax credits for corporate taxes already paid.

Third, financial corporations could be taxed under an R+F-base corporate cash-flow tax.
The R+F-base then amounts to (sales + borrowed funds + interest received + loan
repayments) — (purchases + interest paid + debt repaid + lent funds) plus the revenues
generated by shares of non-resident corporations net of their cost (including their purchase
price in the year when they are bought) net of any other real costs of intermediation. The tax
will be levied on the net real and financial transactions of financial corporations other than
those involving shares with resident corporations (Boadway, Bruce and Mintz [1983]). The
R+F-base would therefore tax the pure profits arising out of financial intermediation with
respect to debt and non-resident’s equity.

Under the R+F-base corporate cash-flow tax, no separation has to be made between the
interest spread and the services provided by the financial corporation (either to the borrower
or the lender). The total interest spread - all interest payments received and interest payments
paid by the financial corporation - will be included in the tax base. Also the receipts of
insurance premiums and insurance claims would be included in the R+F-base; the payment of
insurance claims and insurance premiums would be deductible (Merrill and Edwards [1996]).
As opposed to the R+A-base, the financial transactions arising out of the debt-financing of the
corporation’s activities are included in the R+F-base. The financial institution’s return on
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debt-financed investment in other firms, governments and housgiolds are also included. The
R+F-base might result in double taxation of economic profits ofly with respect to inves@t
0

in foreign shares. Double taxation might be prevented in casddhe firm receives a tax c@i r
foreign taxes already paid. In contrast to the R+A-base, therg will be no double ta n with
respect to shares of resident corporations. b

Finally, financial corporations could be taxed under hﬁ S-base taxébs the case for
non-financial corporations. The tax base would then con@ of tchl dends paid by a
financial corporation to the shareholders of that financial co@ratio plus the purchased
shares of the financial corporation net of the issued shares.

The case for implementing a corporate cash-flow tax on financiabeorporations and(phl
choice whether economic rents created through debt and equity transa.ctiLns%re taxed
might depend on the size and the composition of the economic rents of the financial sector.
Governments might require that the additional revenues from taxing the financial sector at
least balance the administrative and enforcement costs of imposing the tax. The choice for a
tax base might also be influenced by the tax burden on non-financial corporations and by
international tax considerations, as will be discussed in the following paragraphs.

Efficiency losses might arise if financial and non-financial corporations would be
taxed under a different corporate cash-flow tax base. For instance, if the financial sector
would be taxed under an R+F-base corporate cash-flow tax, it might be difficult to tax other
types of corporations under an R-base corporate cash-flow tax. For instance, non-financial
corporations would be allowed to deduct the explicit and the implicit financial
intermediation fees from their R-base. Merrill and Edwards (1996) suggest that borrowers
would calculate the implicit fees using tables provided by the government and/or that the
financial corporation would allocate and report implicit financial intermediation fees to
customers. In order to avoid the co-ordination and enforcement problems that would rise
if one part of the economy is taxed under an R-base tax while the financial sector faces and
R+F-base tax, it might then be more efficient to tax all corporations under an R+F-base
corporate cash-flow tax.

From an international perspective (see Chapter 7 for more details on the international
tax implications), if only the home country would levy a corporate cash-flow tax on the
financial services (economic rents) produced by the domestic financial sector, domestic
financial corporations will face a competitive disadvantage compared to foreign financial
corporations that provide services to domestic clients.

Honohan (2003) points at the financial sector’s capacity for arbitrage. Governments
that want to tax the financial sector may therefore opt for a broad base that taxes the
different sources of the financial sector’s economic rents in a neutral way. In order to avoid
distortions, governments might attempt to tax all different financial sectors (bank sector,
insurance companies, investment funds, etc.) in a similar way.

6.7. Transitional issues when replacing the corporate income tax
with a corporate cash-flow tax

106

The replacement of the corporate income tax with a corporate cash-flow tax raises
several issues. The most important issue relates to the depreciation allowances of existing
assets. Several transition methods might be followed. This section discusses the “free entry”
transition method, the “cold turkey” transition method and discusses the implications of the
expensing of new capital while the tax depreciation of old capital is not altered.
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Free entry” transition method [0) o)
The first approach is referred to as the “free entry” tr 'r%ition method. It allo@e
firm to immediately deduct that part of the asset that has ot yet been deprec%@e der
the current corporate income tax. The amount that cang immediately exp d then )
equals the depreciated value of the existing capital stocR. This method 1d cause a —
strong temporarily reduction in tax revenue because not or\],) the new in @‘nents but also J
the depreciated value of the old capital stock would be imgkediate@ uctible from the /]
corporate cash-flow tax base.

2

In order to reduce the costs of this method, Bradford (1998) has suggested spreading(@
the expensing over time. Instead of allowing an immediate deductiorl)Bradford’s tra satm}i
method involves an asset specific path of tax deductions over time.w Ghesame
discounted value as the amount that would otherwise be immediately expensed. The
transfers that can take the form of either tax credits or tax allowances would match the
depreciation allowances under the current corporate income tax system augmented with
interest to compensate for the time delay. For instance, for assets that before the tax
reform could still be depreciated over the next three years on a linear basis, Bradford
suggested that the firm would be able to deduct one third of that amount in every year for
the next three years, but that the amounts would be increased with interest.

“Cold turkey” transition method

The second approach is the “cold turkey” transition method, which implies that any
additional deduction for existing assets is denied. This approach would imply a windfall
tax revenue gain for the government at the expense of corporations that would lose the
value of their remaining depreciation allowances.

Moreover, firms would lose the tax gains due to the deductibility of their interest
payments. This will strongly increase the corporate tax liabilities of highly indebted firms
and may therefore create severe financial difficulties for many firms. Moreover, the
increased corporate tax liabilities will create a strong (temporary) competitive
disadvantage compared to foreign firms that can continue to benefit from the interest
deductibility in their home country.

In order to benefit from the immediate expensing and in order to reduce the impact of
the lost interest deductibility, firms before the introduction of the corporate cash-flow tax
will face a strong tax-induced incentive to postpone all their investment projects until after
the introduction of the new corporate tax rules. As a result, the “cold turkey” transition
method will strongly distort the firm’s investment behaviour.

Different tax depreciation methods for new and old capital

A third approach would leave the current treatment for existing assets unaffected.
Even if existing assets are sold and purchased, they would be depreciated according to the
old rules. This approach avoids that the new owners of the asset would be able to
immediately expense their investment and realize a tax gain which the old owners were
not able to claim.

This system would therefore apply different systems for new and old assets during a
rather long period. In fact, governments would have to apply the different systems until
the existing assets are fully depreciated. In many countries, this might imply that both
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depreciation systems will have to be supported for at leaso20 years as, for instance,
buildings can be depreciated only at a low rate. This transitioch method would theref e
administratively costly. Q (\

Moreover, firms will obtain a tax-induced incentive tensell its assets and uy new
assets in order to benefit from the immediate expensing. IiTTact, the value of @ Yirm’s assets
is higher for the new owner than for the old owner. Und&ﬂthis transitj @nethod, firms
therefore obtain a tax-induced incentive to create a neW\ﬁkm an@ ell all the firm’s
assets to that new firm. O

¢ <
Notes b ° LeCt\)

1. The R+F-base may also include the changes in holding of shares in non-resident corporations; the
shares of resident corporations are not included (Boadway, Bruce and Mintz (1983)].

2. This consumption type of tax treatment cannot be obtained if the tax base would be extended for
equity in the same way as it is extended for debt under the R+F-base (inclusion of borrowing and
interest received, net of debt repaid and interest paid). If the tax base would satisfy: (sales + borrowed
funds + interest received + loan repayments + newly issued equity + dividends received + realised capital
gains + shares sold) - (purchases + interest paid + debt repaid + lent funds + dividends paid + (own)
repurchase of shares + (other firm’s) purchased shares), issuing new equity to finance investment - this
amount is then included and excluded from the tax base - and distributing the return as dividends,
would imply that the normal as well as the above-normal return that is distributed as dividends are
not taxed (as the return of the investment is taxed but the distributed dividends are deductible). Not
allowing a deduction for the dividends that are distributed would imply that both normal return and
economic rents are taxed. This implies that, in both cases, the outcome is different from the general
tax expenditure result. However, the normal return is tax-exempt but the economic rents on
equity-financed investment are taxed if equity is not explicitly included in the tax base. Equity
should therefore not be included in the definition of the R+F tax base.
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The cash-flow type of tax on corporations is a new and vmilally LQQ d tax in the real
world. In addition to the lack of practical experience with a @orate cash-flow tax at the

domestic level, important issues have to be discussed with respect tegits consequences on the, &
T

bpbly will not quali,@@k(

international level as well. For instance, a corporate cash-flow tax p
an income tax. Its introduction could therefore require the renegotiation of #Bx Ir;ea&sc‘

One important question for a country introducing a corporate cash-flow tax is
whether international corporations would be credited in their home country for cash-flow
tax paid in the host country. Otherwise, this may discourage foreign investment into a host
country that introduces a corporate cash-flow tax.*

Foreign corporate investors who hold residence in a country that has a dividend-
exemption tax system might not be taxed in their residence country on the dividends they
receive as return on their investment in the country that implements a corporate cash-flow
tax system. In that case, the normal return on equity is neither taxed in the source country
nor in the residence country. The economic rents that are distributed as dividends would
then be taxed only at the corporate cash-flow tax rate of the source country. Interest
payments, on the other hand, would be taxed in the residence country. Interest payments
might be taxed in the source country under the R-base corporate cash-flow tax - but the
debt-financed investment would be deductible (tax-expenditure method) — or they might be
tax-exempt under the R+F-base corporate cash-flow tax in the source country — the debt-
financed investment in that case would not be deductible (tax-prepayment method). If
interest payments are taxed in the residence country, investors might have the impression
that these interest payments are taxed twice (in case the host country has an R-base
corporate cash-flow tax). A correct evaluation however requires that the deduction of the
debt-financed investment is considered as well, which implies that the interest payments
are effectively not taxed in the host country. But because interest payments are taxed in the
residence country, equity might become a more preferred source of finance than debt.

Foreign corporate investors who hold residence in a country that operates under a
worldwide tax system are taxed in their residence country on interest and dividend income
from foreign investment, while they might claim a tax credit for the foreign taxes paid. The
introduction of a corporate cash-flow tax system in the host country might not necessarily
have a lowering effect on the cost of capital of foreign direct investment. Two cases might
be distinguished (Shome and Schutte [1995]). A distinction has to be made between
corporations whose available tax credits are less than their domestic tax liabilities of
foreign earnings and those whose credits exceed the liabilities. For corporations whose
credits are below tax liabilities, the source (host) country might just transfer tax revenues
to the foreign investor’s country of residence (home country). Host country tax policy does

* According to Mc Lure and Zodrow (1996) a cash-flow tax on corporations that was considered in
Bolivia was not implemented because of concerns that the United States Internal Revenue Service
would not allow foreign tax credits for such a tax. They argue that such taxes should be creditable
(Mc Lure and Zodrow [1998]).
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not matter. For corporations whose tax credit exceeds tax@abilities, the corporation /)
actually faces the tax rate in the host country (source-based%axation). The home c
receives no tax. Only in this case, the introduction of a Co%rate cash-flow tax wi@ower
the cost of capital of foreign direct investment.

Foreign corporate investors who hold residence in Qountry that op@tes under a i)
worldwide tax system might not obtain tax credits for theUarporate cﬂ&ow taxes paid J
abroad. In that case, the economic rents will be taxed twice\gk the h?\ ntry’s corporate 1/}
cash-flow tax rate and at the corporate income tax rate of hom® country, which will &
discourage investment in the host country. Interest payments apd the normal return on, @,
equity will be taxed only at the home country’s corporate inco b}ax rate. Thus,{l\)
situation where the home country does not allow foreign tax credits for chpp@tgcash-
flow tax in the host country, a corporate cash-flow tax will discourage mobile investment
(in the host country) generating above normal returns (Mc Lure and Zodrow [1998]).

Governments that implement a worldwide tax system might be reluctant to provide
tax credits for foreign cash-flow taxes paid because, even though the normal return of the
investment is taxed, the immediate expensing of the investment implies that the normal
return in the host country is effectively not taxed. In fact, if the home country would
provide a tax credit for foreign cash-flow taxes paid, the home country would extend the
host country’s cash-flow tax treatment to the home country. In that case, the home country
would effectively implement a cash-flow tax as well.

7.1. Origin versus destination-based corporate cash-flow taxes

The corporate cash-flow tax is a tax on the value added created by capital as factor of
production. In a closed-economy setting, the corporate cash-flow tax base is measured as
the value of the corporation’s output minus the costs of production (including investment
costs that are immediately deductible) minus wages. The tax is therefore similar to a Value
Added Tax (VAT), with the main exception that the VAT also includes wages in its tax base.

The corporate cash-flow tax is a tax on the reward for capital as factor of
production employed in the production process, but not on the “income” - following the
Schanz-Haig-Simons concept (see Chapter 3) - generated by capital in that particular
period. In fact, it is a tax on the “cash” generated by capital in that particular period. The
corporate cash-flow tax is therefore interpreted in terms of the value of the firm’s output,
which consists of sales of goods and services net of costs of the inputs, and not in terms of
the income earned by the production factor capital. The cash-flow tax treatment also
implies that the corporate cash-flow tax might be considered to be an indirect tax.

Internationally traded goods and serviced can be taxed either in the jurisdiction where
they are consumed - taxation according to the destination principle - or where they are
produced - taxation according to the origin principle. As a result, the tax literature
distinguishes between the “destination-based” corporate cash-flow tax and the
“origin-based” corporate cash-flow tax (see also Box 7.1).

7.2. Destination-based corporate cash-flow tax

This section discusses the destination-based corporate cash-flow tax (for more details,
see Section 9.6). Under the destination principle, goods and services are taxed in the
jurisdiction where they are consumed (their “destination”) regardless of where they are
produced. Imports are taxed and exports are exempted from tax when products cross the
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Box 7.1. Origin versus source principle, destination vérsus residence princi%

(goods and services), other somewhat parallel concepts are ysed in taxation of inte

factor income. International factor flows can be taxed either ia=the jurisdiction/coétry where
the income originates (it’s “source”) or in the country where jthe factor ow: esides (his
“residence”). This distinction applies to both labour and capit%?it come. @

The residence principle under factor income taxation is ralleQ? the destination
principle under consumption taxation. The concept of reside#ce normally implies that
taxes are levied on factor income in the country where the taiya er resides and the
destination principle implies that taxes are levied on commodities iléfhe;oﬁtlé“&gﬁ\)
consumption takes place. This is not necessarily the same place. In practice, ITowever, it
often is. Like the residence principle, the destination principle results in taxation where
the taxpayer resides even if domestic residents consume abroad. This is illustrated in the
example from a destination-based VAT where a tourist who buys a taxable good abroad
can get a refund for the VAT paid when he takes the good out of the country where he
bought it. The good is not considered to be consumed where it is bought but where the
consumer resides. With respect to goods, the destination-based tax principle then results
in residence-based taxation.

As the concepts of destinations versus origin are used for int@xational trade of com o@es
éi;ional

The same conclusion holds for the trade in cross-border intangible services and goods
supplied over the internet (e-commerce) that follow the destination principle under the
VAT. The place of consumption of services provided over the internet is not necessary the
place where the consumer receives the service or where he actually consumes it. The
current recommendation is that the place of consumption should be in the country where
the recipient has his business presence or, for individual consumers, their “usual
jurisdiction of residence”. This recommendation thus results in the residence principle.

The source principle under factor income taxation is parallel to the origin principle
under consumption taxation. Both concepts refer to the place where income (source) or
commodities (origin) are generated. However, the concept of source is normally associated
with the place where income is earned and the concept of origin is normally associated
with the place where goods and services are produced.

border. The destination-based corporate cash-flow tax base then consists of the sales to
domestic customers less purchases from domestic suppliers minus labour costs. The
export sales would not have to be included in the corporate tax base. Imports would not be
deductible from the corporate cash-flow tax base.

The exclusion of exports from the tax base implies that exports are tax-exempt.
Imports are not taxed directly when the goods cross the border as is the case under the
VAT, but are taxed indirectly by not allowing corporations to deduct their imports from
their corporate cash-flow tax base. The tax on imports is then levied upon sales in the
domestic market.

Because the tax base amounts to the current VAT base minus labour costs, the tax
might get the status of an indirect tax. This status is required under current international
law in order to be legally allowed to tax imports and exempt exports, as would be the case
under the destination-based corporate cash-flow tax.

-«
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Because the destination principle taxes commodities th@ are consumed within the »)

borders but exempts exports, governments will have to $ecide whether a parti r
commodity is consumed inside or outside its borders. Thmwmption of exports r@mres
control mechanisms that check whether products have ggtually been export d that
the payments in question come from abroad and not f; a domestic c mer. Since i)
imports are taxed, the destination principle also requires @qtrol mechan@ls that assure 3
that inputs that are deducted from the corporate cash-ﬂowicfy base ée\@‘tually bought on [4/]
the domestic market instead of being imported. O

2

The destination tax-principle is challenged when governmepts levy VAT on services , @,
and intangibles that escape normal border controls as is for instanF!e B;e case for trade {@(
the internet. Consumption taxes as the VAT are normally calculated anc?collgc&c@y the
seller rather than the buyer. When a foreign seller sells services and intangibles over the
internet, these sales are not picked up by normal border controls. It will therefore be
difficult for the local authorities to collect tax from the seller. For sales between businesses
under the VAT, this problem is generally solved by applying a reverse charge mechanism
that implies that the tax is collected from the buyer instead of the seller. The destination-
based corporate cash-flow tax follows a similar approach. Because imports are not
deductible from the corporate cash-flow tax base, the tax is collected from the buyer of the
imported goods as it is levied on the buyer’s sales in the domestic market.

7.3. Origin-based corporate cash-flow tax

International agreements might limit the possibilities for introducing a destination-
based corporate cash-flow tax. Under the provisions of the General Agreement on Tariffs
and Trade (GATT), which governs international rules on border tax adjustments, the
principle of destination applies to general and selective consumption taxes, but not to
other kinds of taxes. The GATT allows border tax adjustments - the taxation of imports and
the tax-exemption of exports — only for indirect taxes.

These legal difficulties might be avoided if the corporate cash-flow tax would follow the
origin principle. In fact, the corporate cash-flow taxes that are usually discussed in the
literature, like the Hall and Rabushka flat tax and Bradford’s X-tax, are origin-based corporate
cash-flow taxes (see Section 9.7 for a more detailed discussion). These taxes require no border
tax adjustments because they do not tax imports and do not exempt exports.

Under the origin principle goods and services are taxed in the jurisdiction where they
are produced (their “origin”) regardless of where they are consumed. For cross-border
transactions, there is no need for tax adjustment at the border since no tax is charged on
imports and a company’s sales to foreign customers (exports) are taxed within the
domestic jurisdiction. The tax base is domestic production. This can also be expressed as
domestic consumption plus net exports in order to compare it more easily to the base
under the destination principle.

7.4. Transfer pricing issues

The existing corporate income tax requires the proper valuation of purchases and
sales among related domestic and foreign companies for tax purposes. Transfer pricing
problems continue to exist under an origin-based corporate cash-flow tax. Both under the
R-base as well as under the R+F-base, corporations may try to shift the tax base to an
affiliated low-tax corporation as, for instance, a foreign subsidiary. Transfer pricing issues
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might involve the purchase of inputs produced by a low-t@ affiliated corporation at
overstated prices in order to increase the high-tax corporation’s deductible expensﬁas
much as possible. It might also involve the sale of the hig}mx corporation’s goods@ ich
are bought by the low-tax corporation, at understated prices. In this way, uctible
expenses are allocated to the high-tax corporation and cﬁ inflows are diréped towards
the low-tax corporation. U o>

However, under a destination-based corporate cash-ﬂg\& tax, n@ér pricing issues
are resolved. The proceeds to a foreign customer are not inIQied irtthe corporate cash-
flow tax base. The price that related corporations within a multipational group therefore
charge on an intra-group export transaction has no impact on th Bpount of taxes W‘
The same holds for an import from a related foreign party; the price set b}ftth@:igs oes

not matter for tax purposes because there is no deduction from the tax base.

There are differences with respect to international tax avoidance possibilities under
the origin and the destination principle as well. Corporations might obtain a tax-induced
incentive to reclassify part of the sales price of an instalment sale as non-taxable interest
(see Section 6.5) in cross-border sales as well. As pointed out by Grubert and Newlon (1995)
for the origin principle, a firm in the home country that operates under a corporate cash-
flow tax system might have an incentive to understate the sales price of an instalment sale
and overstate the interest component, when selling to a firm in a country that has a
corporate income tax system. Since the firm abroad can deduct both the sales price and the
interest components from its tax base — and therefore might be indifferent between
different payment schemes - the firm in the home country might reduce its tax liabilities
by reclassifying part of the sales price (taxable in the home country) as interest payments
that are tax-free at home. Similarly, corporations face a tax-induced incentive under the
origin principle to overstate the purchase component of imports and understate the
interest component (under the R-base). This is a variant of the usual transfer pricing
problem, but these transactions do not have to be between related parties. This kind of
avoidance is not relevant under the destination principle because exports are not taxed.

7/
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The UK and Norway levy a (kind of) corporate cash- ﬂovv\j)x on rmngs of the oil
industry. In Italy, the regional tax on business activities is a k1 cash-flow tax. Moreover,

Estonia levies a corporate tax on distributed profits that re mbles a source-based, @&

<

corporate cash-flow tax. These different cash-flow taxes will be brlegbdlscussed ,‘\)
*LecC

8.1. The UK North Sea Fiscal Regime

The North Sea fiscal regime in the UK has three tiers: the Petroleum Revenue Tax, the
ring fence corporation tax and the supplementary charge. All three components of the
fiscal regime act effectively as corporate cash-flow taxes.

The Petroleum Revenue Tax is a special tax on oil and gas production, which seeks to
tax a high proportion of the economic rents from the UK continental shelf. It is an R-based
corporate cash-flow tax levied on the profits arising from individual oil fields at a rate of
50 per cent. Almost all expenditure incurred on an oil field can be set for 100 per cent
against the income from that field; interest and loan costs are not deductible. The tax was
abolished on 16 March 1993 for all fields given development consent on or after that date.

The ring fence corporation tax is the standard UK corporate income tax that applies to
all companies, but with a “ring fence” which prevents taxable profits from oil and gas
extraction in the UK and the UK continental shelf from being reduced by losses from other
activities or by excessive interest payments. In 2006, the rate was 30 per cent. The tax
allows for a 100 per cent capital allowance on most capital expenditure (since 2002). The
tax code also allows for an annual uplift of 6 per cent in the value of unused capital
allowances due to qualifying exploration and appraisal expenditure that are carried
forward each year for a maximum of 6 years.

In addition, a 10 per cent supplementary charge is levied on oil and gas companies’
profits as computed for the ring fence corporation tax, but without allowing a deduction for
financing costs. The Petroleum Revenue Tax is deductible against the ring fence
corporation tax and the supplementary charge. This implies a marginal (overall) corporate
tax rate of 40 per cent on profits of fields which received development consent after
16 March 1993 and 70 per cent of profits of fields that were developed before that date.

8.2. The petroleum tax system in Norway

116

Norway does not levy a genuine corporate cash-flow tax on profits from the petroleum
sector. However, the generous tax depreciation allowances and the deductibility of interest
payments imply that the normal return on investment in the petroleum sector is
effectively tax-exempt.

In Norway, profits from the petroleum sector are taxed at the ordinary corporate
income tax rate of 28 per cent. In addition, a special tax rate of 50 per cent is levied. Thus,
the maximum marginal corporate tax rate is 78 per cent. Several costs can be expensed
immediately including, for instance, exploration, research and development and operating
expenses. Investments can be deducted from the corporate tax base on a linear basis over
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six years from the date the investments were made. Interest g¥penses are deductible, but 0/)
only for debt up to 50 per cent of the company’s depreciable aSsets in the petroleum r.
To avoid taxation of the normal return, an additional dedu@)n, the uplift, reduces@e tax
base of the 50 per cent special tax. It amounts to an gdditional 7.5 per of the
investment cost that can be deducted during the first fo@years. ConsolidgNon between

)
fields is permitted. Both tax losses and the uplift can be c@ed forward with interest. 3
v

8.3. The regional tax on business activities in Italy W Q‘ 2

In Italy, the regional tax on business activities (IRAP) is an —bzéed corporate cash-flow @,
tax/value added tax. It is a regional tax that is levied on the valu Bf,production in %a{:)(
taxable period. The tax base includes all income except for certai® cbp@l%ams,
extraordinary items of income and financial proceeds. All costs and expenses incurred by
firms can immediately be deducted, except for some labour costs, interest payments,
capital losses and extraordinary negative items.

The value added is apportioned to the regions where the business activity has taken
place - if the corporation has disposed of a fixed place of production in that region for at
least three months - on the basis of labour costs allocated to each region. For industrial and
commercial corporations, the IRAP is levied at a rate of 4.25 per cent. The regions, however,
may increase the tax rate by up to 1 per cent.

8.4. Estonian corporate cash-flow tax

Since 2000, Estonia levies a corporate tax only on distributed profits. This distribution
tax is levied on dividends and on certain other corporate expenses which could be seen as
hidden dividends as, for instance, fringe benefits not subject to personal income tax and
interest payments that are excessively high compared to the market conditions on similar
debt obligations. The distribution tax is payable by all Estonian resident corporations and
by Estonian permanent establishments of foreign corporations. Corporations are not taxed
on their capital gains unless these gains are distributed. The distribution tax is levied on
dividends paid to resident as well as non-resident shareholders. No further withholding
tax is imposed on dividends paid to individual non-resident shareholders and to
non-resident corporate shareholders controlling at least 20 per cent of the shares in the
Estonian subsidiary. The corporate tax rate is 22 per cent in 2007, but will be further
reduced to 21 per cent in 2008 and 20 per cent from 2009.

The Estonian distribution tax comes close to a source-based cash flow tax. In fact, if
the Estonian distribution tax had allowed a deduction for the firm’s revenue from new
share issues, making it a tax on net distributions, it would be equivalent to a so-called
S-based corporate cash-flow tax, in the terminology of the Meade Committee (1978). As
long as such a rent tax is not so high that it induces multinationals earning mobile rents to
relocate their production or to create a subsidiary in another location, this tax is neutral
towards the firm’s (marginal) investment and financing decisions. The reason is that under
a tax on net distributions, the government implicitly participates as a passive shareholder
in all the firm’s transactions with a share corresponding to the tax rate. Thus, via the
deduction for new share issues — similarly to the effect of the deduction of investment
expenses under an R-base or R+F-base corporate cash-flow tax - the government
effectively contributes a share of the firm’s equity base corresponding to the share of the
dividends that it subsequently taxes away (similarly to the analysis in Box 3.1).
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For mature corporations which can satisfy all of their nee@or equity through retained »)

earnings, a dividend tax like the Estonian distribution tax fs obviously equivalent n
S-based cash-flow tax on net distributions. For these firm the tax is therefore (@utral
(abstracting from internationally mobile rents), but for young and expanding s that
need injections of new equity, a dividend tax does d¥s€ourage invest t (see the
discussion on the impact of the corporate tax rate on @tributed ear@gs under the
“nucleus” theory of the firm in Section 4.1). As mention? this r@{eutrality of the
Estonian distribution tax could be eliminated by allowing a eﬁctio%r new share issues.
Full neutrality would also require the implementation of a MfSs carry-forward provision
that allows the non-claimed deductions to be increased with the ﬁ(t rest rate. <

For unincorporated businesses, Estonia has also moved towards ca%-ﬂg\e&a‘t‘fon.
Sole proprietors are allowed an immediate deduction for all expenses for the acquisition of
fixed and current assets. They are also entitled to open a special tax-free bank account in
which they may keep funds for investment purposes. Any increase in the balance on such
account is deductible from taxable income (up to the amount of the firm’s annual profit);
any decrease is added to it. However, since the Estonian tax on unincorporated businesses
allows a deduction for interest on business debt while at the same time allowing an
immediate expensing of investment in real assets, it tends to be overly generous compared
to a consistent R-based cash-flow tax.

Estonia’s system of business taxation may be seen as an attempt to eliminate tax
distortions to entrepreneurial investment and saving decisions. In line with this, the
Estonian personal income tax exempts dividends from tax at the shareholder level. On the
other hand, realised capital gains on shares are subject to the flat tax rate on personal
income, which equals the tax rate on corporate distributions. The Estonian corporate tax
system therefore attempts to tax realised corporate equity income just once, at the same
uniform rate as that applying to other income. Of course, since the capital gains tax is
deferred until the time of realisation, the effective tax rate on accrued gains is lower than
the statutory rate.
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This chapter discusses different types of fundame\gﬁal co:gg e tax reforms.
Fundamental corporate income type of tax reforms will b€ giscussed first. We focus

respectively on the full integration/imputation system (Sectjon 9.1), the (corporate) , &

allowance for corporate equity tax system (Section 9.2), the allowbnce for sharehg{({e)
equity tax system (Section 9.3), the shareholder allowance for corporate e?]uiy &X System
(Section 9.4) and the comprehensive business income tax system (Section 9.5).

Second, we focus on corporate cash-flow type of tax reforms. These reforms replace the
corporate income tax with a so-called corporate tax of the consumption-type. We focus
respectively on the destination-based corporate cash-flow tax (Section 9.6) and the
origin-based corporate cash-flow tax (Section 9.7).

However, other types of fundamental corporate tax reforms might have been included.
The residence-based shareholder tax and the residence-based corporation tax are
examples of other types of corporate tax reforms that have been discussed in the literature.

Under the residence-based shareholder tax, all corporate income would be fully
imputed to the shareholder, who would be taxed on all types of capital income in his or her
country of residence.

Under the residence-based corporation tax, the home country would levy a corporate
tax only on the worldwide profits of the corporations that have their headquarters in the
home country. Because no corporate tax would be levied on the profits of corporations that
have their headquarters in another country, this tax would have a positive effect on the
amount of foreign direct investment in the home country. In fact, one of the main effects
of residence/destination-based taxation is that it would limit the type of tax competition
that is present under source/origin-based taxation. However, this tax would not implement
neutrality between debt and equity and between newly issued equity and retained
earnings as corporations would face a tax-induced incentive to defer the repatriation of
their profits from the host country to their country of residence. Moreover, the
headquarters of the corporation might be moved to another country; a strategy that might
be profitable if the home country levies a relatively high corporate tax rate. Under a
residence-based corporate tax, countries would face an incentive to lower their corporate
tax rate, and therefore engage in corporate tax competition, in order to attract corporate
headquarters instead of mobile profits as under current corporate income tax systems.

9.1. Full integration tax system

122

Under a full integration/imputation tax system, all corporate earnings - distributed
dividends, retained profits and interest payments — are taxed at the personal level at the
same personal income tax rate. A full integration tax system treats the corporation as a
pass-through, providing full integration of the corporate tax on distributed and retained
profits with the personal (capital) income tax on the return to equity at the shareholder
level. In that case, the corporate tax is used merely as a prepayment of the tax on equity at
the shareholder level.
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Under full imputation, shareholders are taxed on the@rossed up” value of the /)
dividends but they receive a tax credit for the corporate tax afseady paid on the distri d
profits. Imputation tax credits are not available if the firm &Wributes dividends but{és not
paid corporate taxes because the firm’s corporate incomg tax base was redu to zero

because of, for instance, generous depreciation allowances=er losses that havgNgeen carried i)
forward. Double taxation of retained profits might\@e prevented@y permitting 3
shareholders to write up the basis of their shares by retair\%g profit Lot corporate tax. (0/]
As a result, the capital income tax is levied only on capita@ains excess of retained (%]
profits that already have borne corporate tax. Similarly, the basis is written down if the
business incurs losses or if the business distributes divid i)s,out of previou':{ly(
accumulated earnings. ° L e C,('

Corporate finance decisions in a closed-economy

In a closed-economy setting, if all corporate earnings (distributed dividends, retained
profits and interest payments) are taxed at the personal level at the same personal income
tax rate, full neutrality between all sources of finance can be achieved if capital gains are
taxed when they accrue. In that case, there would no longer be a tax-difference between
debt and equity, between profit distribution and profit retention, and between external
equity (newly issued equity) and internal equity (retained earnings).

The full imputation system is not only efficient but also has nice equity properties.
Capital income is taxed at the same effective rate irrespective of how it is received (as
interest payments, dividends or capital gains). Moreover, the full imputation tax system
allows governments to tax capital income at progressive (personal income tax) rates.

If, however, capital gains are only taxed when they are realised or if countries do not
levy a capital gains tax at all, equity might become a more preferred source of finance than
debt under a full integration tax system. The larger is the difference between the tax rate
on investment income at the personal level and the corporate tax rate — in case this
difference is positive — the more preferred will be capital gains. In the absence of a capital
gains tax that is levied on an accrual basis, the distortions with respect to the sources of
finance will be minimised if governments levy a rather high corporate tax rate.

Corporate finance decisions in an open-economy

The neutrality characteristics of the full integration tax system in a closed-economy
setting may also be achieved in an international context if, for instance, the country of
residence of the foreign investor implements a full integration system as well. A full
integration system would then maintain its favourable neutrality effects only if the foreign
investor would receive a tax credit for the foreign corporate taxes already paid. This tax
credit could be provided either by the source country where the foreign income is earned,
by the residence country where the foreign income is taxed at the personal level or it could
be shared between the home and host country.

If the host country would provide a tax credit for the corporate taxes already paid, no
tax revenue would be levied on foreign investment at source. Foreign income would be
taxed only in the home country. In that case, host countries would not receive any tax
revenue but they would face the costs of public expenditures, for instance on
infrastructure, without which there might be no profits at all. Host countries might then of
course benefit indirectly if they are able to attract more FDL
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If the host country would not provide a tax credit to non-rgldents, foreign investment »)
in the host country would be discouraged if the home countrywould not give a tax crediJor
the foreign corporate taxes already paid either. This non-néftral tax treatment of ®ddent °

and non-resident shareholders would then distort investment decisions (the @njount of
foreign direct investment, the investors’ preferred soﬁes of finance, &c.). In fact,
globalisation has meant that large corporations can raise th@ capital intem@lonally and do
not have to rely on domestic shareholders for equity finance,}f non-r i&nts do not obtain
a tax credit in the host country (and not in the home countgy eithe¥), the host country’s
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imputation system does not reduce the cost of capital for firms-that raise their funds on the ¢

international equity market. Foreign-owned firms then might face aE—,induced incentive \ty(
excessively finance investment with debt. A government that w1she9to|£r@6té‘the
competitiveness of its resident corporations and wants to attract foreign direct investment
can then achieve this by eliminating imputation credits and using the money saved to reduce
the rate of corporate tax, as has been done by Germany and Finland.

In the absence of a capital gains tax that is levied on an accrual basis, a high corporate
income tax rate — with respect to the overall tax burden on capital income on domestic
investment — reduces the incentives to defer the realisation of capital gains at the personal
level. However, a high corporate tax rate also reduces the country’s attractiveness for
foreign investors. Countries will therefore have to strike a balance between these effects
when choosing the level of their corporate income tax rate under a full imputation system.

In the European Union, tax credits provided to resident shareholders of an EU member
country, but not to non-resident shareholders, are considered as discriminatory by
European Union legislation. Since granting tax credits to non-resident shareholders will
imply a reduction in corporate tax revenues, full integration systems have become difficult
to maintain in the European Union.

The removal of imputation systems increases the overall taxation of equity capital and
so increases the bias towards debt financing. However, countries might take alternative
steps to reduce the taxation of dividends in the hands of shareholders, using alternative
methods as discussed in Chapter 5.

As already pointed out, full imputation systems might result in a higher cost of capital
for foreign investors because the imputation credit might be available only to resident
investors. However, this effect might be mitigated if the full imputation system would be
combined with an allowance for corporate equity tax system. The ACE tax system will be
discussed in Section 9.2.

Country experiences: the imputation system in Australia

Many countries have replaced their imputation systems as, for instance, Germany,
Finland and Norway. Both Australia and New Zealand, however, have retained their
imputation systems and have shown no wish to remove them.

Australia’s imputation system applies to dividends paid by Australian resident
corporate entities to Australian resident shareholders. The imputation system provides
credit relief at the shareholder level. Australian corporations receive franking credits for
Australian corporate tax paid. These corporate taxes paid — 30 per cent in 2006 - are then
allocated to shareholders by attaching the franking credits to the distributed dividends.
Resident shareholders are then taxed on the “grossed up” value of their dividends (net
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dividends plus franking credits), but they are entitled to a tax@ffset equal to the franking
credits. The imputation credits are fully refundable, which rheans that taxes will ac@ly
be paid back if the imputation credits exceed the sharehold%} taxes due. (\ ®

In a domestic setting, the Australian imputation systepaeliminates the doul@axation )
of corporate income that is distributed as dividends to resid&ht shareholders, ghich reduces —
the bias towards debt financing. This increases the\t}lx code’s eé@ency from a J
closed-economy point of view. In Australia, dividends are tz\gkd at the shdreholder level at 1/}
progressive personal income tax rates. This also strengthens t qu&f the tax system, as 9
the progressivity of the personal income tax system works through,the capital income taxes , ¢,
as well. Shareholders that face a low personal income tax rate e&n prefer to re @‘
dividends than (higher taxed) capital gains.! Whether shareholders tifht fgcea@iqgher
personal income tax rate prefer dividends over capital gains depends on the difference
between the personal and corporate income tax rate and how long they hold the shares.

However, non-resident shareholders cannot use, for Australian tax purposes, the
franking credits for Australian tax paid. Franked dividends are then taxed at the Australian
corporate tax rate, and they might be taxed again in the shareholder’s country of residence.
Dividends that are distributed to non-resident shareholders out of corporate income that
has not been taxed at the Australian corporate tax rate will be taxed at a withholding tax
rate (15 per cent in 2006). This non-neutral tax treatment of resident and non-resident
shareholders distorts investment decisions (the amount of foreign direct investment, the
investors’ preferred sources of finance, etc.).

9.2. The allowance for corporate equity tax system

Under the corporate income tax, interest payments are deductible from taxable
corporate earnings but the return on equity-financed investment is fully taxed. The ACE
tax system (IFS Capital Tax Group [1991]) corrects for this differential tax treatment by
providing a deductible allowance for corporate equity in computing taxable profits. This
allowance equals the product of shareholders’ funds, which generally equals the
company’s total equity capital including taxable profits net of corporate tax - the return of
prior investments not yet invested in capital but kept as financial reserves — and an
appropriate interest rate as, for instance, the interest rate on medium term government
bonds (Cnossen [1996]). The allowance therefore approximates the corporation’s normal
profits. The corporate tax is thus confined to economic rents because corporate profits in
excess of the ACE remain subject to corporate tax.

Tax depreciation

An increase in the tax depreciation allowances implies a decrease in the company’s
total equity capital that is used to calculate the allowance for corporate equity. Neutrality
requires that the same depreciation rate is used to calculate taxable corporate profits and
the company’s equity capital. The current tax savings from accelerated depreciation are, in
present value terms, then equal to the reduction in the allowance for corporate equity in
future years. The corporation is then indifferent between accelerated depreciation
allowances (or immediate expensing), which yields an immediate tax gain but reduces the
tax gain over time due to the lower allowance for corporate equity, and decelerated
deprecation allowances, which yields a lower immediate tax gain but a higher tax gain over
time due to the higher allowance for corporate equity.
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This mechanism can be demonstrated with a simple exa@ple. If the corporation had

200 additional units of capital that might be depreciated in tle current period (we aaﬁe
that the corporate tax rate is 25%), the corporation would rec@Ye an immediate tax a@of 0
(200 times 25%). If these additional depreciation allowanceswould be deductibleéy in the
next period, the corporation would receive no additional ta@;in in the curren®geriod, but it
would obtain that tax gain of 50 in the next period. In the\gecond period@e corporation
would obtain an additional corporate tax gain, due to the &owanc ceCorporate equity,
because the capital has not been depreciated with these 200 adgitionalNnits. The ACE equals
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the value of the capital that has not been depreciated yet times“the imputed interest rate r. ¢

In present value terms (discounting occurs at the same interestfate r), the corporagc\)y(

200-25% +71-200-25% _ 200-(1+71)-25% _ % thelgn will
1+r 1+r

therefore obtain in present value terms the same total tax gain.

obtains a total tax gain of: 0+

Regardless of the depreciation scheme (straight-line method, declining-balance
method, etc.) and tax depreciation rate, the present value of the sum of the depreciation
allowances and the ACE allowances will always equal the initial investment outlay, as long
as the same depreciation rate and method — which might differ from the asset’s economic
depreciation scheme and rate —is used to calculate taxable corporate profits and the
company’s equity capital. The tax base of the ACE tax system is identical, in present value
terms, to the base of the corporate cash-flow tax, which allows for immediate expensing.?
The ACE then offsets the distortions due to the possible differences between tax
depreciation and the actual economic depreciation of the asset (Boadway and Bruce [1984]),
as is the case under a corporate cash-flow tax.

In fact, the ACE allowance preserves neutrality under inflation if the imputed return
equals the nominal interest rate. In that case, tax depreciation allowances and the
company’s equity capital do not have to be indexed for inflation. In the presence of
inflation, the ACE tax system’s nice efficiency properties may also be achieved if the
imputed return equals the real interest rate. In that case, however, the tax depreciation
allowances and the firm’s equity capital will have to be indexed for inflation. In both cases,
the present value of the tax depreciation allowances and of the corporate tax gain as a
result of the ACE is equal to the immediate corporate tax reduction as a result of the
immediate expensing under a corporate cash-flow tax.

Imputed return on equity

The neutrality properties of the ACE system also depend on the choice of the imputed
return on equity. In order to tax the return on equity and debt-financed investment in a
similar way, the imputed return should equal the interest rate that the corporation pays on
its debt-financed investment. More precisely, the imputed return should equal the interest
rate that corporations would have to pay if they would finance marginal (new) investment
with debt instead of equity - the interest rate that the firm has paid on its debt in the past
is in fact irrelevant. In fact, this symmetrical tax treatment would also resolve the problem
caused by new hybrid capital instruments, which are not easily classified as debt or equity
(Klemm [2006] and Kleinbard [2005]).

In order to choose the “correct” imputed return, governments might require
firm-specific information as corporations might differ in the interest rate that they have to
pay on newly issued debt, for instance because the interest rate includes a company-
specific risk premium. It might administratively be too costly to determine an imputed
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return for every single corporation. However, governmeprys might consider giving
corporations the opportunity to demonstrate that the interést rate on their newly i d

debt differs from the imputed return set by government. many case, neutralitg b@veen °

debt and equity requires that the imputed return is adjusﬁ:l regularly such th follows
the market interest rate as closely as possible.

Y

Bond and Devereux (1995) have argued that the irnpdtad return sh @not include a J
risk premium if the corporation considers the ACE to be a “s@” cas}% uch thatits gain /]
is not lost or reduced in present value terms. This requires th e government offers a full v
loss carry-forward, which increases with the interest rate for the,time delay, if profits are , @,
too low to claim the entire tax deduction. The expected value of th gE would decregsq ¥
such a loss carry-forward would not be provided, which might redu® the @era ity
characteristics of the ACE tax system.

The necessity to allow for a firm-specific imputed return is reduced if no risk premium
is added to the imputed return for the ACE. Corporations differ in the risk premium
required by financial markets, but they do not necessarily face a different (nominal)
interest rate if they issue debt. However, if firms do face a different interest rate as a result
of different risk profiles, neutrality between debt and equity as source of finance will only
be obtained if only the risk-free interest rate is deductible on newly issued debt as well.

Corporate finance decisions in a closed-economy

The ACE tax system is neutral to investment. The cost of capital on equity-financed
investment will equal the real interest rate; no corporate tax is levied on the firm’s marginal
investment decision. This result is achieved either if the ACE is calculated using a nominal
interest rate but the tax depreciation allowances and the firm’s equity stock are not indexed
for inflation, or if the ACE is calculated using only a real interest rate but the tax depreciation
allowances and the firm’s equity stock are indexed for inflation. This result is achieved
irrespective of accelerated, neutral or decelerated tax depreciation allowances.

In order for the cost of capital on debt-financed investment to be equal to the real
interest rate, nominal interest payments will have to be deductible if the tax depreciation
allowances and the firm’s equity stock are not indexed for inflation. However, if tax
depreciation allowances are based on replacement costs and the firm’s equity stock is
indexed for inflation, only the real interest payments will have to be deductible (similarly
to the way the ACE is calculated).

Under these conditions, the firm will be indifferent between debt, newly issued equity
and retained earnings as marginal source of finance at the corporate level; the cost of
capital on marginal debt and equity-financed investment will amount to the real interest
rate. The corporate income tax rate will then be levied only on economic rents.

Full neutrality requires that taxes at the personal level are considered as well. If
neutrality is achieved at the corporate level and if all returns (interest payments, dividends
and capital gains) are taxed at the personal level at the same rate, the corporation in a
closed-economy setting will be indifferent between debt and equity and between external
and internal equity as a source of finance under the ACE tax system. Interest payments and
the normal return on equity will be taxed only at the personal income tax rate and the
economic rents will be taxed at the corporate income tax rate and the personal income tax
rate. In fact, the same neutrality result will be achieved when the corporation’s shares are
owned by tax-exempt investors as, for instance, pension funds. (In fact, this outcome is
modelled in Box 9.1 under the “new new” view).
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Box 9.1. The ACE tax system under the “new” view dund the “new new” vi

Given an allowance for corporate equity tax system, this m( presents the cost of c@al
on a firm’s marginal investment decision under the “new” yiew and the “new ne w. It
is assumed that capital gains are taxed at a lower rate tha idends at the pe@nal level.
tris the corporate income tax rate; the imputed return on wity is assumedqg e equal to
the interest rate r; the other variables are defined in Box 4.1. The anal stracts from
depreciation and assumes that there is no inflation. Under*the “ne iew, the firm will
invest its retained earnings until the marginal product of an a@ional unit of capital (cost

of capital) f’(K) equals:
¢ b .
(@-v)-(-rr,) *LecC
(1-t)(1-1y)

f®) =

Suppose the firm invests 1 currency unit of after-tax profits. This investment yields an
after-tax return that is distributed as dividends equal to ([1 - tf’(K) + t) (1 - 1g), where g
represents the corporate tax reduction due to the ACE allowance (1], where I=1).
However, instead of reinvesting the 1 currency unit of after-tax profits, the firm might

(1 _Tf)(l —T,)

1-7.)-r.)
f @
The firm stops investing when the after-tax return on investment financed with retained

distribute currency units as dividends, which can be invested in market debt.

earnings is equal to the after-tax opportunity return of investment in market debt:

: (1-1.)(1-14)
(@t ))f K)+t,r) (1-10) = m

The firm will invest its retained earnings until the marginal increase in value of the firm’s
equity q equals the cost of the additional investment, which are the net dividends foregone:

q - (1-14)(1-7y) _ (1-1,) <1

(1-7)(1-7y) (1-7.)

T(l-1,). The cost of capital then follows:

Under the “new new” view, shareholders require the world market interest rate on their
investment r. As a result of the ACE, the firm will invest its earnings until the cost of capital
equals the interest rate:

f®)=r
The marginal increase in the value of the firm’s equity then amounts to:

q=1

However, if capital gains are taxed when they are realised and not when they accrue,
the effective personal income tax rate on dividends will exceed the effective personal
income tax rate on realised capital gains. Interest payments and the normal return on
equity distributed as dividends will be immediately taxed at the same personal income tax
rate. However, the personal income tax on dividends can be deferred by retaining and
reinvesting the profits (normal return on equity and rents). The profit that is retained by
the corporation - yielding capital gains — will be taxed at a lower rate because the
household can postpone the realisation of these capital gains. This situation is analysed in
Box 9.1, which shows the cost of capital on equity-financed investment and the marginal
increase in value of the firm’s equity under the “new” view.

-«

Cule
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Consequently, the ACE tax system might be designed to in@lement neutrality between
debt and equity at the corporate level. However, if the tax rtes at the personal le e
considered as well, equity will become a more preferred s@rce of finance than d@m a
closed-economy setting in the absence of a capital gains tgx or if capital gains axed at
the personal level at a lower (effective) rate than dividends-and interest pay ts.

U

In order to be fully neutral with respect to the corporaﬁe)nvestmentl’@rginal sources J
of finance, the implementation of an ACE tax system migh@)heref uire a reform of 1/}
the capital income taxes at the personal level as well. Neutr beggen debt and equity 9
and between newly issued equity and retained earnings as a mgrginal source of finance , ¢,
would for instance be achieved if savings would receive expen Ly (consumption) tg¥
treatment at the household level and if capital gains would be taxed upoft algn@l.@l that
case, interest payments and the normal return on equity - either distributed or retained
and reinvested — would escape taxation at the corporate and personal level. Only economic
rents would be taxed at the corporate level and the remainder would be taxed again at the
personal level.

Corporate finance decisions in an open-economy

This symmetric treatment of debt and equity at the corporate level implies that tax
authorities no longer have to implement thin capitalisation rules in order to protect their
domestic tax base. Multinationals no longer have an incentive to excessively finance their
subsidiaries with debt because equity receives the same favourable tax treatment.

The ACE tax system does tax economic rents and therefore distorts the corporation’s
decisions that depend on the average corporate tax burden. If governments would increase
their corporate tax rate in order to compensate for the revenue loss due to the ACE
allowance, especially profitable corporations might find it attractive, even under the ACE
tax system, to reallocate their production into a country that levies a lower corporate tax
rate (Bond [2000]). Moreover, corporations continue to have an incentive to shift their
economic rents to low-tax jurisdictions by means of transfer pricing.

The impact of the ACE tax system for foreign corporate investors will depend on the
tax treatment of foreign income in the corporation’s country of residence. Equity might
become a more preferred source of finance than debt not only in a closed-economy setting
but in an international context as well.

In case of a worldwide tax system - foreign received interest, dividends and capital
gains might be taxed in the country of residence - foreign interest payments and dividends
will be taxed on accrual in the home country, but taxes on capital gains might be deferred
until profits are realised. Put differently, foreign shareholders (except for tax-exempt
investors) may also prefer the firm to retain and reinvest its earnings instead of
distributing them as dividends. Even in an international context, equity then becomes a
more preferred source of finance than debt under the ACE tax system. The ACE tax system
then implements neutrality between debt and equity only at the corporate level in the host
country. Moreover, in case of a worldwide tax system, the introduction of the ACE in the
host country might imply only a shift in the tax revenues from the source country to the
corporation’s country of residence, without having any real effects in the source country.

In case of a dividend exemption tax system — foreign received dividends are supposed
to have been taxed in the host country and are therefore tax-exempt in the home country -
the normal return on equity, as opposed to interest payments, might escape taxation in
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both residence and source country. Equity then becomes Pmore preferred source of »)
finance than debt for the foreign corporate investor. The$ntroduction of the A%*x
system might then possibly lead, in the long run, to chang@in tax treaties. (\

Personal foreign shareholders might obtain a tax c@t only for the hostgbuntry’s )
withholding taxes on dividends and interest payments. If @pital gains in the(Shareholder’s —
home country are not taxed or are taxed at a lower er):ctive rate,é@ign personal J
shareholders will also prefer equity over debt under the AC@}aX sys@. 1/}

O

Tax revenue 17/

2

By extending the favourable tax treatment of interest payme tqu the normal r

on equity, governments will reduce their corporate tax revenues. In ordd ttl_cﬁ}g'nsate
this loss in revenue due to the erosion of the source principle, governments might consider
increasing the corporate tax rate that is effectively levied only on economic rents. However,
this rate increase might have a negative impact on the location decision of firms, on the
amount of foreign direct investment and might induce corporations to shift the economic
rents out of the country. In order to avoid these negative effects, governments might decide
not to increase the corporate tax rate. In that case, the introduction of the ACE tax system
will reduce corporate tax revenues.

In order to reduce the impact of the ACE on tax revenues, governments might consider
providing the allowance only to new capital and not to existing (old) capital. In fact by
extending the ACE to existing capital, the government provides a lump-sum capital gain to
the existing capital owners. It would not have a strong impact on investment behaviour,
except in the case of, for instance, firms that are constrained in attracting external sources
of finance and whose internal funds are insufficient to finance all their profitable
investment opportunities. However, if old capital would not be entitled to the ACE, firms
would face an incentive to recategorise their old capital as new capital. Moreover, the costs
for the tax administration would be lower if both new and old capital would benefit from
the allowance. In fact, the cost of providing the allowance to old capital might not be so
high because the capital would already be highly depreciated.

The ACE tax system is efficient irrespective of the type of (accelerated, decelerated or
neutral) tax depreciation allowances. However, neutral tax depreciation allowances - tax
depreciation rules which follow the economic depreciation of the asset as closely as
possible - will result in a more constant stream of tax revenues than accelerated
depreciation allowances, especially in years when firms invest a lot. The implementation
of neutral tax depreciation allowances might then be preferred from a tax revenue point of
view under the ACE tax system.

The ACE systems in Austria, Croatia, Italy and Brazil

ACE tax systems have been implemented in recent years in Austria, Croatia, Italy,
Brazil and Belgium (Klemm [2006]).

The Austrian (partial) ACE tax system was operational during 2000 and 2004. It applied
only to the book value of new equity (post-tax reform investment). The imputed return (the
interest rate on government bonds augmented by 0.8 percentage points) was taxed at a
reduced corporate tax rate of 25 per cent instead of the statutory 34 per cent rate. As from 2005
onwards, Austria reduced its corporate tax rate to 25 per cent for all profits and investments.
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Italy implemented a (partial) ACE tax system from 1997 tgy003. It also applied to the »)
book value of new equity only. 120 per cent of the book value as used to calculate t E
in 2000 and 140 per cent in 2001; it was 100 per cent in@fe other years. The i@lted
interest rate was 7 per cent from 1997 until 2000; it was 6 per cent afterwards. as the
case in Austria, the imputed return was taxed at a reduce@)rporate tax rate® 19 per cent i)
instead of the statutory 37 per cent rate (36 per cent in @1—02, 34 per @t in 2003). As 3
from 2004 onwards, Italy — as did Austria in 2005 - reduced\yf corp@@ﬁx rate to 33 per (0/]
cent for all profits and investments.

Croatia implemented a full ACE tax system from 1994 to té;e beginning of 2001. A, ¢,
return of 5 per cent plus the inflation rate of industrial goods (if poSifige) could be impytell

to the book value of the firm’s equity stock. This ACE was fully dedﬁctﬂ;lﬁr@n the
corporate tax base (Klemm [2006] and Keen and King [2002]). The statutory corporate tax
rate that applied only to economic rents was 35 per cent. Keen and King (2002) found that
the ACE tax system worked rather well. However, in 2001, the system was abolished. The
statutory corporate tax rate was reduced to 20 per cent instead.

2

Brazil has an ACE tax system since 1996. The ACE applies to the book value of the
firm’s entire equity stock; the imputed return is the interest rate on long-term bonds. The
ACE can be deducted only if the return is distributed to shareholders. Up to the level of the
ACE, dividends can be paid as “interest on equity”; a 15 per cent (personal level)
withholding tax will be levied, which also applies to interest payments (Klemm [2006]). The
corporate tax gain will be partly lost if the distributed earnings are lower than the ACE.
Retained earnings and distributed earnings in excess of the ACE are taxed at the corporate
tax rate, which was 34 per cent in 2006. (See Klemm [2006] for more details).

The Belgian ACE tax system

The Belgian allowance for corporate equity tax reform came into force on the 1st of
January 2006. The imputed return on equity (“notional interest rate”) is determined in
relation to the average of long-term interest rates for State loans issued in the previous
year (10 years linear bonds). For 2006, it was equal to 3.442%. It is increased by half a point
for SMEs.

The deduction for risk capital is available to all companies subject to corporate income
tax or to non-resident corporate income tax, excluding companies benefiting from a tax
regime that deviates from the common corporate income tax regime. Approved
co-ordination centres that still benefit from the profitable tax provisions of the old
co-ordination centres scheme are excluded. As a result, they can benefit from the deduction
for risk capital only if they lose their co-ordination centre status. Also companies established
in a re-conversion zone (old preferential regime being phased out since 1990), investment
companies, and certain shipping companies do not obtain the ACE allowance. Participations
in other companies are excluded as well (to prevent a double benefit).

The implementation of the “deduction for risk capital” regime is accompanied by the
abolition of the 0.5% duty on new equity capital invested in a company and of the
registration duty on increases in statutory capital without contribution of new assets.

In order to limit the budgetary impact of the introduction of the deduction for risk
capital, some compensatory measures have been taken. A new fiscal definition of (tax-free)
corporate capital gains has been introduced. The standard investment allowance for SMEs,
which allows SMEs to deduct part of the cost of the investment made in the course of the
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tax period (3 per cent for assessment year 2005) from their t® base, has been abolished. »)

Finally, SMEs will have to choose between the investment réserve and the allowa r
corporate equity. SMEs that have constituted exonerated ind@stment reserves in the@urse
of the taxable period can’t combine this advantage with fhe benefit of the de ion for
risk capital, not only for the taxable period in question=But also for the @Jowing two

taxable periods. U >
Given a “notional interest rate” of 3.442 per cent, Figurqgl presq&g'he statutory and
h

effective corporate tax rate for different gross returns on equgty. It shdws that the tax rate
reduction is inversely proportional to the firm’s profitability. (/

£

Figure 9.1. Statutory and effective corporate tax rate in Belgifiml(2@®
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The microsimulation model MiSIS has been applied to simulate the effects of the
corporate tax reform. With MiSIS, changes in the corporate tax system can be simulated
(only) in a static context. Some tax reform measures are not included in the simulation (the
abolition of the duty on capital increases and the new definition of capital gains are not
considered). The estimated budgetary impact of the ACE tax reform in Belgium amounts to
10.4 per cent of the tax yield in the reference situation. However, the actual impact might
be smaller if the dynamic effects as, for instance, the possible increase in (foreign) direct
investment would be considered as well.

The simulation is based on a representative sample of tax returns of which the
information is joined to the annual accounts. Companies are divided into deciles, of which
the minimum and maximum profitability thresholds are presented in the first two
columns of Table 9.1. Profitability is measured as the ratio “net operating surplus” (NOS)
divided by “value added” (VA). This measure is only partial since it integrates neither
financial nor extraordinary results. In fact, this indicator focuses on the profitability of the
economic activity of the company. The analysis only includes companies having a positive
ratio. The tax reform gains - expressed as a percentage of the pre-reform taxation -
decrease when profitability increases. They amount to 7 to 8 per cent in the first deciles but
drop 3.6 per cent in the eighth decile. The ratio profile is not strictly decreasing due to the
effect of other factors, among which the equity ratio and some of the compensatory
measures which have been taken into account in the simulation.
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The simulation also demonstrates that the relative tax reduction (tax reduction as a
percentage of the tax due before the tax reform) resulting from the ACE allowance is higher
for SMEs than for larger companies. The analysis incorporated the higher “notional interest
rate” for SMEs, that some of the compensatory measures only affect SMEs and the fact that
the relative tax reduction is inversely proportional to profitability (see Figure 9.1). Although
the biggest part of the deduction for risk capital is allocated to larger corporations, the
measure is relatively more profitable for small-sized companies considering the
pre-reform tax shares of both types of corporations.

Allowance for proprietor’s equity (APE)

The tax burden on labour income exceeds the burden on capital income in many OECD
member countries. This provides entrepreneurs with a tax-induced incentive to
incorporate and to characterize their labour income as capital income. In order to prevent
that the ACE aggravates the distortion in business legal forms, the allowance for
“corporate” equity might be provided to proprietorships as well by means of an “allowance
for proprietor’s equity (APE)” (Brys [2006]).

The allowance for corporate equity exempts the normal return only at the corporate
level; the return might continue to be taxed at the personal level. However, the income of
the proprietor is taxed only once at the personal income tax rate. The allowance for
proprietor’s equity will therefore fully exempt the normal return on equity invested in the
proprietorship. The tax benefit of the APE will therefore exceed the tax benefit of the ACE.
A neutral outcome would then be obtained if the APE would be calculated by imputing a
return that is lower than the return which is used to calculate the ACE (Brys [2006]).

Governments might also use the APE as an instrument to reduce the tax-induced
incentives for entrepreneurs to incorporate. As the gain of incorporation is increasing in
the difference between the progressive personal income tax and the proportional effective
capital income tax, governments might even consider implementing an APE that is
increasing in the proprietor’s income.

Allowance for corporate capital (ACC)

The ACE tax system continues to have different tax rules for debt and equity-financed
investment, even though the debt-equity choice no longer is distorted at the corporate
level. However, the allowance for corporate equity might be extended to corporate debt.
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Governments might allow corporations to deduct an “allowgnce for corporate capital »)

(ACC)” from their taxable corporate earnings. The ACC woulthbe calculated by imputind a
return on the company’s total capital — independently of Whether this capital is fi@qced
with debt or equity - including taxable profits net of corﬁrate tax. The ACC 1d then
replace the current interest deductibility.

This type of tax reform was introduced by Kleinbard ‘QbOS, 2007), gbpresented the
Business Enterprise Income Tax (BEIT) as an alternative fogﬂqe us gﬁ rate income tax.
The BEIT consists of a “uniform cost of capital allowance (C )”, which is a tax-exempt
allowance for any form of financial capital that the corporation isgues to its investors. The
COCA then equals the firm’s total asset basis times an imputed retefrb(,the COCA rate) T
COCA can then be deducted - in addition to the tax depreciation allowanc®s -Lfr@ g'xa le
corporate earnings.

The ACC (COCA) could be calculated by imputing a nominal (risk-free) return to the
non-indexed value of the corporate capital. Tax depreciation allowances would then not
have to be indexed neither but would have to follow the same depreciation rules as the
firm’s capital stock. The ACC tax system is efficient irrespective of the type of (accelerated,
decelerated or neutral) tax depreciation allowances. The nominal imputed return might be
an appropriate nominal interest rate as, for instance, the interest rate on medium term
government bonds. However, because governments might allow for a different imputed
return than the actual interest rate the firm has to pay, the part of the ACC that
corresponds to the debt might deviate from the actual interest payments, which no longer
are tax-deductible. This implies that firms no longer face a tax-induced incentive to use a
non-arm’s length interest rate. Moreover, no ACC would be deductible if the firm’s capital
stock would be entirely depreciated, even though the firm might continue to pay interest.

Under the ACC, the distinction between debt and equity for tax purposes would cease
to exist. Tax administrations would no longer have to categorize financial instruments
either as debt or equity for tax purposes; it is the underlying book value of the corporate
capital - whatever its source of finance - that entitles the firm to the corporate tax
deduction. The ACC will have the same economic implications as the ACE but might
further reduce complexity in practice as the actual difference between debt and equity for
tax purposes ceases to exist.

Even though there is no longer a tax-difference between debt and equity at the
corporate level under the ACC, equity would become a more preferred source of finance
than debt because the capital gains tax could be deferred until the gains are realised as
opposed to interest payments (and dividends) that are taxed upon accrual at the personal
level. This non-neutrality might be tackled through a minimum distribution rule, which
would induce corporations to distribute - either as interest payments or dividends - the
COCA rate in every period to the investor. Kleinbard (2007) also argues that investors at the
personal level would have to include in their taxable income an anticipated return - at the
same COCA rate - on all their financial investments, regardless of whether they actually
receive that return in cash. The presumptive normal return on the investment would then
be taxed at the personal level in every period. This tax would then be similar to the current
presumptive capital income tax (PCIT) at the personal level (in Box III) in the Netherlands
(Brys [2006]).
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Under the CCA - PCIT system, the normal return on capitzéjwould be taxed only under 0/)
the presumptive capital income tax. The economic rents‘would be taxed only e
corporate tax rate (Kleinbard [2007]). There would be no défble taxation of the re@«n on
capital. The CCA - PCIT system implements full neutraljty with respect to -.@‘ newly
issued equity and retained earnings. Moreover, the AGd also offsets t ifferences i)
between tax depreciation and the actual economic depl\egiation of the@set. However, 3
because corporate tax rates have been under pressure, goyeynmen v@uld no longer be [4/]
able to heavily tax the investment’s economic rents. The loyer ta}éﬁrden on economic (%]
rents might then be compensated by a higher tax burden on@e normal return on capital
that is taxed at the personal level. According to Kleinbard (2007),({h§s'issue might also <
solved through an “excess distributions tax”. This tax would be levied at the Ler@ré] ‘lgvel
on realised capital income in excess of the presumptive return on capital that has been
taxed before.

9.3. The allowance for shareholder equity tax system

The allowance for shareholder equity (ASE) tax system (Sorensen [2005]) introduces a
tax-deductible allowance for the normal return on equity at the shareholder level. This
allowance for shareholder equity equals the value of the corporation’s equity as reflected
in, for instance, the value of the firm’s shares, multiplied by an imputed return as, for
instance, the after-tax interest rate on medium term government bonds. The allowance for
shareholder equity tax system prevents the double taxation of the normal return on equity
by providing tax relief for the normal return on equity, not at the corporate level as under
the ACE system, but at the personal level instead.

As was the case for the ACE tax which was equivalent to a corporate cash-flow tax, the
ASE tax is equivalent to a personal level cash-flow tax. Sorensen (2005) demonstrates that
the present value of the tax burden incurred under a personal level cash-flow tax (tax
expenditure method) - the savings are deductible from the personal income tax base but
the entire return of the investment is taxed -is equal to the tax burden of the ASE tax
system - the original savings are not deductible, but only the infra-marginal return (the
rent) is taxed. The tax gain as a result of the ASE is identical, in present value terms, to the
immediate tax gain under the personal level cash-flow tax, which is equal to the capital
income tax rate at the personal level.

Corporate finance decisions in a closed-economy

The ASE tax system continues to exempt interest payments at the corporate level, as
opposed to the return on equity that is taxed at the corporate tax rate. The corporation’s
normal profits are not taxed again at the shareholder level. If the (nominal) interest rate
that is applied to calculate the ASE equals the (nominal) interest rate that is paid as a
reward for the debt and if the corporate tax rate equals the personal income tax rate on
interest payments, the corporation will be indifferent between debt and equity as source of
finance in a closed-economy. Under the ASE tax system, the corporate tax continues to act
as a “backstop” to the personal income tax (on normal profits and rents), as opposed to the
(corporate) ACE tax system where the corporate tax is levied only on rents.

Economic rents might be taxed at the shareholder level under the personal income tax
either as dividends or (realised) capital gains. The personal income tax on dividends might
be deferred by retaining and reinvesting the profits, which then yields capital gains that are
taxed only when they are realised. This implies that capital gains are effectively taxed at a
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lower rate than dividends. Consequently, the shareholde@nill prefer to receive the »)

economic rents in the form of capital gains rather than as $ividends. The ASE th e
does not necessarily resolve the difference in tax treatmen&tween retained earni@s and
newly issued equity (with respect to economic rents).

The neutrality result under the ASE tax system req@es that the corp@ate tax rate
equals the personal income tax rate levied on interest pahﬂents. If the orate tax rate
would be lower than the personal income tax rate, equity\ﬁould gferred over debt.
Debt would be preferred over equity if the corporate tax ratOvoul xceed the personal
income tax rate levied on interest payments.

This equality might not be required if, instead of implem(e/nbng an allowanc%ﬁﬁ(
shareholder equity, governments would provide a credit for shareholder eq‘uit!r.—"[ﬁs credit
for shareholder equity (CSE)” tax system can be designed such that it has the same
efficiency characteristics as the ASE tax system. If at the personal level, the dividends are
first grossed up with the corporate taxes paid, the credit might equal the difference
between the personal level taxes on equity income and interest net of the corporate taxes
paid. If dividends and interest payments are taxed at the same rate, the credit will then
equal the corporate taxes paid. In order to avoid circumstances that governments would
have to pay back some of the taxes to shareholders, the personal level tax rate on capital
income might then be set above the corporate income tax rate.

Moreover, in order to achieve efficiency under the ASE tax system, tax depreciation
allowances might follow the economic depreciation of the asset as closely as possible and
might be based on the investment’s replacement costs.

Imputed return on equity

In order to tax the return on equity and debt-financed investment in a similar way, the
imputed return on the corporation’s equity should equal the (nominal or real) interest rate
that the corporation pays on its debt-financed investment. More precisely, neutrality
requires that the imputed return equals the (nominal or real) interest rate that
corporations would have to pay if they would finance marginal (new) investment with debt
instead of equity.

The ASE is provided at the shareholder level for all types of investments. It would
therefore be administratively costly to allow for a different imputed return for different
types of firms and investments. However, the necessity to allow for a firm-specific imputed
return is reduced if no risk premium is added to the imputed return for the ASE.
Corporations differ in the risk premium required by financial markets, but they do not
necessarily face a different interest rate if they issue debt. Neutrality between debt and
equity would then require that only a risk-free interest rate is deductible on newly issued
debt as well.

Moreover, if only the real interest rate is deductible from the corporate tax base in case
of debt-financed investment, the ASE will have to be calculated by imputing only a real
return as well.

Corporate finance decisions in an open-economy

The allowance for shareholder equity does not have a fundamental impact on the
preferred sources of finance and uses of profits of foreign personal and corporate investors.
The debt-equity distortion continues to exist at the corporate level. The ASE tax system is
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neutral with respect to the debt-equity choice only for domest@ investors. Sorensen (2005) »)
therefore concludes that the ASE reduces the cost of capital ofequity-financed inves t

only for small and medium-sized corporations WithOLmaCCGSS to the intern@onal ®

stock market.

Because debt remains the most-preferred source of Qance at the corte level as i)
the entire return on equity-financed investment continueskt)) be taxed a @ corporate tax J
rate, multinationals will face a tax-induced incentive\tﬁﬁna eir subsidiaries /]
excessively with debt. In order to protect the tax base, thi api&tion rules remain v
necessary. Moreover, the ASE tax reform does not change the corporations’ incentives for @,
shifting profits to lower taxed jurisdictions by means of transfer &csyg “\)

*Lec

Tax revenue considerations

Because the normal return on equity is no longer taxed at the shareholder level, tax
revenues will decline. In order to compensate this loss in revenue, governments might
consider increasing the corporate tax rate. Again, this rate increase might have a negative
impact on the domestic amount of corporate investment, on the international location
decision of firms, on the amount of foreign direct investment and might induce
corporations to shift the economic rents out of the country.

The loss in revenue, however, might be smaller than under the ACE tax system as the
corporate income tax under the ASE tax system continues to be levied on the normal
return of foreign-owned equity-financed investment, which escapes taxation under the
ACE tax system.

The ASE tax system puts tax revenues further under pressure because the corporate
income tax rate has to be equal to the personal income tax rate levied on interest
payments. Especially in an international environment where the corporate tax rate has
been decreasing over time, the required equality limits the revenue that can be raised
through the taxation of interest income. However, it does not necessarily reduce the
revenue that can be raised through the taxation of the infra-marginal return on equity
because the economic rents might be taxed at the shareholder level at a higher rate than
interest payments.

Another consideration is that the allowance for shareholder equity is calculated on
the basis of the value of the firm’s shares. The tax revenue that government will raise
might be more volatile compared to the revenue raised under the allowance for corporate
equity tax, which uses the firm’s book value of equity to calculate the corporate allowance.

The ASE tax system in Norway

The ASE tax system is a rather new tax system that has been recently implemented in
Norway as of 1 January 2006. It is referred to as the “rate-of-return allowance” (RRA). It is
calculated as the purchase price of the share multiplied by an after-tax risk-free interest
rate of 2.1 per cent in 2006 (announced in January 2007); it is the yearly average of the after-
tax return of the interest on 3 month-government bonds for that year. The rate-of-return
allowance applies to the shares of Norwegian and foreign firms owned by resident
taxpayers in Norway. This tax system replaces the previous imputation system as well as
the RISK scheme (OECD [2006)).
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In addition to the corporate income tax of 28 per cent, @e Norwegian government »)

levies a personal income tax at the shareholder level on realised shareholder in e,
which consists of dividends plus any realised capital gainmninus realised capital@sses,
after deduction of the RRA (Sgrensen [2005]). The capital income tax at the perl level,
which also applies to interest payments, is 28 per cent (20&)

Given a 28 per cent corporate and capital income tak,)ate at the nal level and
an after-tax imputed interest rate of 2.1 per cent, the firr@)vill ea?t\ ormal return of
0.021/(1 - 0.28) or 2.91667%. In case of equity, this normal (risk=free) réturn will be taxed at

the corporate tax rate, which yields an after-tax return of 2.1%. Thig return will not be taxed , ¢,

at the shareholder level. In case of debt, the firm’s interest rate a ts to 2.91667 %, %
interest payments will only be taxed at the personal level at a rate of 28%?whic@@ds an
after-tax return of 2.1%. This example then demonstrates that the investors are indifferent
between debt and equity-financed investment and shows why the after-tax interest rate is
used as imputed return at the shareholder level.

If the distributed dividends are lower than the RRA, the surplus tax free amount can
be carried forward by stepping-up the basis of the shares with the unused RRA. This
amount will then be the new basis that is used in calculating the RRA in the following
period. The unused RRA from previous periods and the current period’s RRA, calculated on
the basis of the stepped-up basis, will then be offset against current period’s distributed
dividends or against any capital gain if the equity is sold.

The normal rate of return on equity-financed investment is not taxed at the
shareholder level and is therefore taxed only at the corporate tax rate of 28 per cent.
Dividends and realised capital gains in excess of this normal rate of return are taxed at the
shareholder level as capital income at a rate of 28 per cent. This then yields a total
maximum marginal tax rate on dividends of 48.16 per cent. Because the tax on capital
gains can be postponed until the shares are sold, the effective tax burden on capital gains
(insofar that realised income exceeds the RRA) will be lower than 48.16 per cent. However,
because the basis of the shares is stepped-up with the unused RRA, shareholders in
Norway are indifferent to whether they receive the normal return on equity-financed
investment as dividends or capital gains.

In fact, the Norwegian ASE tax system imposes the top personal income tax rate on
labour income to be equal to the tax burden on economic rents in order to avoid excessive
income shifting between labour and capital income. In 2006, the top marginal personal
income tax rate (including employee and employer social security contributions) declined
to 53.9 per cent. The reduced rate differential between capital and labour income on the
margin will therefore reduce the tax-induced incentives to convert labour income into
capital income.

Under the ASE tax system in Norway, the government determines either the personal
income tax rate on labour income, from which the corporate tax rate (and therefore the
personal income tax rate on interest payments and economic rents) follows, or the
corporate tax rate, which will imply a certain level for the top personal income tax rate on
labour income. It remains to be seen if Norway will be able to respond to further corporate
tax rate reductions in other countries, while maintaining its current ASE tax system with
its nice efficiency properties.

A

J

v
2

FUNDAMENTAL REFORM OF CORPORATE INCOME TAX - No. 16 — ISBN 978-92-64-03811-0 — © OECD 2007



IV.9. ALTERNATIVE CORPORAFE 1ad Ls@s@/ MORE DETAIL
7 <

S [§
3 )

Tax administrative issues o) »)

The ASE tax system requires that the purchase price of aﬁ'shares and their priceﬁn
they are sold are registered for each taxpayer. Moreovg), the amount of dj ﬁlted
dividends will have to be registered for each firm as wellhe amount of re ah@ profits, )
however, will not have to be registered. Sorensen (2005) tAerefore Conclude&at the ASE —
tax system must be based on a central shareholder registkﬂrecording t%&quisition and J
sale of shares and the payment of dividends by compar@. Thi?{ 1/}
implemented in Norway in 2004. He argues that the systfm is ndt
complex than any other tax system that taxes also capital gains.

of register was
necessarily more 9
<
: . D \

The Norwegian RRA allowance applies not only for Norweglbx firms but al %&}
foreign firms. Moreover, it applies to quoted and unquoted firms. "Fhel-i-ngrmation
requirements for Norwegian quoted firms does not seem to raise many problems; the
valuation of the shares of unquoted firms is more difficult but would have to be considered
under a capital gains tax as well. However, the valuation of shares and the registration of
distributed dividends of quoted and unquoted foreign firms might be more difficult. This
might give rise to new tax evasion opportunities.

Shares might also be traded during the fiscal year. Ideally, shareholders would receive
a part of the ASE (rate of RRA) in proportion to the fraction of the year during which they
have owned the share (Sorensen [2005]). This might be administratively very costly. The
Norwegian government has therefore proposed that the RRA be fully assigned (only) to the
shareholder that owns the share at the end of the year. Sorensen (2005) points out that this
implies that the RRA will be capitalised in share prices, as the seller will forego the RRA at
the end of the year. He also explains that this might create tax-arbitrage opportunities as
the RRA will not be capitalised in the shares owned by foreign investors as they cannot
benefit from the ASE tax system in Norway.

9.4. The shareholder allowance for corporate equity tax system

Under the (corporate) allowance for corporate equity (corporate ACE) tax system (see
Section 9.2), the corporate income tax stops being a withholding tax on the normal return
on equity-financed investment. This is not necessarily a disadvantage if dividends and
capital gains are taxed upon accrual at the shareholder level. However, most OECD member
countries do not tax capital gains at the personal level or they tax capital gains only upon
realisation (and often at a lower rate). In that case, shareholders can defer the shareholder
level taxes until the shares are sold. The entire tax burden on the normal return on equity-
financed investment could then be deferred almost indefinitely.

This issue might be solved if the ACE, instead of being deductible at the corporate
level, would be transformed into a tax allowance that could be claimed at the shareholder
level. Under the shareholder allowance for corporate equity (shareholder ACE) tax system,
the allowance for corporate equity would be calculated in a similar way as under the
corporate ACE tax system. However, instead of deducting the ACE from the corporate tax
base, the corporation would divide the ACE by the number of shares. Each share would
receive its part of the ACE and shareholders would be entitled to deduct the shareholder
allowance from the equity income tax base — not from taxable interest payments — at the
personal level.
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If the tax rate on equity income at the personal level yyuld exceed the corporate
income tax rate, shareholders under the shareholder ACE taxsystem would obtain a iq
advantage than under the corporate ACE tax system. In or@r for the shareholder @E tax
to yield the same tax gain as under the corporate ACE tax and the corporate ca ow tax,
the capital income tax rate on equity income at the persorel level would hays,to be equal
to the corporate income tax rate. Moreover, the sharehol@ ACE that ca@ot be claimed
because the firm did not distribute dividends or because s holdegs, d@not realize their
capital gains would have to be carried forward with interest. Q\

Instead of providing an allowance per share, governments mjight provide a tax credit
for each share equal to the ACE that is assigned to each share mu ti@ed by the corpg{a‘t)
tax rate. In order to yield the same tax gain as under a corporathaIs_hacga tax,
the shareholder credit for corporate equity (shareholder CCE) tax system would only
require - in order to avoid circumstances that governments would have to pay back taxes
to shareholders - that the capital income tax rate on equity income at the personal level is
not lower than the corporate income tax rate.

What are the differences between the shareholder ACE and the ASE tax system? First,
the shareholder ACE is a source-based tax allowance while the ASE is a residence-based tax
allowance. The shareholder ACE applies to all equity-financed investment in the source
country, while the ASE applies to the equity investment by resident shareholders (either on
their domestic equity investments or on their worldwide equity investments as is the case in
Norway). Second, the shareholder ACE is based on the book value of the firm’s capital stock
while the ASE is calculated using the value of the shares in the stock market. This might
imply that tax revenues under the ASE will be more volatile than under the shareholder ACE.
It might also imply that the administrative costs for implementing a shareholder ACE will be
considerably lower and that it creates less opportunity for tax evasion.

Corporate finance decisions in a closed-economy

Under the shareholder ACE tax system, interest payments would only be taxed at the
personal income tax rate. The normal return on equity-financed investment would be
taxed at the corporate tax rate. Shareholders would be able to claim their part of the ACE at
the shareholder level, which would offset the capital income taxes on the normal return on
equity at the personal level. Economic rents would be taxed at the corporate tax rate and
distributed dividends and (realised) capital gains would be taxed again at the personal
level. Neutrality between debt and equity would then be achieved in a closed-economy
setting if the capital income tax rate on interest payments at the personal level equals the
corporate income tax rate.

Under the shareholder CCE tax system, interest payments are taxed only at the personal
income tax rate. The normal return on equity-financed investment is taxed at the corporate
tax rate and is taxed again at the capital income tax rate at the personal level. Shareholders,
however, can reduce their personal capital income tax liability by using their CCE. If
shareholders claim a CCE, the equity income will be grossed-up with the credit before the
shareholder level taxes are determined. The normal return on equity is then effectively taxed
at the shareholder’s personal capital income tax rate (if this rate exceeds the corporate
income tax rate). Economic rents will be taxed at the corporate tax rate and the distributed
dividends and (realised) capital gains will be taxed again at the shareholder level. The
shareholder CCE tax system does not require that the personal capital income tax rate on
interest payments equals the corporate tax rate, as is required under the shareholder ACE tax
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system. However, neutrality between debt and equity under th@hareholder CCE tax system
does require that the personal level tax rate on interest payménts equals the capital in& e

tax rate on the return on equity at the shareholder level. m (\ °
The shareholder ACE and CCE tax systems resolve tpe difference betweeert and )
equity. However, shareholders will prefer to receive the €conomic rents il he form of —
capital gains instead of dividends as was the case undewle corporat @E tax system. J
Under the corporate ACE tax system, shareholders also p@erred eive the normal /]

return as capital gains instead of dividends; equity then becan a more preferred sourceof ¢
finance than debt in a closed-economy setting. This no longex is the case under the, @
shareholder ACE tax system because the corporate income tax acts a&withholding tag {Jx

the capital income tax rate on the normal return on equity at the persona?le{gl.@rger the
shareholder CCE tax system, shareholders might continue to prefer capital gains over
dividends, also for the normal return on equity-financed investment, but to a smaller
degree than under the corporate ACE tax system. This preference will be increasing in the
difference between the capital income tax rate on equity income at the personal level and

the corporate tax rate.

Corporate finance decisions in an open-economy

Not only domestic shareholders might benefit from this tax allowance or credit. The tax
system might be designed such that foreign shareholders can claim the allowance/credit to
offset the withholding taxes on distributed dividends to foreigners. In practice, however,
foreign investors might not necessarily be able to benefit from the full allowance/credit if it
would be allowed only against withholding taxes. If, on the other hand, the shareholder
allowance/credit for corporate equity would become marketable on the financial market,
foreigners would be able to immediately benefit from the allowance/credit by selling their
claim. Or, alternatively, the tax system might be designed such that foreign shareholders
receive a refund for the corporate taxes paid.

As aresult, as long as foreign investors can benefit from the ACE, the shareholder ACE
or CCE tax system have the same efficiency properties in an open-economy as the
corporate ACE tax system (see Section 9.2).

Tax revenue

Similarly to the introduction of a corporate ACE system, governments might finance
the implementation of the shareholder ACE or CCE tax system by raising the corporate
income tax rate. As pointed out, this might have a negative impact on the location decision
of firms, on FDI and might induce corporations to shift economic rents out of the country.
Instead, governments might consider increasing other taxes, including the capital income
tax rates at the personal level.

Given an international environment where countries compete over corporate tax
rates, the required equality between the personal level tax on interest payments and the
corporate tax rate under the shareholder ACE might limit the revenue that can be raised
through the taxation of interest income. This problem, however, is not present under the
shareholder CCE tax system.
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The US Treasury Department’s (1992) Comprehensiv, %usiness Income Tm@‘)
implements neutrality in the debt-equity choice in a diff€fent way. The CBI"IQ s the

return to capital of corporations only once. Under the/§BIT tax author;’éie low no

deduction of either interest payments or the return on equity from tax corporate
earnings. Except for the CBIT rate, no additional withholck.x)g taxes wo e imposed on
distributions to equity holders or on payments of interesglf acC e of corporation

receives interest or dividends from another corporation tha@alrea has paid the CBIT,
these earnings might be added to a so-called excludable distril(;tions account (EDA) in

order to avoid double taxation (Department of the US Treasury [19 2|)¢ ,‘\)(

L N . ® C.

The original aim of this business-level tax (Hubbard [2002]) was to 1mp1e'me§ a single
rate on all corporate income at a rate equal to the top marginal personal income tax rate on
capital income. Interest payments, dividends and capital gains would then no longer be
taxed at the household level. Under the CBIT system, there is no need for integration of
corporate and shareholder level taxes.

Corporate finance decisions in a closed-economy

Under the CBIT, the marginal effective tax rate on investment financed with debt,
newly issued equity or retained earnings is equal to the business tax rate — also determined
by the fact that the CBIT reform stipulates that tax depreciation allowances should follow
economic depreciation as closely as possible. In fact, because the CBIT is the only tax levied
on capital income, the implementation of neutral tax depreciation allowances becomes
more important than under current corporate income tax systems. Under the CBIT system,
firms are then indifferent between debt, newly issued equity and retained earnings as the
investment’s source of finance in a closed-economy setting. The cost of capital under the
“new” view is derived in Box 9.2.

In addition to the increased importance of neutral tax depreciation allowances, the
CBIT is also more sensitive to tax-deferral as a result of the reliance on the realisation
principle to measure gains from real assets. The US Treasury (1992) therefore recognised
the need for an additional compensatory tax if the actual CBIT paid would be too low
(Kleinbard [2005]). The CBIT would be levied on corporate income in excess of the income
in the “Excludable Distributions Account” (EDA). If a CBIT-type of corporation receives
interest or dividends from another corporation that already has paid the CBIT, the earnings
might be added to the EDA in order to avoid double taxation.

A large part of total interest income is effectively not taxed in most countries - for
instance because tax-exempt institutional investors invest a large part of their portfolio in
debt. The introduction of a corporate income tax on interest payments might then strongly
increase the cost of debt finance for corporations. This will not only reduce the amount of
investment projects that will be undertaken but might also force corporations into
bankruptcy. The CBIT might therefore require a rather low corporate income tax rate.

The US Treasury (1992) suggested that the Comprehensive Business Income Tax might
apply not only to corporations but also to non-corporate businesses. The CBIT system
would then also eliminate the tax-induced distortions between the corporate and non-
corporate business sectors.

However, in order to ensure an equal tax treatment of wage earners and the self-
employed, the CBIT system would need to split the income of the self-employed into a
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Box 9.2. The GBIT under the “new” view and tHeO“new new” view \A

In case of a comprehensive business income tax, the cosm capital on a firm'’s @al
debt-financed or equity-financed investment under the “pew” view and the “n@new

view equals: é
F®) = — J 0

Notice that the cost of capital of debt-financed investm under all the other tax

systems discussed in this report equals f’(K) = r. The marginal inc@s';,in the value of the \)(
firm’s equity amounts: e L e C‘(,

Cule

q=1

labour income component and a capital income component. The part considered as labour
income would then be taxed in most countries according to the progressive income rate
schedule, while the part considered as capital income would be taxed at the proportional
CBIT rate.

Income-splitting would be less of an issue — except for lower-income self-employed -
if the CBIT rate would be equal to the top personal income tax rate. This however would
require a high CBIT rate in many OECD member countries. In fact, the CBIT rate would need
to be even higher if social security contributions would also be taken into account. It is
unlikely that levying such a high CBIT rate would be feasible, especially from an open-
economy perspective. The choice between capital income and labour income would
therefore continue to be distorted under a CBIT system in many OECD member countries.

The CBIT could be introduced gradually in order to alleviate the effects on the existing
capital stock (Cnossen [1996]). In fact, the US Treasury (1992) suggested phasing in the CBIT
over a period of about 10 years.

Corporate finance decisions in an open-economy

The taxation of interest income at source has a strong impact on foreign (personal)
investors, who not only have to pay corporate taxes at source on all profits without
deducting interest. The CBIT system will provide neutrality between debt and equity in an
international context only if the country of residence of the foreign (personal) investor
levies the same tax rates on interest payments as on dividends and capital gains (or if
foreign-source income is not taxed in the investor’s country of residence). Even in that
case, neutrality might not be achieved if capital gains are taxed only upon realisation in the
home country. It is therefore unlikely that neutrality between debt-equity will be achieved
under the CBIT system in an international context.

The impact of the CBIT tax system on foreign corporate investors will depend on the
tax treatment of foreign income in the corporation’s country of residence. In case of a
dividend exemption tax system - foreign dividends are supposed to have been taxed in the
host country and are therefore tax-exempt in the home country as opposed to interest
payments that are supposed not to have been taxed at source - interest payments under
the CBIT system might then be taxed in both residence and source country. Equity then
becomes a more preferred source of finance than debt for the foreign corporate investor.
The introduction of the CBIT tax system (as was the case for the ACE tax system) might
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then possibly lead, in the long run, to changes in tax treatiesOn case of a worldwide tax
system - foreign received interest, dividends and capital $ains might be taxed i e
country of residence - the introduction of the CBIT in the K&kt country might shift@e tax
revenues from the corporation’s country of residence to the source country. Th en not
necessarily implies that the taxation of interest paymentsﬁ source) will indég many real
effects in the source country. U @

The cost of debt that is financed by foreign investors \&ﬂl incr e@oreign investors
will require a higher before-tax interest rate such that, after CBIT,%hey earn the world-

market interest rate. However, the increase in the cost of debt miagt be tempered because , ¢/

the withholding taxes on outbound interest payments might be a chhed when the ‘E]ilj
is introduced. e LeC

Considering only the taxes at the corporate level, corporations would no longer face a
tax-induced incentive to finance their investment with debt instead of equity. Thin
capitalisation rules might therefore no longer be required.

Tax revenue considerations

The corporate tax base under the CBIT system will be larger than the corporate tax
base under current corporate income tax systems or under the ACE tax system. The
broadness of the CBIT tax base - also because the corporate tax rate continues to tax the
return on foreign-owned investment in the source country - and the reduction in tax-
planning strategies that corporations follow to effectively reduce the taxes at the corporate
level then allow a low corporate tax rate. On the other hand, The CBIT system taxes all
capital income only at the corporate level and no longer at the personal level. This might
require a rather high corporate tax rate to compensate for the loss of tax revenue at the
personal level.

However, corporations have been rather successful in avoiding corporate income taxes
under current corporate income tax systems. It is very likely that companies will continue
to find and implement tax-planning strategies that allow them to effectively reduce the
taxes at the corporate level, especially when the lack of taxes at the personal level implies
a high corporate tax rate. It therefore seems that the CBIT system might be successful only
if governments would levy a rather low corporate tax rate. Even if this would imply that tax
revenues would decline, increasing the corporate income tax rate might only reduce tax
revenues even further.

CBIT and immediate expensing (ICBIT)

The CBIT might be accompanied by immediate expensing of investment (ICBIT). In
that case, the full return on debt and equity-financed investment will be taxed at the
corporate tax rate. However, because of to the immediate expensing, the normal return of
the investment will not be taxed (see Box 9.3). Only the economic rents will be taxed at the
corporate tax rate. Under the ICBIT, the return on investment might however be taxed at
the personal level.

This type of tax system is therefore similar to a corporate cash-flow tax. The ICBIT,
however, is a corporate income tax and not a cash-flow tax. Corporate income continues to
be included in the tax base when it is earned, not when cash is actually received, and
corporate expenses are deducted when they are incurred, not when cash is paid. However,
countries that would want to move to a corporate cash-flow tax might reform their
corporate income tax systems gradually over time, by accelerating their depreciation
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Box 9.3. The ICBIT under the “new” view and the “new new” view

In case of an “immediate expensing comprehensive bumss income tax”, the ce@of
capital on a firm’s marginal debt-financed or equity—financB investment under t ew”

FK) =T ) ’bé

The marginal increase in the value of the firm’s equity an\gﬁnts toQ\z

q=(1-1) O
Similarly to the impact of a corporate cash-flow tax (see Box §.]), a reduction in the (@

corporate tax rate will only lead to windfall capital gains for existing &areholders, ascf
reduction in 1y will increase the marginal increase in the value of the firm’s.eq i

view and the “new new” view equals:

Cule

allowances and by reducing the interest deductibility over time. Once they would have
implemented an ICBIT - this would not require that income cannot be taxed at the
personal level - the move towards a genuine corporate cash-flow tax would only be the
next step.

9.6. Destination-based corporate cash-flow tax

The destination-based corporate cash-flow tax is levied on domestic sales with a
deduction for the purchases from domestic suppliers and for labour costs, as discussed in
Chapter 6. Export sales would not have to be included and imports would not be deductible
from the tax base. Because this tax allows for a deduction of wage costs, this tax is basically
a tax on domestic consumption out of non-wage income.

The destination-based VAT, especially the VAT that is levied using the subtraction
method, is very similar to the destination-based corporate cash-flow tax. In fact, these
taxes differ only with respect to wages that are included in the VAT base but which are
excluded from the corporate cash-flow tax base. This can be illustrated by using some
simple accounting identities (Cnossen [2001]). For a closed economy, it holds that:

C+S=Y=W+RorC=Y-S=W+R-],
where C is consumption, Y is total income, S is saving, [ is investment (S = I), W is labour
income and R is capital income, which consists of the normal return on capital and
economic rents. Value-added is represented by W + R - I (labour plus capital income net of
investment) and is the base for the VAT. At the business level, the value added is equivalent
to the difference between sales and purchases calculated on a cash-flow basis. The
corporate cash-flow is equal to R —I. The VAT is therefore a tax on labour income and on
corporate cash-flow. The tax on corporate cash-flow taxes the normal return on capital
which is already in place, plus the economic rents from past and future investments. The
normal return on new capital is not taxed.

In an open-economy, it holds that:

X-M+E=ForX-M=I-E,
and

Y=W+R=C+X-M+],

where X is exports, M is imports, E is net earnings from abroad and I is net investment
abroad.
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Under the destination-basis, exports are exempted but i@ports cannot be deducted »)

from the tax base. The tax base of the destination-based %AT, equal to C, can th\aq)e
written as: Q (\

C=W+R-)-(X-M)andC=W + (R-I) - (F-F) a O

The destination-based VAT therefore equals a tax on labpur income pluséestination-
based corporate cash-flow tax. R+ E-1-I is the tax Baie of the nation-based
corporate cash-flow tax. It is therefore a tax on domestic\&gther estically-owned or
foreign-owned) capital income and domestically-owned fc@gn capital income, as far
as this income is consumed in the domestic market, net of new domestic (either(
domestically-owned or foreign-owned) investment and domestbﬁlly—owned f r{igh
investment. Put differently, the destination-based corporate cash-flow la-x@a €s the
normal return of domestic and domestically-owned foreign capital already in place plus
the economic rents from past and new domestic and domestically-owned foreign
investment, as far as this income is consumed in the domestic market. The normal return
on new domestic and domestically-owned foreign investment is not taxed.

The destination-based VAT, as levied by all OECD member countries except the US, taxes
the value added of all factors of production: both capital and labour. If the aim of governments
would be to tax the value added created only by capital, they might consider introducing a
destination-based corporate cash-flow tax that allows a deduction for wage costs.

Under the destination-based corporate cash-flow tax, all earnings of domestic - either
owned by residents or foreigners — and domestically-owned foreign (existing) capital would
be taxed to the extent that these earnings arise from sales to firms and consumers in the
domestic jurisdiction. Earnings that are reinvested benefit from the cash-flow tax treatment
and are therefore deductible from the corporate cash-flow tax base. Earnings that arise from
sales to firms and consumers abroad would not be taxed (domestically) either.

The destination-based corporate cash-flow tax does not distort the corporation’s
marginal investment as a result of the cash-flow tax treatment. However, if personal level
taxes are considered as well, full neutrality will not necessarily be achieved under a
(destination-based) corporate cash-flow tax as discussed in Section 6.3.

The destination-based corporate cash-flow tax will not distort the location decisions
of firms either because corporations will only be taxed if they serve the domestic market.
They will not be taxed if they serve foreign markets because exports are not included in the
corporate tax base. However, if goods sold to the domestic market from a foreign country
are not taxed at the border, for instance because of inefficient border controls, corporations
might obtain an incentive to sell from abroad (for instance by selling over the internet).

The destination principle has a number of advantages over the origin principle. First,
the destination principle removes the transfer pricing problems, as discussed in Chapter 7,
as opposed to a tax based on the origin principle. Second, destination-based taxes
primarily distort consumer markets but not product markets, as corporations can buy
products free of tax. The destination principle then might imply “production efficiency”,
which is achieved when corporations face the same input prices and the same output
prices. Origin-based taxes primarily distort producer markets. The origin principle then
might imply “exchange efficiency”, which is achieved when consumers face the same
product prices (Cnossen [2001]). Diamond and Mirrlees (1971) have demonstrated that
achieving production efficiency is preferred over the realisation of exchange efficiency.

7/
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However, the destination principle is not without its pr@lems either, as it requires »)
border controls since the tax is levied on imports. Under a nd¥mal VAT, tax is levied e

border when goods and services are imported. For taxabmbusinesses, this tax i(}gam
credited against the tax on domestic sales. An alternative way of taxing import§ yould be
not levying the tax on imports to businesses at the bosder on the one d, but not i)
allowing its deduction against domestic sales on the othe()xand. This ind@yect method of 3
taxing imports to businesses, which is used by the destinaﬂ'ﬁn-base c&iporate cash-flow 0]
tax, might entail an administrative simplification. It avoids ing a%ax at the border that (%]

is creditable later anyway. However, governments would ha\e/go control which goods are
exported and imported in order to raise the tax and to prevent tagé oidance and evasior ¢
Governments would have to check that goods have actually crosse thaboEle@ﬂ'dXhat

imports by private persons are not channeled through taxable corporations.

The destination-based corporate cash-flow tax could be implemented side by side
with the ordinary VAT. However, most OECD-countries already have a VAT. It seems difficult
to imagine that countries might introduce a tax that is almost similar to a tax that is
already in place. It might be a more realistic option for countries that have still not
introduced a VAT to implement a destination-based corporate cash-flow tax as an
alternative to a corporate income tax. Since wage costs are deducted, the tax base of the
destination-based corporate cash-flow tax would be smaller than the base of the ordinary
VAT. If it would replace the VAT, the rate would probably have to increase to sustain the
same revenue. Or, the destination-based corporate cash-flow tax could be implemented
indirectly by increasing the VAT - especially in countries that already levy a VAT but at
relative low rates — and by reducing social security contributions at the same time.

9.7. Origin-based corporate cash-flow tax

This section discusses the origin-based corporate cash-flow tax. Under an
origin-based corporate cash-flow tax, the corporate tax would be levied on domestic
and foreign sales with a deduction for the purchases from domestic and foreign suppliers
-including investment goods - and for labour costs. The origin-based VAT is very similar.
In fact, these taxes differ only with respect to wages that are included in the VAT base but
which are excluded from the corporate cash-flow tax base.

These tax bases can be illustrated by the accounting rules that were introduced in
Section 9.6. The inclusion of exports net of imports implies that the origin-based VAT tax
base equals C + (X - M):

Y=W+R=C+X-M+IlandC+ (X-M)=W+ (R-1]).

The origin-based VAT therefore equals a tax on labour income plus an origin-based
corporate cash-flow tax. R —I is the tax base of the origin-based corporate cash-flow tax. It is
a tax on domestic and foreign-owned domestic capital income net of domestic and foreign
investment in the domestic country. Put differently, the origin-based corporate cash-flow tax
taxes the normal return of domestic and foreign-owned domestic capital already in place,
plus the economic rents from past and new domestic and foreign-owned domestic
investment. The normal return on new domestic and foreign-owned domestic investment is
not taxed. The origin-based VAT has the same tax base but it also taxes labour income.

The remainder of this section discusses different origin-based corporate cash-flow tax
proposals of the two-tier type: corporations are taxed on their cash-flow net of wages, but
labour income will be taxed at the personal level. We will discuss the Hall and Rabushka
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flat tax and Bradford’s X-tax. Both tax proposals are limit@ to real transactions and »)
exempt financial transactions. We will also present the hy¥¥id proposal of Mc Lu d
Zodrow, which taxes corporations on an R+F-base and indmiuals on an R-base.3 F@t, we
evaluate the origin-based VAT.

a v
Origin-based Value Added Tax U /bb 3
v

General consumption taxes like the VAT generally fo&w the senation principle.
However, it would be technically feasible to levy consumptioptaxes®n an origin basis. In (%]
fact, the main difference between the origin-based VAT anghggrigin-based corporate >,
cash-flow proposals discussed in this section is that the VAT includ€g wages in its tax b
while the corporate cash-flow tax taxes labour income separately atklge psrtnélﬁef'

The implementation of the origin-basis would cause a number of problems. If only a
small number of countries would adopt the origin-basis, the goods and services produced
domestically by these countries would be taxed at the origin, even if they are exported. If
other countries would levy the VAT on a destination-basis, these exported goods would
then be taxed again, which would result in double taxation. This would make it very
difficult for corporations that reside in a country that levies an origin-based VAT to
compete internationally.

If all countries would levy the VAT on an origin-basis, exports would not be taxed again
when they are imported in another country. In that case, the competitiveness of
corporations would depend on the VAT rate levied at the origin. Corporations that export
from a country with a high VAT rate would find it difficult to compete against similar goods
that are produced in a country where the origin-based VAT rate is low. An origin-based VAT
would therefore distort the location of capital and investment of corporations that
compete on the world market. An origin-based tax will therefore create strong incentives
for tax competition (in VAT rates).

Hall-Rabushka flat tax

In the early 1980’s, Robert Hall and Alvin Rabushka developed a consumption type of
tax system that has the administrative advantages of a value-added/cash-flow tax but does
not impose a higher relative tax burden on low-income households than on higher-income
households, as opposed to most other consumption taxes.

The Hall-Rabushka flat tax consists of two tiers: the corporate cash-flow tax and a
personal-level tax, which taxes total wages, salaries and retirement benefits less the total
amount of family allowances. Pension contributions, which are paid with taxable labour
income, are deductible from the personal income tax base but the pension (original saving
contributions plus return) is taxed when it is received under the personal income tax.
Other savings are not deductible at the personal level, but the return on these savings is not
taxed at the personal level either. The personal level tax is made progressive by providing
a family allowance that increases in the number of dependents. Without the personal
exemptions, the tax would be equivalent to a subtraction-method VAT, but with labour
income taxed at the household level rather than at the corporate level. No other income
would be taxed and no other deductions would be allowed. The proposal taxes the
corporate cash-flow and the taxable personal income at the same flat rate (the rate was
19 per cent in their original proposal).
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The corporate cash-flow tax is an R-base tax and therefo@does not include financial »)
flows in the tax base (interest payments, for instance, are %o longer tax-deductib S
discussed in Section 6.1, this implies that the return on debt@3d equity-financed inve{&nent
will be taxed through the increase in taxes on sales. Inyestment outlays, h er, are
deductible. The normal return on (debt and equity-finéced) investmen®Ns therefore i)
effectively not taxed. The tax is therefore neutral in the cho\'{c} between deb@nd equity as a 3
source of finance and also between newly issued equity and\rﬂained g&gs (also because (0/]
the investment’s return would not be taxed again at the sond level). In fact, only (%]
economic rents will be taxed (once) at the business level. Be€ause the normal return is
effectively not taxed at the corporate level and is not taxed at theqtﬂeBgnal level either, @(
Hall-Rabushka flat tax exempts the normal return on debt and equity entirely E)@féa‘%'on.

The flat tax might be levied on all types of businesses, not only on corporations, but
also on proprietorships and partnerships. The tax would therefore be neutral between the
different business legal forms as well.

Because of the R-base, financial institutions escape taxation. We described in
Section 6.5 the difficulties of measuring the services that are provided by financial
institutions, especially because customers pay for these services through the interest rate
that they receive or have to pay. Hall and Rabushka try to offer a solution to this problem.
They argue that financial institutions might report the price of services provided to their
customers separately from the interest rate they offer or charge. This price could then be
included in the tax base, while the expenses of the financial institutions might then be
deductible as well. In case of deposits, the price of the services would equal the difference
between the market interest rate and the (lower) rate that banks offer on savings accounts.
In case of loans, the price would be the difference of the interest rate charged on the loan
and the (lower) market interest rate.

Bradford X-tax

David Bradford’s X-tax is a variant of the Hall-Rabushka tax. In fact, Bradford has
refined his proposal over time, which implies that there is no single tax called the “X-tax”.
Instead, the X-tax is a series of ideas that are subject to refinement and improvement as
more is learnt (Weisbach 2002).

The X-tax is similar to the Hall-Rabushka flat tax. It is a two-tiered R-based corporate
cash-flow tax, which does not include financial services, and has a personal level tax that
taxes labour income. However, as opposed to Hall and Rabushka’s tax, the X-tax has
graduated rates on household’s labour income. These graduated rates allow for more tax
progressivity at the personal level. Bradford’s rate schedule has a zero rate bracket and a
number of rates that increase with labour income. The top rate might be the same rate as the
corporate cash-flow tax rate (or a rate not higher than the corporate rate). However, because
of the differences in the corporate cash-flow tax rate and the rates at the personal level, the
tax system might provide incentives for income shifting between capital and labour income.

Hybrid consumption tax

Mc Lure and Zodrow have proposed a cash-flow tax system which is similar to the
two-tier Hall-Rabushka flat tax and the X-tax. Their tax is called the hybrid consumption
tax (HCT), and was originally developed for Bolivia. For more details, see Mc Lure and
Zodrow (1995).
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The business tax would be on an R+F-base, while the @rsonal level tax would be »)
levied on an R-base. Mc Lure and Zodrow explain why financfal flows might be incluﬂn
e

the business tax base. They argue that the exemption of @hancial institutions m@h °
perceived to be unfair. The introduction of a separate taxQn financial institut would

add complexity to the tax system and could possibly con&ue to distort the*gllocation of 2
resources across financial and non-financial activit@. Moreover, @cause of the 3
immediate expensing characteristic of cash-flow taxatio any fi &/~ but especially (0/]
firms in their start-up phase - might experience a negative c -flm%c Lure and Zodrow (%]

noticed that many governments have been reluctant to allow’either refunds or carrying o
forward with interest. However, the inclusion of loan proceeds in R+F tax base redu

the likelihood that firms would experience a negative cash-flow. Finak they jrgge ﬁa‘&he
R-base - when the corporate cash-flow tax is introduced — would be significantly smaller
during the first years after the introduction of the tax than the R+F-base. The R+F-base
might avoid strong tax revenue losses for the government the first years after the
introduction of the tax.

The individual level tax would continue to be levied on an R-base. This implies that
capital income is not included in the personal income tax base, as is the case under the
Hall and Rabushka tax and Bradford’s X-tax.

Notes

1. In Australia, capital gains on portfolio equity shares that are held less than 1 year are included in
taxable personal income. 50 per cent of the capital gains on shares that are held for 1 year or longer
are included in taxable income. Capital gains are taxed at the marginal ordinary personal income
tax rate (OECD [2006b]). Imputation tax credits for corporate income taxes paid are only available
for distributed dividends but not for capital gains.

2. Itis implicitly assumed that the corporation can borrow at the same interest rate to offset different
profiles of tax payments over time.

3. The Unlimited Savings Allowance (USA) tax is the reverse of the hybrid tax of Mc Lure and Zodrow.
It taxes businesses on an R-base and individuals on an R+F-base. The Unlimited Savings Allowance
tax is based on the destination principle.
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Fundamental corporate income tax reform centres arouqﬁ\four Q’@@policy concerns.
Governments in many countries attempt to maintain Corpora@tax reVenues at its current

levels and at the same time try to create an attractive investment (%imate for domestic and , @&

foreign investors, reduce the tax-induced distortions and the corpora e|§>x code’s comple{i@

. . . . @ .
Fundamental corporate income tax reform involves complicated 1ssues|:—T% section
summarizes the main findings and focuses especially on the main policy conclusions that
can be drawn from this report.

A question that requires to be answered first is whether it would be efficient to entirely
exempt capital income from tax and to raise tax revenues through other taxes instead. The
analysis in this report indicates that no strong case can be made for the exemption from
tax of the return on capital income at the corporate or personal level. However, this result
does not necessarily undermine the case for a corporate cash-flow tax, which exempts the
normal return on equity from tax at the corporate level. Governments might consider
implementing a corporate cash-flow tax because it reduces the tax code’s complexity and
reduces the tax-induced financial distortions, but not because the tax might imply a move
towards a tax system that exempts the entire return on investment from tax.

In fact, there are good reasons to tax capital income at the corporate level. The main
reason for imposing a corporate tax is that the tax plays an important withholding
function, acting as a “backstop” to the personal income tax. In this respect, one might
argue that tax systems that exempt the normal return on equity (and debt) from taxation
at the corporate level undermine one of the main reasons for having a corporate tax. The
corporate tax might also be needed to avoid excessive income shifting between labour
income and capital income. The corporate tax also acts as a withholding tax on equity
income earned by non-resident shareholders, which might otherwise escape taxation in
the source country. Moreover, governments might levy a corporate tax because firms earn
location-specific rents and/or because capital is not perfectly mobile.

Tax revenues

152

Policy makers are concerned about the tax revenues that are raised by the corporate
income tax. In effect, governments are worried that further rate reductions will diminish
the revenue from corporate income taxes. However, despite the strong reductions in
statutory corporate tax rates, corporate tax revenues have kept pace with - or even
exceeded - the growth in GDP and the growth in revenues from other taxes in many OECD
countries. This might partly have been caused by the broadening of corporate tax bases, for
instance through the provision of less generous tax depreciation allowances. Yet, marginal
corporate effective tax rates have declined over time, implying that the reductions in the
statutory corporate tax rates have had a stronger impact on the marginal corporate tax
burden than the base broadening measures.

A

J

v
2

FUNDAMENTAL REFORM OF CORPORATE INCOME TAX - No. 16 — ISBN 978-92-64-03811-0 — © OECD 2007



e /‘ tv %L@ GONCLUSION
’(/\
. : O]

Even though corporate tax rates have decreased, somy economic theories have »)
predicted a much stronger “race-to-the-bottom” type of corporate tax competition: il
now, this has not been observed in OECD countries partly%cause of increased co@rate
profitability and income shifting via incorporation. Yet, drigen by tax competiti rces, it
is likely that small open-economies will continue to take lead in further }®yering their i)
corporate tax rates the most. The larger-sized countries @ht be obligedao reduce their 3
corporate tax rates in response. However, there may be lesg\scope j e future to offset (0/]
reductions in statutory rates by expanding the corporate tax page. Q\

2

Moreover, many fundamental reforms of corporate incgme tax would imply a, g,
substantial loss in corporate tax revenue. In order to compensate ob;his loss in revepyd,
governments might consider increasing the corporate tax rate. However, ﬂlislla@i&rease
might have a negative impact on the domestic amount of corporate investment, on the
international location decision of firms, on the amount of foreign direct investment, it
might induce corporations to shift their profits out of the country and it might result in
lower wages as the burden is (partly) shifted onto labour.

In addition, firms increasingly engage in tax-planning and tax-sheltering activities,
which put corporate tax revenues further under pressure. Corporations are able to shelter
income by exploiting structural rules within the corporate income tax system. For instance,
corporate tax shelters take advantage of the fact that income is taxed only when it is
realised and of the difference between debt and equity. A change in these key rules would
protect the government’s corporate income tax revenues, but would require fundamental
corporate tax reform.

Eventually, there are two possibilities with respect to corporate tax revenues. Either
revenue received from corporate income taxes will diminish, as tax rates are reduced
without any further capacity to increase the corporate tax bases. Or the offsetting pressure
to raise revenue from this source will break the reductions in statutory rates. In fact, lower
corporate income tax rates might also result in lower personal income tax (and social
security) revenues as an increasing number of firms face an incentive to incorporate. On
the one hand, it might be possible that the rate of the corporate tax rate reductions will
continue to slow, especially with the greater efforts in combating the shifting of profits
between jurisdictions. In addition, it seems unlikely that governments will willingly forgo
the substantial revenues they have been accustomed to raise from corporate income taxes.
On the other hand, capital might continue to become more and more internationally
mobile. This might increase the tax competition especially for mobile profits. Moreover, if
countries are faced with a decrease in the economic defences against corporate tax
competition, for instance because there are smaller agglomeration effects in the case of a
large number of small open economies, there could be a race-to-the-bottom type of
corporate tax competition.

Efficiency considerations

Efficiency considerations form a second driver of fundamental corporate income tax
reform, as corporate income tax systems distort the corporate firm’s finance and
investment behaviour in a number of ways. One of the main distortions is due to the
different tax treatment of debt and equity as interest payments are deductible from the
corporate income tax base while the return on equity is taxed. This difference in tax
treatment not only distorts the corporations’ finance and investment behaviour from a
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domestic but also from an international point of view. Othgy main distortions are the
distortion in the allocation of profits and losses over differerfélocations and the dist
created by the different tax treatment of newly issued@luity and retained e@mgs
(dividends versus capital gains).

The corporate income tax system also distorts the type of investment péect that the
firm decides to invest in because tax depreciation aIlowan&d often devi @om the actual
economic depreciation of the underlying asset and this@ffererq\éfght vary across
different types of assets. Moreover, the corporate income tax storts the choice of

businesses regarding their legal form because, for instance, prpprietorships are taxed, &

under the personal instead of the corporate income tax. The corpdr ncome tax sygeqy
is also not neutral with respect to mergers and acquisitions. ° | e &

Fundamental reform of the corporate income tax will improve the tax system'’s
efficiency. This can be concluded from the summary table, which summarizes some of the
main the efficiency implications of the main fundamentally reformed corporate tax
systems that have been discussed in this report. The table focuses on the debt versus equity
distortion, on the distortion of new equity versus retained earnings and on the tax-induced
distortion as a result of depreciation. The table focuses on the impact of corporate taxes
both in a domestic and an international setting (only the host country’s corporate tax rate
is considered in the table) and on the impact of both corporate and personal level taxes
(only in the domestic case). The table distinguishes between capital gains that are taxed
upon accrual or upon realisation.

The tax-induced distortions depend of course not only on the host country’s tax system
but on the investor’s home country’s tax system as well. For instance under the ACE tax
system, equity might become a more preferred source of finance than debt either whether the
home country implements an exemption system or a worldwide tax system. The neutrality
implications will also depend on the corporate tax rate in both countries and on the
corporation’s deferral and other tax-planning strategies. A similar conclusion resulted from
the discussion on corporate cash-flow tax issues in an international context (see Chapter 7).

Finally, the location of investment and the allocation of profits across different
jurisdictions continue to be distorted under all corporate tax type of tax systems that are
discussed in this report except under the destination-based corporate cash-flow tax.

Tax complexity

154

The enormous complexity of the corporate income tax system, which results in high
compliance costs for corporations and administrative and enforcement costs for
governments, provides another motive for fundamental corporate tax reform. In fact, the
complexity of the corporate income tax system often provides corporations with an
opportunity to engage in tax-planning and tax-sheltering activities. On the other hand, it
might be naive to believe that governments can implement simple corporate tax systems
given the increased complexity of the globalizing business environment. The complexity of
the tax code and the distortions created by the corporate income tax system are therefore
closely linked.

Fundamental reform might be an option to tackle jointly the complexity and the
reduced efficiency of current corporate income tax systems. Corporations point to the
international corporate income tax rules, the accrual accounting rules, the capitalisation of
assets and the sensitivity to timing to be the main sources of corporate income tax
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complexity and therefore of corporate compliance costs. Othg important sources of tax »)
complexity are the different tax treatment between deb®instruments and all T

financial instruments as equity, the existence of differermypes of legal forms t@t are
taxed differently, the tax rules with respect to business
with respect to the transfers of business assets.

In many countries, governments might also att(&ﬂpt to reduéé&orporate tax
compliance costs without having to reform their coaﬁorate f
fundamentally. For instance, corporate tax compliance

sts

Bstructurings and the tax rules

e tax system
ight be reduced by

A

J

v
2

increasing the conformity between taxable income and incgme used for financial @

accounting purposes, by changing the tax rules less frequently an };Ek

simple as possible.

Efficiency under fundamentally reformed corporate tax systems

eeping the rul%\a)(

| ecC

Corporate tax-induced distortions/neutral corporate tax treatment

Debt >< equity New equity >< retained earnings Depreciation
Corporate tax + personal Corporate tax + personal level taxes
level taxes (domestic) (domestic)
Corporate  Corporate Capital gains Corporate  Corporate Capital gains taxed Tax >< Impact of
Ievel:. Ievel.: inte1r— Capital gains taxed upon Ievel:l Ievel.: inte1r— Capital gains upon realisation econolmlic inflatiqn Qn
domestic  national taxed upon realisation domestic  national taxed upon or at a lower rate depreciation depreciation
accrual  oratalower accrual Normal Economic
rate return rents
CIT in most
countries D D D D N N N D D P P
Full imputation D N/D N D N N N D D P P
ACE/ACC N N N D N N N D D N N
AGC + PCIT N N N N N N N N N N N
ASE D D N N N N N N D P P
Shareholder ACE D N/D N N N N N N D N N
CBIT N N N N N N N N N P P
Corporate
cash-flow N N N D N N N D D N N

D = distorted, N = neutrality, P = possibly neutral, PCIT = presumptive capital income tax.

1. Only the host country’s corporate tax rate is considered.

Corporate cash-flow tax reform

The corporate income tax system might be replaced by a corporate cash-flow tax
system. This would offer many advantages. Under a corporate cash-flow tax, income is
taxed only when cash is received and costs are deductible immediately when purchases
are made. The capitalisation of assets is therefore no longer required due to the immediate
expensing of the investment and the economic depreciation of assets no longer has to be
measured. Different investment projects are therefore no longer taxed in different ways
and many of the complex timing-related problems of current corporate income tax
systems are avoided. Moreover, no inflation accounting is required and the tax code no
longer influences the realisation of the corporation’s capital gains.

Because the normal return on equity and the interest payments are not effectively taxed
at the corporate level, a corporate cash-flow tax does not distort the choice between debt and
equity and between newly issued equity and retained earnings at the corporate level. Only
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economic rents are effectively taxed under a corporate cash-@yw tax. There is no double »)
taxation of the normal return on equity. However, economi®rents are taxed both \&*e

of

corporate and at the shareholder level. This type of tax r%rm might reduce th °
capital of marginal equity-financed investment. This might result in increased d tic and

foreign corporate investment. Excessive (corporate té#-induced) debt/nancing of i)
investment will not be a problem; thin capitalisation rules Q.r)z therefore noynger required. 3
The corporate cash-flow tax system however continues to distgrt the @aﬂon’s decisions (0/]
that depend on the average corporate tax burden as, for instarnee, loca¥ion decisions. (%]

However, a corporate cash-flow tax reform does raise new pgoblems. It implies major , ¢,
adjustments for corporations and tax authorities compared to a cor?%nﬁte income type o{t@)(
reform. Moreover, the immediate expensing of investment will imply a reduﬁtid'l_iﬁ(ﬁorate

tax revenues. This loss in revenue will be severe especially during the first years after the
introduction of the tax but tax revenues might be lower in the long run as well. Complex
transitional rules might be required to compensate for this loss in tax revenue in the shorter
run. Transitional rules will also have to be considered with respect to the tax treatment of
existing capital assets. Moreover, new loopholes might arise and the implementation of cash-
flow taxes might create problems with respect to the existing international tax agreements.

Neutrality of the corporate cash-flow tax also requires that the corporate tax rate is
kept constant over time. Moreover, corporate cash-flow tax systems do not implement full
neutrality between debt and equity and between newly issued equity and retained
earnings if capital gains at the personal level are taxed upon realisation instead of upon
accrual. Full neutrality will only be achieved if savings are not taxed at the personal level or
if savings receive consumption tax treatment at the personal level as well (but even then,
capital gains would have to be taxed upon accrual). Otherwise, equity will be tax-preferred
to debt as source of finance.

Countries might implement either a destination-based or an origin-based corporate
cash-flow tax. A destination-based corporate cash-flow tax provides reduced incentives to
corporations to locate in low-tax jurisdictions and it avoids transfer pricing problems.
However, it does not tax the normal return and the economic rents on domestic or foreign-
owned domestic capital consumed abroad. Yet, the taxation of income flowing abroad was
one of the important objectives of a corporate tax. A destination-based corporate cash-flow
tax might imply a reduction in tax revenues for exporting countries. Net importing
countries, on the other hand, might gain. However, countries that create a lot of economic
rents by exporting goods, and if these economic rents are consumed at home, might raise
a lot of tax revenue. Moreover, destination-based taxation requires border controls to check
whether goods actually have been exported and to ensure that imported goods are taxed.

In fact, most countries already have a destination-based tax system in the form of the
VAT that could be applied to replace the corporate income tax. By increasing the VAT rates
and reducing social security contributions - the VAT does not only tax the corporate
cash-flow but wages as well - governments might have an opportunity to abolish the
corporate income tax.

An origin-based corporate cash-flow tax does tax the return on foreign-owned
domestic capital, and it requires no border controls. However, transfer pricing problems
will be present and a source-based corporate cash-flow tax will be sensitive to tax
competition, as corporations face a tax-induced incentive to produce in jurisdictions
where they face the lowest tax rate.

156 FUNDAMENTAL REFORM OF CORPORATE INCOME TAX - No. 16 — ISBN 978-92-64-03811-0 — © OECD 2007



e /.‘ tv %L@ GONCLUSION

&7 RS
Fundamental corporate income tax reform o) o)

A fundamental corporate income type of tax reform én take different form§\7§1 ®
main characteristics and implications of the different types of corporate 1 e tax
systems will be briefly summarised below (see also the mary table in endlx U
but they all have in common that they attempt to solve the differences in th treatment —
of debt and equity. J

A corporate income type of tax reform probably invok)és less plex adjustments 0)0

than a corporate cash-flow type of tax reform. On the other @d, fundamental corporate
income tax reforms do not resolve the complexities caused by@crual accounting, the(
capitalisation of assets and the required inflation accounting and{#ie tax treatrafl(g
corporate capital gains, which is achieved under a corporate cash-flow tax

Full imputation systems provide full integration of the corporate income tax on
distributed and retained profits with the capital income tax on the return to equity at the
shareholder level. As a result, full imputation systems allow for neutrality between debt
and equity in a closed-economy setting. However, if non-residents do not obtain a tax
credit in the host country (and not in the home country either), the host country’s
imputation system does not reduce the cost of capital for firms that raise their funds on the
international equity market.

The allowance for corporate equity (ACE) tax system provides a deductible allowance
for corporate equity in computing taxable corporate profits, similarly to the deduction of
interest payments in corporate income tax systems. The ACE tax system does not distort
the choice between debt and equity as source of finance at the corporate level. The cost of
capital of (marginal) equity-financed investment might decrease because the normal
return on equity is not taxed at the corporate level. This might have a positive effect on
domestic and foreign corporate investment. Excessive debt financing of investment will
not be stimulated; thin capitalisation rules are therefore not required under the ACE tax
system. Moreover, the ACE also offsets the differences between tax depreciation and the
actual economic depreciation of the asset, as is the case under a corporate cash-flow tax.

However, the ACE tax system will not implement full neutrality between debt and
equity and between newly issued equity and retained earnings if capital gains are taxed
upon realisation instead of upon accrual. Being similar to the outcome under a corporate
cash-flow tax, full neutrality (with respect to the marginal source of finance) will only be
achieved if savings receive consumption tax treatment at the personal level as well.
Moreover, corporate tax revenues will decline if the corporate tax rate does not increase to
compensate for the ACE allowance. However, an increase in the corporate tax rate will have
negative effects on investment and on the location decisions of (especially) profitable
corporations and it will increase the transfer pricing problems. If the ACE allowance is
financed by a corporate tax rate increase, the reduction in the effective corporate tax levied
on the less profitable firms’ profits will be financed by an increase in the effective corporate
tax rate levied on the profits of the more profitable firms. In order to prevent the adverse
effects of a corporate tax rate increase, governments might try to find other ways to finance
the ACE allowance.

Tax authorities might decide to provide the allowance for corporate equity at the
shareholder level instead. The corporate income tax then continues to be a withholding tax
even on the normal return on equity. In fact, governments might achieve this in two ways.
Under the shareholder allowance for corporate equity tax system, the ACE would be
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transformed into a tax allowance that offsets the capital inco@e taxes at the shareholder »)
level. In order for the shareholder ACE to have the same impkications as a corporate -
flow tax, the corporate income tax rate will have to be equmo the capital income @rate
at the personal level. Or, instead of providing an allowancg per share, governm! might
provide a tax credit, which equals that part of the AC at is assigned Qeach share
multiplied by the corporate tax rate. This tax system is refd{r)ed to as the si@yeholder credit
for corporate equity tax system. \»

Cule

The allowance for shareholder equity tax system i odug; a tax-deductible 9
allowance for the normal return on equity at the shareholder level, The part of the dividend , ¢/
or the capital gain that corresponds to the “normal” rate of returr& x-free in the h
of the shareholder and the rents are subject to a shareholder-level tax. The Lo@lgte tax
rate continues to function as the backstop to the personal income tax also under the ASE
tax system. The ASE tax system is therefore an interesting position between a full
imputation system and a classical tax system. Under this corporate income tax system,
there is no debt-equity distortion in a closed-economy. In fact, the ASE tax system does not
require expenditure tax treatment of savings at the personal level in order to obtain full
neutrality with respect to the marginal sources of finance in a closed-economy. Moreover,
the cost of capital of (marginal) equity-financed investment might decrease, which will
stimulate investment by the residents of the country that implements the ASE tax system.

However, in order to obtain the neutrality features of the ASE tax system, the corporate
tax rate has to be equal to the personal income tax rate on interest payments. Moreover,
shareholders may prefer to receive economic rents in the form of capital gains rather than
as dividends, which implies that the external versus internal equity choice is distorted for
investments that generate economic rents (these conclusions are also true for the
shareholder ACE tax system). The ASE tax system does not have any fundamental impact
on the preferred sources of finance and uses of profits of foreign personal and corporate
investors. Thin capitalisation problems and transfer pricing problems might be present
under the ASE tax system. Corporate tax revenues will decline because of the ASE
allowance, but probably less than under the ACE allowance because the normal return on
foreign-owned equity-financed investment continues to be taxed under the corporate
income tax; it would escape taxation under the ACE tax system. On the other hand,
corporate tax revenues might decline even more because the personal income tax rate that
is levied on interest payments has to be equal to the corporate income tax rate. This might
put the tax revenues under pressure, especially in an international environment where the
corporate income tax rate might continue to decrease.

The CBIT tax system implements neutrality between debt and equity in a different
way. Under the CBIT, the government does not allow for the deduction of interest payments
and the normal return on equity from taxable corporate earnings. The investment’s return
is, however, not taxed again at the personal level. The CBIT tax system is fully neutral with
respect to the choice between debt and equity and between newly issued equity and
retained earnings (for both the normal return and the economic rents). Excessive
(corporate tax-induced) debt financing will not be stimulated; thin capitalisation rules are
therefore not required.

The CBIT type of tax reform increases the cost of capital of debt-financed investment,
which may drive corporations into bankruptcy. On the other hand, when the absence of
additional personal income taxes are considered as well, the total tax burden on domestic
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debt and equity-financed investment might decrease, which \A@ have a positive impact on »)
the overall domestic investment in the country. However, tHe tax reform will not a

positive impact on foreign direct investment, because forei@ers will have to pay co@rate
taxes also on the interest payments they receive while thg tax system in their ntry of
residence will not necessarily have changed. Moreoves the CBIT wou ave to be 2
phased-in over time to avoid bankruptcy problems. Tax @venues mightbe expected to 3
decrease because capital income is no longer taxed at the p nalle I.QOrporations have (0/]
been successful in designing tax-planning (tax-avoidance ategé\that minimize the (%]
corporate tax liabilities. The CBIT tax system might ther€fore be as vulnerable to
tax-planning as current corporate income tax systems. In order to/limit the incentives <
tax-avoidance, the CBIT might be expected to work only if a rather low co@oﬁce@ﬁé‘e 1s

levied. This, however, will decrease tax revenues even further.

This report has also demonstrated that fundamental tax reform does not necessarily
lead to the desired outcome if only the taxes at the corporate level are considered. The
outcome of fundamental corporate income tax reform will also be determined by the
personal level taxes — both for residents and foreigners — and by the foreign corporate tax
system. Moreover, the tax burden on different legal forms, especially of unincorporated
businesses, would have to be considered as well. The corporate tax rate is a key factor in
the success of fundamental corporate tax reform as well. A tax reform that has desirable
neutrality implications but which requires a high tax rate in order to raise a sufficient
amount of tax revenue might have more negative than positive effects.
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Accelerated depreciation allowances: when (actual) tax depgécgl,tion allowances {1;(
more favourable than economic depreciation allowances. ° e C('

Accrual-basis (accrual) accounting: income is taxed when it is earned - not when cash
is received - and expenses are deducted when they are incurred - not when cash is paid.

Actual tax depreciation allowances: the depreciation allowances prescribed by the tax
code.

Allowance for corporate equity (ACE) tax system: tax system that allows for a
deductible allowance for the normal return on corporate equity at the corporate level.

Allowance for shareholder equity (ASE) tax system: tax system that allows for a
deductible allowance for the normal return on the shareholder’s equity at the shareholder
level.

Arm’s-length price: a price charged in transactions between related parties that
correspond to the (market) price that would be charged in transactions between unrelated
parties.

Average effective tax rate: the taxes that effectively have to be paid as a proportion of
the income.

Branch: part of a firm that is not separately incorporated.

Capital export neutrality: when investors bear the same tax burden on their domestic
and foreign investments.

Capital import neutrality: when all investors in a country bear the same tax burden.

Carry-over: the transfer of tax attributes, such as tax losses and foreign tax credits, to
a previous tax year (carry-backward) or a future tax year (carry-forward).

Cash-basis (cash-flow) accounting: income is taxed when cash is received and
expenses are tax-deductible when cash is actually paid.

Closely-held corporation: a corporate firm that is owned by controlling shareholder(s).

Comprehensive business income tax (CBIT) system: tax system that taxes all
corporate earnings at the corporate level; interest payments are not tax-deductible.

Controlling shareholder: a shareholder who holds a controlling amount of shares (e.g.
5 per cent) of the corporate firm.

Corporate cash-flow tax: tax on the corporation’s earnings which are determined
according to the cash-flow accounting rules; no distinction is made between investment
expenses and other business expenses.

Corporate income tax: tax on the corporation’s profits which are determined
according to the accrual-basis accounting rules.
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Corporation: a firm that has a separate legal identity frono‘ts owner(s). »)

Cost of capital: the minimum required real rate of returh&an investment must e@n

. . . . @ L
order to yield the investors’ opportunity return on the invested funds. (\
S\Q for tax

Declining-balance depreciation: if the cost of the@set is written
purposes by an amount that declines exponentially over time.

A

J

v
2

Deferral of tax: a tax strategy whereby tax liability mdy be deferre@? postponed for
some period of time. \»

Depreciation (tax depreciation) allowances: a deductior@mt a firm may make from e
taxable earnings to reflect the reduced value of its assets. <

Destination-based tax: the tax levied on commodities in the cofntfy @G:e{the
consumption of the goods and services takes place.

Double-dip situation: when tax relief is obtained in more than one country for the
same expense, for instance with respect to the deduction of interest payments from the
corporate tax base.

Dual income tax: tax system that taxes capital income at a single rate and labour
income at higher rate(s).

Economic depreciation: the actual (physical) fall in value of the asset in a given period.

Economic depreciation allowances: the depreciation allowances that compensate for
the actual fall in value of the asset in a given period.

Economic rents: the return on equity in excess of the normal return.

Excess burden (efficiency loss, deadweight loss) of a tax: the reduction in the
taxpayers’ welfare above the welfare loss as a result of the income reduction due to
payment of the tax.

Exemption method: the country of residence taxes its residents on their domestic-
source income but exempts their foreign-source business income from domestic tax.

Foreign tax credit: taxes paid on income in the source country may be credited against
the residence country’s taxes on the resident taxpayer’s foreign-source income.

Full integration (imputation) tax system: a tax system that allows individual
taxpayers to reduce the taxes on capital income at the personal level by the corporate taxes
that effectively have been paid on that capital income.

Home country: residence country: country where (personal or corporate) taxpayer resides.

Horizontal equity: the principle that states that taxpayers in “similar circumstances”
should pay the same amount of taxes.

Host country: source country: country where income is earned.
Immediate expensing: if the cost of the investment can immediately be deducted
from taxable earnings.

Intangible assets: assets belonging to a business which are not material. Investment
in intangible assets refers to investment in research and development, advertising and
other marketing expenses, and company training.

Lock-in effects and capital gains taxation: because capital gains are taxed usually
only when they are realised, the capital gains tax discourages the realisation of capital
gains. Agents induced to hold appreciated assets because of capital gains tax when they
otherwise would sell are said to be “locked in”.
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Loophole: opportunities available in the tax law that allc@ taxpayers to reduce their »)

tax burden.

Marginal effective tax rate: the additional tax that h@to be paid on the 16 it of
investment.
Neutral taxes: taxes that have no excess burden. b

Normal rate of return on equity: the return on equit}é&at corres % to the return
(interest rate) that can be earned on debt. Q\

Origin-based tax: tax levied on commodities in the C(Qltry where the goods and e

services are produced. (/ \)(
Parent corporation: a corporation that controls another corporation.® | e C('

Presumptive capital income tax: a proportional tax levied on a predetermined return,
irrespective of the savings’ and investments’ actual return.

Profit shifting: the artificial movement of profits between jurisdictions, for example by
manipulating prices or debt levels.

Proprietor: the owner of an unincorporated firm.
Proprietorship: an unincorporated firm owned by a single individual or family.

R-base corporate cash-flow tax: cash-flow tax that includes only real transactions in
the cash-flow tax base.

R+F-base corporate cash-flow tax: cash-flow tax that includes real transactions and
non-equity financial transactions in the cash-flow tax base.

Race-to-the-bottom tax competition: situation that leads to very low tax rates in the
countries that compete over taxes.

Residence-based tax: the tax levied by the country in which the owner of the domestic
and foreign-source income is resident for income tax purposes.

Residence-based tax system: resident taxpayers are taxed upon their worldwide
income, irrespective of the country where this income is earned.

Residence country: host country: country where (corporate or personal) taxpayer resides.

Retained earnings: the after-tax profits that are not distributed to the shareholders as
dividends but that are reinvested in the firm.

Shareholder allowance for corporate equity tax system: tax system that allows for a
deductible allowance for the normal return on corporate equity at the shareholder level.

Shareholder credit for corporate equity tax system: tax system that allows for a
deductible credit for the normal return on corporate equity at the shareholder level.

Source-based tax: the tax levied in the (source) country where the income arises.
Source country: host country: country where income is earned.

Straight-line depreciation: if the historical cost of the asset is written down for tax
purposes by a fixed percentage of the cost of the investment in each year.

Subsidiary: a corporation that is controlled by another corporation.
Tax allowance: amount that can be deducted from the tax base.

Tax-arbitrage behaviour: when economic agents change their saving and investment
behaviour in order to minimise their tax liabilities (to maximise the tax advantages offered
by the tax authorities).
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Tax burden: the claim on consumption, income or @ealth resulting from the »)
imposition of a tax. { AN

°
Tax compliance: the extent to which taxpayers compl%ith tax laws.
Q face in

Tax compliance costs: monetary and non-moneta@ costs that tax
complying with the tax code. Ig

v
Tax credit: an amount that can be deducted from the ount of ta@?e. v
Tax enforcement: the extent to which tax authorities 6ke ) that tax rules are 2
obeyed. e

Tax expenditure method: method that allows for the deduc{‘foE;f savings fro @(
e t#% bhseowKen'the

tax base but the savings augmented by their return are included in t
benefits become available.

Tax incidence: the amount of the tax burden on different taxpayers once the effects of
the tax are accounted for.

Tax planning: activities undertaken by the firm in order to minimize its tax liabilities.

Tax prepayment method: method that does not allow for the deduction of savings
from the tax base, but the savings augmented by their return will not be taxed.

Tax (of capital gains) upon accrual: capital gains are taxed when the value of the
share(s) increases, irrespective of whether the shares are sold (so irrespective of whether
the capital gains have been realised).

Tax (of capital gains) upon realisation: capital gains are taxed when the shares are sold.

Thin capitalisation rules: the rules that limit the fraction of the investment that may
be financed by debt, particularly from related companies and/or foreign countries.

Tobin’s q: the (marginal) increase in value of the firm’s equity as a result of a marginal
unit of investment.
Transfer pricing rules: rules that ensure that prices on transactions between related

parties do not deviate strongly from the prices that would be set on market transactions
between unrelated parties.

Vertical equity: the principle that states that taxpayers with “the better
circumstances” should bear more of the tax burden.

Withholding tax: tax on income imposed at source usually by a third party that is
obliged to reduce its payments by the amount of the tax and to remit the funds to the
government in the source country.

Worldwide tax system: resident taxpayers are taxed upon their worldwide income,
irrespective of the country where this income is earned.
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