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Abstract

The effects of corporate taxation on firm behavior have been extensively discussed in the
neoclassical model of firm behavior which abstracts from agency problems. Being central to
the corporate governance literature, however, investment behaviour is crucially influenced by
diverging interests between shareholders and managers. We set up an agency model and
analyze the core issue in corporate taxation of whether the normal return on investment
should be exempted from taxation. The findings suggest that the divergence of interests may
be intensified and welfare reduced if the corporate tax system exempts the normal return on
investment from taxation. The optimal system may well use the full return on investment as a
tax base. Hence, tax systems such as an Allowance for Corporate Equity or a cash-flow tax do
not have the familiar efficiency-enhancing effects in the presence of corporate agency
problems.
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1 Introduction

The effects of corporate taxation and of capital income taxation on corporate investment have

L' The neoclassical

been extensively discussed within the neoclassical model of firm behavior.
framework treats the firm as a “black box”, operating so as to maximize the firm value. It
thereby disregards tensions between the interests of executives and those of shareholders that
are central to the corporate governance literature. This literature rests on the premise that the
interests of shareholders and of management are misaligned, and analyzes the role of incentive
pay and of the corporate capital structure in limiting the divergence of interests (see Tirole,
2006).

In this paper we try to bridge the gap between these two strands of the literature. We present
an agency model of corporate behavior in which we analyze the impact of corporate income taxes
on investment decisions and, in a second step, analyze how the tax system can be used as a
corrective device. Central to our model, managers and shareholders have diverging objectives
due to different perceptions on the desirability of investment projects. Specifically, a manager
has the opportunity to invest either in productive investment that yields a pecuniary return,
capitalizing in the firm value, or in unproductive investments (pet-projects) that lead to a non-
pecuniary return for the manager. The two different investment types cannot be distinguished
by the shareholders and the government. Thus, neither an incentive contract between the
shareholders and the manager nor the tax system can perfectly control the manager’s incentive
and, thereby, induce him to invest resources so as to maximize the firm value. As a consequence,
managers pay too little dividends compared with a situation where no agency problem exists
between shareholders and managers — an implication that is in line with the free cash flow
hypothesis of Jensen and Meckling (1976).

We analyze the fundamental question in corporate taxation of whether the normal return on
investment should be taxed or whether this should be exempted and, hence, only rents should
be taxed. The issue sparks a huge literature in public economics which analyzes the role of
immediate write-off provisions for investment expenses (cash-flow tax) or a tax deductibility
of the cost of finance (Allowance for Corporate Equity) in exempting the normal return on

investment (see, e.g., Auerbach, 2002, and Auerbach et al., 2008, for a review of the literature).

!See, for instance, King (1974), Auerbach (1979), Bradford (1981), Sinn (1991a) and, for a review of the
literature, Auerbach (2002) and Auerbach et al. (2008).



All such policies effectively involve a tax on the marginal return on investment and a subsidy on
the marginal cost of investment in equal proportions, thereby taxing only extraordinary returns
on investments (rents) and leaving investment choices undistorted. We characterize the efficiency
consequences of taxing the normal investment return and, as part of the efficiency effects, we
analyze whether the tax treatment of the normal return on investment intensifies or counteracts
corporate governance problems. In so doing, we consider tax systems that differ with respect
to the tax treatment of the cost of finance. The analysis includes as polar cases two corporate
tax systems that have received considerable attention in academic and policy discussion: the
Allowance for Corporate Equity (ACE)? and the Comprehensive Business Income Tax (CBIT)3.
While, as mentioned before, the ACE provides an allowance for corporate equity along with an
allowance for the cost of debt financing, the CBIT does not include any allowance. Thereby, the
ACE exempts the normal return on investment while the CBIT taxes the full return.*

Our main findings are as follows: The agency conflict is intensified if the corporate tax system
fully exempts the normal return from taxation. Intuitively, under an ACE both productive and
unproductive investments are tax privileged with the consequence that the manager has an
incentive to increase the amount of resources invested in both projects. Shareholders do not
welcome such a deductibility provision. They prefer less perks and higher dividend pay-outs.
Addressing the inefficiency, a government that uses the corporate tax system as a corrective
device will not opt for a complete expensing of the cost of finance. It may even find it optimal
to eliminate the deductibility rate provided the cost for shareholders in terms of a reduction in
productive investment (and hence, dividend payments) is not too pronounced. Otherwise, the
government can still preserve the interests of shareholders by reducing the corporate tax rate in
combination with a reduction in the deductibility rate. The corporate tax rate has counteracting
effects on both types of investment spending. A lower tax rate increases the return on productive
investment and thereby strengthens the incentives for productive investment. At the same time,
it discourages perk investment because the tax value of the deductibility provision is reduced.
Exploiting the asymmetry of investment responses, the government increases welfare by reducing

the deductibility rate in combination with a lower statutory corporate tax rate so as to keep the

“The ACE was first proposed by the Institute of Fiscal Studies (IFS, 1991, and Devereux and Feeman, 1991)
and is related to the work by Boadway and Bruce (1984). A refined treatment can be found in, for example, Bond
and Devereux (1995).

3The CBIT was advocated by the US Treasury (1992).

n our setting an ACE is equivalent to a cash-flow tax. Hence, we refrain from explicitly analyzing this option
in exempting the normal return.



effective tax rate on productive investment constant. In sum, agency costs within firms can be
reduced and welfare increased by eliminating an ACE, possibly as part of a tax-cut cum base-
broadening reform. As such, our results suggest that the normal return on investment should
be included in the tax base. We find that the results hold irrespective of how firms finance
investments, i.e., whether retained earnings, new equity issue or corporate debt is used as the
marginal source of funds.

A frequently mentioned argument against the ACE and in favor of a CBIT is that the latter
may lead to higher tax revenues and welfare, most notably when combined with an immediate
write-off provision, known as the R-based cash-flow tax (see, e.g., Radulescu and Stimmelmayr,
2007).> Our welfare results rely primarily on adjustments in perk investment and not on adjust-
ments in tax revenues. Also, introducing an immediate write-off in exchange for an ACE would
preserve incentives to spend on perks.

The results of this paper have implications for tax policy. Various countries have opted
for or consider augmenting the deductibility of debt finance by a similar provision for equity
finance. This partly reflects the view that, since a significant fraction of new investments is
equity financed through retained earnings, the additional deductibility of the cost of equity
finance promotes aggregate investment and growth (see, e.g., Bond, 2000, Auerbach et al., 2008,
Griffith et al., 2008, and Devereux and De Mooij, 2009). This paper’s findings suggest that the
move to an ACE system will increase aggregate investment which, however, may well aggravate
corporate agency problems and reduce welfare.

This paper proceeds by providing a literature review in Section 2, followed by a description
of the model set-up in Section 3 and of firm investment policy in Section 4. Section 5 presents a
welfare analysis and Section 6 considers extensions to the basic set-up. A summary of the main

results and some conclusions are presented in Section 7.

2 Related Literature

As outlined above, our paper differs from the large body of public finance literature which typ-
ically abstracts from the effects of corporate taxes on corporate agency problems (Auerbach,

2002; Hasset and Hubbard, 2002). An early exception is found in Kanniainen and Sédersten

® Absent agency conflicts, an ACE and a CBIT in combination with an immediate write-off provision (R-based
cash-flow tax) leaves investment incentives unchanged. The tax base, however, changes because under the R-based
cash-flow tax only new investments reduce the tax base, while under an ACE the cost of debt and equity finance
lowers the tax base.



(1994) who analyze the impact of bank monitoring on the response of firms to corporate taxes.
They take the view that monitoring perfectly solves any conflict between shareholders and the
management; hence, agency problems that result in diverging investment incentives are effec-
tively absent in their analysis. Only recently have agency problems made an explicit appearance
in tax policy analysis. Desai et al. (2007) show that, when managers can divert resources, cor-
porate taxes interact with the level of investment and rent diversion.® However, they abstract
from deductibility provisions related to the cost of finance and a welfare analysis of corporate
taxation.”

Chetty and Saez (2007) introduce dividend taxes into a model in which, as we assume, man-
agers can use funds either for perks or for productive investments.® Dividend taxes have the
same impact on a manager’s choices as does equity-based incentive pay. They both influence
the share of firm profits that managers and external shareholders receive. Hence, any effects
of dividend taxes can be undone by adjustment in the management contract. An interesting
implication is that, to the extent that external shareholders can coordinate interests when of-
fering incentive contracts, dividend taxes exert no first-order welfare loss. The efficiency costs
only comprise the standard Harberger deadweight burden, despite the pre-existing distortion
in investment choices. Put differently, there is no inherent force that guarantees such contract
adjustments and, hence, the absence of first-order welfare losses with corporate taxes. In fact,
we find that in many reasonable economic environments contract adjustments reinforce the ef-
fects of the tax system on investment incentives. The tax system thus not only promotes perks,
but also undermines incentives by shareholders (deciding on incentive contracts) to address cor-
porate agency problems. In a revised version of their work, Chetty and Saez also consider the
efficiency effects of corporate taxes, but, importantly, do not introduce a deductibility provision
for the cost of finance (Chetty and Saez, 2009).° Therein, corporate taxes do not change the

incentives to invest in perks and, as a consequence, corporate taxes may not generate first-order

Tn their model the agency problem takes the form of theft rather than empire building as in our paper. Hence,
resources leave the firm instead of staying within the firm. From that perspective, the work of Desai et al. (2007)
is more targeted to economies with poor corporate governance systems.

"Besides corporate taxes, they also consider tax enforcement policies. See also Desai and Dharmapala (2006)
and Crocker and Slemrod (2005) on tax enforcement policies when managers and shareholders have misaligned
interests.

8Related contributions on dividend taxation include Gordon and Dietz (2009) and Korinek and Stiglitz (2009).
In particular, unlike Gordon and Dietz (2005) and Chetty and Saez (2007), Korinek and Stiglitz assume that
managers have a higher discount rate than shareholders. Hence, managers are myopic.

9The revised version of the paper came to our knowledge in fall 2009, after this paper had been written.
Interestingly, both papers independently adopt the same model for analyzing endogenous incentive contracts.



welfare losses. Part of the difference in results is due to the deductibility of the cost of finance
in our model which applies both to productive and non-productive investment. The corporate
tax acts like a subsidy on unproductive investment and, hence, creates first-order welfare losses.

Finally, Keuschnigg and Nielsen (2004) focus on a different type of agency problem that
particularly applies to start-up firms. Their success probability depends on the effort of both
venture capitalists and entrepreneurs. Keuschnigg and Nielsen analyze various tax policies in
the presence of the moral hazard problem. For instance, subsidies will in general have different
efficiency effects depending on whether they are granted before or after effort decisions are made.
Keuschnigg and Ribi (2009) relate the finding to a cash-flow tax and an ACE which inherently
differ with respect to the timing of tax reliefs. The cash-flow tax grants it up front when
investments are made while the ACE grants a tax relief only when returns are realized. When
effort decisions are made in between, only the ACE exerts positive incentive effects. Absent
interim decisions, the two tax systems are equivalent in terms of efficiency, and introducing
them similarly increases welfare because they relax the entrepreneur’s finance constraint. We
show that an ACE, and also a cash-flow tax, are generically welfare dominated by tax systems
that allow only for limited or no deductibility provisions or, equivalently, immediate write-off
provisions. The welfare result is rooted in the managers’ taste for perk investment — a preference

which is absent in Keuschnigg and Ribi.

3 Model Set-Up

Consider a two-period model of corporate investment in which, similar to Chetty and Saez
(2007), managers can make two types of investments: productive investments I and unproductive
investments (pet-projects) J. Initially, the firm has cash holdings X and possibly a positive
amount of debt B that can either be paid out as dividends, D1, or used for productive investment

or for pet-projects. Thus, the firms flow of dividends in period 1, Dy, is
Di=X+B-1-J. (1)

In period 2, the firm produces output using the technology f(I) which is strictly increasing and
concave in the amount of productive investment. At the end of period 2, the firm is liquidated
and all liquidation proceeds net of taxes and liabilities are paid to shareholders. Hence, dividend

payments in the second period depend on the firm’s net-of-tax profits minus principal and interest



on debt:
Dy=(1-7)f(I)+7r(z:1B+ 22(K — B))+ 7K — (1 +1)B, (2)

where K = I + J denotes the aggregate amount of investment and K — B > 0 is the equity
base of the firm (after first-period dividends are paid out). The first term in (2) denotes the
net-of-tax return on productive investments /. The second term gives the tax savings due to a
deductibility of the cost of finance. The variables z1, zo € [0, 1] indicate the extent to which debt
interest and the opportunity cost of equity capital are deductible from the corporate tax base.
When both tax parameters equal one, debt interest and the opportunity cost of equity are fully
tax deductible as is the case under the Allowance for Corporate Equity (ACE) system. If neither
of the two cost components are tax deductible, implying z; = 2o = 0, the tax systems resembles
the Comprehensive Business Income Tax (CBIT). Most existing tax systems include elements of
both polar systems by deducting only the cost of debt finance, i.e. z1 = 1 and 29 = 0. Capital
is assumed to fully depreciate after use in production. The third term in (2) represents the tax
savings due to capital depreciation.!?

We consider a mature firm that uses retained earnings to finance both types of investments
at the margin. The value of a firm is determined by the present value of all future dividend
payments less equity injections. Since a mature firm with excessive cash flow will not issue new
11

equity, the firm value is

Dy
=D
V 1+1+r’ (3)

where D; and D5 are given by (1) and (2), respectively. We do not formally introduce a dividend
tax in (3). The results of our paper, however, equally hold in the presence of dividend taxation
as long as corporate taxes cannot be fully credited against the shareholder’s personal income
tax. Tax systems that entail an incomplete offset of corporate taxes at the shareholder level are

implemented in a variety of countries, including Germany, the US, and the UK.

0We abstain from introducing an immediate write-off of investment expenses in period 1. Such a provision
can be considered by subtracting the term z3(I + J)(1 + r) from the firm’s tax base in period 2. If z3 = 1, the
tax system offers a full immediate write-off. An immediate expensing of investment has equivalent effects on
investment incentives and on welfare as the deductibility of the cost of investment finance.

HStrictly speaking, it is only in the presence of dividend taxation that a mature firm with sufficient cash
flows never issues equity and distributes dividends simultaneously (see, e.g., Sinn, 1987, 1991b). Intuitively,
a corporation which raises 1 Euro of equity capital and simultaneously pays out 1 Euro as dividends, lowers
shareholders’ wealth. Shareholders have to pay 1 Euro of new equity, but receive only a net income of 1 — 7
Euros when 1 Euro is distributed as dividends by the firm (with 77 denoting the dividend tax). The reasoning
applies in a neoclassical investment model, but also in the agency model adopted here in which the manager owns
a share o > 0 of the firm.



As indicated above, shareholders and the manager have non-congruent investment incentives.
In particular, managers either invest productively or unproductively. While productive invest-
ments I yield a pecuniary net-of-tax return of (1 — 7)f(I), which capitalizes in firm value, pet
projects J solely generate a private benefit g(J) for the manager, where manager utility g(.J) is
strictly increasing and concave. One may view J as empire-building investments or investments
that imply a quiet life for managers. In either case, capital J remains inside the firm and is part
of the firm’s balance sheet.!?

Both investments, I and J, are non-verifiable, i.e. neither shareholders nor the government
is able to verify (at reasonable costs) whether the investments are productive or perks.'® This
has two implications. First, the tax system cannot distinguish between the two investment
types. The deductibility of the cost of finance as well as depreciation applies to both types;
see (2).14 Secondly, shareholders cannot offer contracts to managers which are conditioned on
the level of J, ensuring J = 0. Still, shareholders may use manager compensation contracts as
a mechanism to align the incentive of managers and shareholders.!> The contract may specify
that the manager gets a stake o € (0,1) in the firm in addition to a fixed wage a, which
without loss of generality is set to zero in the sequel.'® The remaining shares are owned by

external shareholders.!” These shareholders would like to induce the manager to invest so as to

12Note, we do not view J as resources that are directly diverted by the manager. We thereby implicitly assume
“mature” corporate governance structures to be in place which preclude theft on the part of the manager. See,
for instance, Desai et al. (2007) on managers’ incentives to divert resources in low-quality governance economies.

'3This implies that the input-output relation prescribed by y = f(I) is not verifiable such that the inverse
' (y) cannot be used to contract on 1.

14 Alternatively, we could allow that capital does not depreciate or that I and J depreciate at different rates.
Still, I + J is part of the balance sheet and the cost of financing I + J is deductible under the corporate income
tax, provided zi1,z2 > 0.

15Corporate debt may equally ameliorate agency problems. Debt effectively mortgages the normal return on
investment that must be paid out to debt claimants, thereby reducing the free cash flow available for perks (Jensen,
1986, 1993; Grossman and Hart, 1982). The threat of firm liquidation inherent to debt finance provides similar
incentives on perk spending (Aghion and Bolton, 1992; Bolton and Scharfstein, 1996). As a caveat, the incentive
device is found to be only partly effective in practice because firms typically have enough cash flow to service
debt, thereby leaving some free cash flow to managers (Allen and Gale, 2000). Our results are compatible with
the disciplining effect of corporate debt as long as the debt mechanism does not perfectly curb empire-building
tendencies, i.e., managers have access to free cash flow at least at the margin.

YManager compensation frequently takes the form of equity-based compensation (either managerial owned
stock or stock options); see Murphy (1999). Incentive packages may also include bonus payments associated with
higher firm earnings. We omit this type of incentive pay because it is not essential for the results of the paper.

'"With a risk-neutral manager it is optimal for the shareholders to set o = 1 in exchange for an up-front
payment. The model can be generalized to allow for risky productive investments and risk-averse managers for
which « € (0,1) is generically optimal. We postpone such an analysis to Section 5 in order to present the basic
mechanism which renders the tax deductibility of the cost of finance welfare-deteriorating in the simplest possible
way.



maximize their wealth

VS=(1-q) <D1 + 121) . (4)

Noting (1) and (2), the wealth of the shareholders is maximized if managers do not engage in
pet projects, J, and if they select an investment level I which satisfies

14— (14 zr)T
- 1—71 '

F1I)

(5)

The investment plan of the firm is still distorted away from the efficient level as long as the tax
system does not provide full deductibility of equity cost of finance. If it does (zo = 1), as is the
case under an ACE tax system, the investment rule reduces to f/'(I) =1+ r.

Agency problems arise when investment decisions are delegated to a manager who chooses
productive investments I and pet projects J (and thereby D; and Ds) so as to maximize

D (/)
M 2 g
V= D
a< 1+1+r>+1+r’ (6)

where dividend payments follow from (1) and (2). The incentive contract influences the man-
ager’s objective. A higher equity-based compensation (higher «) increases the manager’s weight
attached to firm value relative to private utility.'®

The timing of events is as follows: In period 1, the management chooses the level of invest-
ments I and pet projects J. In period 2, production takes place, taxes are collected, shareholders
receive dividend payments Do, and the manager receives utility g(J). We apply backward in-

duction to solve for a subgame-perfect equilibrium.

4 Firm Behavior

The manager maximizes (6) subject to (1) and (2). Investment policy critically depends on
whether first-period dividend payments are positive. Provided D, is zero, the first-order condi-
tion for I is!?

ol = 7)f'(I) = /(X + B—1I), (7)

¥Incentive pay (most notably stock options) may lead to perverse manager incentives, taking the form of
restating earnings, committing fraud or investing on a short-term rather than long-term perspective at the expense
of shareholders (see, e.g., Burns and Kedia, 2006). We may account for the additional agency cost by, for instance,
subtracting the leakage term a8 from the first-period dividend equation (1), where 8 > 0 measures the intensity
of the agency cost associated with incentive pay. The results will stay the same.

9External financing due to, for example, new share issue is associated with significant transaction costs which
prohibits firms to use new share issue as a regular means to overcome a lack of sufficient internal funds as we
assume here. Interestingly, the constrained financing view proves useful in reconciling the extensive margin of
firm dividend responses to the 2003 dividend tax cut in the U.S. (see Chetty and Saez, 2009). In Section 5 we
extend the analysis to allow firms to issue new shares as well as to use debt finance at no transaction costs.




where J = X + B — I is residually determined. The level of D; is indeed zero if (1 —7)f'(I) +
zoTr + 7 > 1 4 r holds at the optimum prescribed by (7). Combining (7) with the inequality,
the absence of first-period distributions is more likely the lower initial cash holdings X + B or
the lower the manager’s share in the firm «. Following (7), the manager weights the additional
second-period dividend payments when investing productively against the loss in private utility
from perks. Since the subsidy z, is granted to both investment types, the relative attractiveness
of productive and perk investment is not affected by zo. Hence, the subsidy leaves investment
incentives unchanged and, along with the subsidy z;, proportionally capitalizes in firm value.
When dividend payments are positive in all periods, the first-order conditions for the optimal

choice of investments, I, and pet projects, J, are

() D a|-1+ L (A-7fU)+2mr+71)| =0
ovM T 1 ¢) _ (8)
(b) F7r: «a 1+ (zomr +7)| + T =0.

Productive investment yields an increased dividend payout in period 2 consisting of the net-
of-tax return on the productive investment and the tax advantage resulting from the deductibility
of the cost of equity finance. At the optimum, the marginal benefit equals the loss in dividend
payments in period 1, as shown by the first-order condition (8a). Since the benefits and costs of
productive investments fully capitalize in dividend payments, which accrue to the manager and
external shareholders in proportions v and 1 — «, the investment incentive of the manager and
external shareholders are perfectly aligned. The amount of I coincides with the level preferred
by external shareholders; c.f. (5).

Following (8b), the manager invests in pet projects up to the point where the reduction
in dividend payments equals the marginal utility of pet projects. The reduction in dividend
payment equals the rise in unproductive investment net of tax savings due to the deductibility
of the cost of equity finance and the depreciation allowance. As the benefit of perks does
not capitalize in the firm value, pet projects create a wedge between the manager’s investment
incentives and the shareholders’ interest. Consequently, the manager pays out too little dividends
in order to finance his own projects — a finding that is in line with the free cash flow hypothesis
of Jensen and Meckling (1976).

Differentiation of (8a) and (8b) with respect to the corporate tax rate 7 yields

(a) 4= [Dra
G _ i) )
- )
b &= vy >0

10



A rise in the tax rate increases the value of the deductibility provision, while it lowers the
net-of-tax return on productive investments. Using (8a) and (9), the latter effect dominates
for zo € [0,1) which signs the investment response (9a) negative.?’ When z = 1, both effects
cancel out and the tax rate has no distorting effect on the level of productive investment. A full
deducibility provision transforms the corporate income tax into an ACE which leaves productive
investment incentives unaffected (c.f. Boadway and Bruce, 1984; Devereux and Freeman, 1991).
A higher tax rate has an unambiguously positive effect on pet projects because the value of the
21

cost deductibility as well as depreciation provision rises.

Differentiating (8a) and (8b) with respect to the deductibility rate z2 gives

ar T
W i w2 (10)

A rise in the deductibility rate, zs, promotes spending for both productive investments and
pet projects which reflects the higher subsidy on new investments. As to perturbations in the
deductibility rate z1, we find no effect on investment:

dl dJ
—=—=0. (11)
dzy dz;
Intuitively, both investment types are equity financed at the margin, such that a more generous
deductibility rate for interest payments leaves investment incentives unaffected, and so only

capitalize in the firm value.

5 Welfare Implications

Subsequently, we will analyze whether corporate tax policy and, in particular, the choice of
the corporate tax base, can be used to ameliorate agency problems in firms. To focus on the
corrective role of tax policy we assume that tax revenues are rebated to tax payers as a lump
sum. The surplus measure comprises firm value, utility from perks and tax revenues.

The government sets 7 and z3 so as to maximize the sum of private welfare (comprising firm

value and utility from perks) and discounted tax revenues, anticipating how investment choices

2Formally, using (8a) we find sign{dI/dr}=-sign{1 — 22 }.

21Fiscal deprecation is not necessary for the result to hold. Even when perks do not fiscally depreciate, as
in Chetty and Saez (2009), we cannot avoid the conclusion in our model. Investment outlays (productive and
unproductive) are part of the capital stock whose cost of finance is tax deductible.

11



respond to the tax system.?? Formally, using (1) and (2) the government solves

I —(1 B-T T
max X4 B—1— g4 HD=0FT) IC) (12)
T,22 1+7r 1+r 1+r
where

T=71(f(I)— (z17B+ zor(K — B)) — K) (13)
and investment responses follow from (7) or (8).

5.1 No First-Period Dividend Payments

We first turn to the case in which first-period dividend payments are zero, effectively assuming
that X + B is not too large. Using (7) and noting that dI + dJ = 0, the welfare consequence of
a tax rate change is

faydr f'(I)dl

(1l—a)—=—+4T7

i 0 14
1+rdr < (14)

1+rdr ’

Higher corporate taxes lower productive investments and increase perk investments. Thereby,
the manager exerts an externality since a fraction of 1 —« of the reduced second-period dividend
income is borne by external shareholders. This creates a first-order welfare effect as captured
by the first term. The second term is the familiar Harberger deadweight loss which adjustments
in private choices exert on tax revenues. Here, the private decision is the manager’s choice
of productive investment. The latter drop in response to a higher tax which decreases tax
revenues. The Harberger term is proportional to 7 and, hence, is a second-order effect. In total,
the welfare costs of the statutory corporate tax are negative, thereby leaving no corrective role
for the statutory corporate tax rate.

Following (7), investment behavior is unaffected by the deductibility rate z3. The total
amount of investment is constant (dI +dJ = 0) and, since the deductibility provision is granted
to both investments, zo does not influence the structure of investment. As such, changes in
zo only exert mechanical tax revenue effects, and so the deductibility provision is effectively a

lump-sum subsidy. In sum,

Proposition 1: Assume the firm does not pay dividends in the first period. Then, for any

level of the corporate tax rate 7 € (0,1), a full or partial deductibility of the cost of finance,

22We abstain from a formal representation of the welfare effect of z;. Since corporate debt is exogenous and
investment levels do not respond to z; the deductibility rate z; is effectively a lump-sum subsidy; entailing no
efficiency cost or benefit.
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z9 € (0,1], yields the same level of welfare as no tax deductibility, zo = 0.

Proposition 1 states an equivalence result: Provided all internal funds are used for invest-
ments, a tax system that exempts the normal return on investment (such as an ACE or cash-flow
tax), and a tax system that taxes the full return to investment (CBIT) are equivalent for a given
choice of the corporate tax rate. The finding contrasts previous literature which shows that,
when interests between managers and shareholders are aligned, a tax exemption on the normal
return on investment (22 = 1) increases welfare and, in fact, ensures efficiency of investment

choices.

5.2 First-Period Dividend Payments

We now consider the case in which first-period dividend payments are positive. Differentiating

(12), while accounting for the first-order conditions (8a) and (8b), we get

_(1—a)dJ 1 <7—(f’([)—7“22—1)Zi—T(TZQ—Fl)CCZZi)<0. (15)

dr * 1+7r
As captured by the first term, a higher corporate tax has a first-order effect on private welfare.
The term reflects the pre-existing distortion in the level of perk investment. By investing in
perks the manager exerts a negative externality on external shareholders who bear a fraction
1 — « of the induced drop in first-period dividend income (rather than second-period income
as with D1 = 0). A higher tax increases the tax value of the deductibility provision zo which
magnifies the incentive to invest in perks and, thereby, the externality. Unlike perk investments,
productive investments do not influence private welfare which follows from an application of
the envelope theorem. Recall that incentives to spend on productive investment are aligned
between shareholders and the management, while incentives to spend on perks are not aligned.
The second term summarizes the behavioral response of the tax base. It reflects the familiar
fiscal externality investment choices exert on public revenues. The Harberger term comprises
the adjustment in the level of productive investment and perk investment. Following (8a), the
term f'(I) — rze — 1 is positive for zo € [0,1) and vanishes for zo = 1. Thus, the response in
productive investments generically lowers tax revenues, albeit the government saves on subsidies.
As depicted by the second term in brackets, perk investment positively reacts to higher taxes
which entitles the firm to higher subsidies and, hence, reduces tax revenues. Combining terms,

the overall welfare effect of the tax rate change is strictly negative. Hence, the corporate tax 7
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exerts efficiency costs which entails no role for 7 in addressing the agency conflict.

Turning to the welfare effects of the deductibility rate zy, we likewise find

dJ 1
_(1_a)d722+1+r

dJ

<T(f/(I)—TZQ—1);ZZIQ—T(TZQ+1)CL22). (16)

As captured by the first term, a higher deductibility rate exerts a negative first-order effect on
private welfare, given the pre-existing distortion in the level of perk investment. The second
term gives the familiar fiscal externality which a change in investments exerts on public revenues.
Similar to the behavioral tax revenue effect of corporate taxes, the tax base response follows
from changes in productive and perk investments. Unlike (15), however, the two revenue effects
in (16) are of opposite sign. A more generous deductibility provision negatively affects revenues
due to the induced rise in perks, but simultaneously expands the tax base through the positive
adjustment in productive investment. Taken together, the overall welfare effect of perturbations
in zo is ambiguous in sign.

At this point it might be interesting to characterize the optimal choice of z5 and 7 in the
absence of an agency conflict, i.e. J = 0. A higher z5 increases productive investment and hence,
(16) implies to set zg = 1. Now, following (8) and (9) the investment response to changes in the
tax rate is zero, implying that the first-order condition (15) is zero for any choice of 7. Intuitively,
allowing for a full deductibility of the equity cost of finance insulates the return on investment
from the tax rate which leaves investment incentives undistorted (Boadway and Bruce, 1984;
Devereux and Freeman, 1991). In this case, the efficiency cost of corporate taxation vanishes
and the tax rate can be set at any feasible level to collect revenues on rents. In the presence of
an agency conflict, the corporate tax is distortionary for any choice of z, € [0, 1]; in particular,
also for an ACE system (z = 1). Intuitively, the aggregate investment level K = I + J is
inefficiently high. The manager does not account for the negative effect of perk investment on
external shareholders, an effect which is magnified by 7 for all 29 € [0, 1].

A cooperative choice of J would result in a lower level of perks. The interesting issue for tax
policy design is whether the choice of zo can partially implement a cooperative solution. To infer
into the corrective role of 29, note that a higher zo exerts counteracting effects on welfare, c.f.
(16). Evaluated at zo = 1, the positive tax base effect due to changes in productive investments
is zero since, following (8a), f'(I) —rza —1 = 0 at 29 = 1. This precludes z2 = 1 to be the
optimal choice of the deductibility rate. Intuitively, at zo = 1 the return and cost of productive

investment are fully included in the tax base, and so a marginal downward deviation of z exerts
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no behavioral revenue effect through productive investment. The remaining welfare effects in

(16) work through the adjustment in perk investments which are negative in sign. In sum,

Proposition 2: When Dy > 0 and managers have a taste for perk investments, a corporate
tax system which allows for a full deductibility of the cost of equity finance (zo = 1) is welfare-
dominated by a tax system which entails a marginally lower deductibility rate zo. The result

holds for any level of the corporate tax rate 7 € (0,1).

Proposition 2 shows that an ACE tax system is not welfare enhancing in the presence of an
agency conflict. First, a less generous deductibility provision ameliorates the agency problem
between shareholders and the management and, thereby, leads to a first-order welfare gain; c.f.
the first term in (16). Second, a tax base broadening limits the negative implications that perk
investments have for tax revenues; c.f. the second part of the Harberger term in (16).

Proposition 2 is less informative as to the extent to which z5 can be lowered. For zo < 1, a
lower zo continues to have the efficiency benefit of lower perk investment which, however, must
now be weighted against the Harberger deadweight loss due to lower productive investment. Pro-
vided the productive investment response is not too strong compared with the response in perks,
which applies when, for example, the curvature of f(I) is sufficiently pronounced relative to the
curvature of g(.J), then it will be optimal to set zo = 0.23 Otherwise, the optimal choice of the

deductibility rate is interior z3 € (0, 1), balancing the welfare effects of the two investment types.

Proposition 3: Consider D1 > 0. For any level of the corporate taz rate 7 € (0,1), the op-
timal deductibility rate is zo = 0 provided the reduction in productive investment is not too strong

relative to the reduction in perks. Otherwise, the optimal deductibility rate satisfies zo € (0,1).

Fixing 7, the optimal deductibility rate zo may be positive since a lower zo undermines incen-
tives to invest productively. A straightforward question is whether the undesirable consequence
can be addressed by adjustments in the second policy instrument 7. To show that this is pos-
sible consider a simultaneous reduction in zo and 7 so as to keep the marginal cost of investing
productively constant. The reform leaves incentives to invest productively unaffected, and so

only singles out welfare effects that result from corporate agency problems. Following (8), (9)

#Note from (10), f”(I) and g”(J) influence the investment responses.
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and (10), the policy requires perturbations in z3 and 7 to obey d7 = [7(1 — 7)/(1 — 22)] dz3. The
associated welfare change is the sum of (15), weighted by d7/dz2, and of (16). By construction,
the behavioral revenue effects related to productive investments (i.e., the first term in brackets
in (15), multiplied by dr/dz2, and in (16)), offset each other and the total change in welfare
follows from the change in perks. As a consequence, welfare strictly increases because a less
favorable deductibility rate lowers the amount of perk investments, an effect that is reinforced
by the drop in the corporate tax rate which reduces the tax value of the deductibility provision.

Hence,

Proposition 4: Consider D1 > 0 and a taz system (T, 22) € (0,1)2. When the manager has
a taste for perk investment, there always ezists a tax-cut cum base-broadening reform (marginally

lowering zo and T so as to keep productive investment constant) which increases welfare.

Proposition 4 predicts that a marginally lower zo with an appropriate adjustment in 7 in-
creases welfare. By a continuity argument, the tax-cut cum base-broadening reform can be
continued until the deductibility provision related to equity finance and, trivially also related to

debt finance, is abolished.?* Thus, summarizing Propositions 2 to 4:

Corollary: When managers distribute part of the retained earnings to shareholders and
spend some of the remaining amount on perks, then a tar system which fully or partially ex-
empts the normal return on investment from corporate taxation is welfare-dominated by tax

system which taxes the full return (z1 = zo = 0), possibly at an adjusted corporate tax rate.

Unlike the case when internal funds are only used for investment, in which taxing the normal
return is welfare neutral, the Corollary ranks a CBIT (21 = z2 = 0) over an ACE (21 = 22 = 1)
in terms of welfare when distributions are made in all periods. The conclusion is different from

the finding in the literature which abstracts from agency problems within the firm. Therein,

24The required post-reform corporate tax rate does not violate the non-negativity constraint. Comparing the
effective tax rate on productive investment (5) for zo € (0,1) and for z; = 0, the post-reform tax rate 7 which
keeps the effective tax rate constant when eliminating z2 € (0,1) is

A+l —=7)—Q4+r—"7(rze+1))
Q-7 —0Q+r—71(rz2+1)) ’

Rl

where 7 is the pre-reform tax rate. Note, we have 7 € (0,1) when 7 € (0,1) and 7 = 0 only when 7 = 0.
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implementing an ACE ensures efficient investment choices and increases welfare.

5.3 Revenue Implications

A natural question is whether the implications for tax policy outlined in Propositions 1 to 4 do
not undermine the fiscal viability of the public sector by reducing tax revenues. When internal
funds are only used for investments, a tax reform that broadens the tax base to include the
normal return on investment increases tax revenues, while leaving welfare constant as stipulated
by Proposition 1.

When distributions are made in all periods, tax revenues may still increase following a tax
base broadening. As to the reform described in Proposition 2, a small reduction in zy (starting
at zo) broadens the tax base and strictly increases tax revenues, although I and, hence, output
decreases.?”> Further, larger welfare-increasing reductions in zy, as implied by Proposition 3,
exert behavioral tax revenue effects. To the extent that these are dominated by the mechanical
effect of tax base broadening (as predominantly assumed in the literature on tax reforms entailing
a base broadening) tax revenues rise in response.

The reform suggested in Proposition 4 may not necessarily increase tax revenues. The
revenue effects depend on the relative importance of the tax cut and the base broadening. We
should note that a welfare-increasing tax-cut cum base-broadening reform does not necessitate
the tax rate and deductibility rate changes to satisfy dr = [7(1 — 7)/(1 — 22)] dz2 as assumed
above. The tax rate may also be lowered to a smaller extent such that productive investment is
slightly reduced. Appealing to a continuity-type argument, welfare still increases in response to
a reform that entails a less drastic reduction in 7 than the reduction which is necessary to keep
the marginal cost of productive investments constant; c.f. (15) and (16). The alternative tax
reform also limits potential revenue shortfalls associated with the aforementioned tax-cut cum

base-broadening reform.

6 Extensions

In this section we analyze the robustness of our results (i) when firms are cash constrained and

resort to external financing and (i7) when incentive contracts are endogenously determined.

Z5Precisely, differentiating (13) with respect to 22, inserting (5), and evaluating terms at zo = 1 (which eliminates
the effect of dI/dzs on tax revenues) shows that a marginal drop in z2 away from z2 = 1 always generates higher
tax revenues.
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6.1 Cash-Constrained Firm

So far, we have assumed that investments are financed through retained earnings at the margin.
We now consider the possibility that investments are financed either through equity issue or

through debt.

New Equity Issue When investments are financed by equity issue at the margin, first-period
dividend payments are

Di=X+B+E—1-1, (17)

where E denotes the amount of new equity issue, and the firm value is given by

Do
147

Dy + —E. (18)

New shares will only be issued if internal funds X are not sufficient to finance the desired level
of investment. Hence, first-period dividend payments are zero (i.e. X + B+ FE =1+ J) and
dE =dK, K =1+ J, holds at the margin. With dividend payments in the second period given
by (2), the manager’s investment choice follows from

e ((1 —7)fI)+7r(z21B+ 22(K —B))+ 7K — (1+r)B
1+7r

9(J)
147

—I—J>+ (19)

Differentiating with respect to I and J, one straightforwardly sees that the first-order conditions
for I and J coincide with those of a cash-rich firm paying dividends in all periods, c.f. (8a) and
(8b), and so do the responses in investment levels to changes in the tax system. Consequently,
the welfare analysis of corporate taxes and the deductibility rate zo summarized in Propositions

2 to 4 also apply here.?6

Corporate Debt Now consider that investments are financed by debt at the margin, i.e.
X+ B=1+J (D; =0). Internal funds finance inframarginal investments while debt is used
for marginal investments, i.e. dB = dK, K = I + J, holds at the margin.?”

26 At this point we should note that the equivalence of investment incentives of a cash-rich and a cash-constrained
firm, which resorts to new share issue to finance new investment, no longer holds when dividend taxes are explicitly
considered. Unlike the case of a cash-rich firm, the source of funds and the use of funds are differently treated by
the dividend tax. Dividend taxes only apply to the latter which in itself creates a distortion (e.g., Auerbach, 2002).
However, accounting for dividend taxes would not change the qualitative finding. In detail, consider dividends
are taxed at rate 77 and that corporate taxes cannot fully be credited against dividend taxes. Now substitute the
statutory corporate tax rate 7 by the corporate tax rate 7 < 7, which applies after corporate taxes have been
credited, and rewrite (1 — 77)/(1 +7) = 1/(1 4+ 7) in all equations. The basic reasoning underlying Propositions
2 to 4 continues to apply in the augmented setting.

2"We tie corporate debt changes to investment changes and, thereby, exclude the possibility that equity is
substituted for debt given investment K. One may think of this financial constraint as being imposed by external
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With debt as the marginal source of funds, dividend payments in the second period are
Do=(1—-7)f(I)+71r(z1(K = X)+22X)+ 7K — (1 +r)(K — X), (20)

where K — X > 0 is the level of corporate debt. Following (6), the management chooses I and

VM:a< D, >+ 9(J) (21)

J so as to maximize

1+ L+r
Noting (20), the first-order conditions are

@ B a1 (D) a7 =0

/ 22
() B a1 gk Garr )] + 42 o .

Comparing (22) with the first-order conditions (8a) and (8b), investment incentives are quali-
tatively aligned to those of a cash-rich firm paying dividends in all periods with the exception
that the deductibility rate for the cost of debt finance z; rather than for equity finance zo enters
the conditions. Hence, replacing z9 by z1 in the investment responses and the efficiency analysis
in Section 5, Propositions 2 to 4 extend to a cash-constrained firm which uses debt finance at

the margin.

6.2 Choice of Incentive Contract

A straightforward question is whether our findings will disappear once we account for the endo-
geneity of the sharing parameter a. To answer the question, we extend the basic model in two
directions: first the manager is risk averse and, second, production is stochastic. In this envi-
ronment, the shareholders’ choice of « follows from a well-known incentive-insurance trade-off
(e.g., Holmstrom, 1979). A higher o undermines incentives to invest in perks, but at the same
time exposes the manager to more risk. The former effect is welcome by shareholders, while the
latter is costly to shareholders since it requires a higher compensatory lump-sum wage payment
to the manager. We relegate the formal analysis of contract choice to the appendix and only
briefly summarize the relevant findings in this section.

When internal funds are exclusively used for investment, the choice of the sharing parameter

a turns out to be independent of zo. Hence, changes in zo exert no behavioral response in the

creditors to ensure that debt is used for investment rather than for immediate dividend pay-outs. Tax-induced
incentives for equity-debt substitution do not exist when z; = z2, a finding which is familiar from neoclassical
investment models. The paper’s findings remain intact subject to the qualification that z; = z2 always holds and,
hence, that the identified tax reforms entail proportional changes in the deductibility rates. The formal analysis
is available upon request.
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two types of investment and the sharing parameter. As such, 2o is a lump-sum subsidy and the
result in Proposition 1 extends to the augmented setting of endogenous contracts.

When distributions are made in all periods, the optimal sharing parameter o depends on the
two tax variables 7 and z9 and, in particular, is unambiguously related to them. As one may
expect, a higher 7 or zo increases perks and the optimal adjustment in the contract may be to
increase « to counteract the disincentive effect. However, the tax parameters and a may well
become substitutes. Intuitively, a rise in 7 or zo makes a reduction in perks initiated by a higher
a more costly to shareholders due to the larger loss in subsidy payments and, as a consequence,
the sharing parameter may drop in response. We find that the latter effect dominates in many
economically reasonable environments. For instance, a higher tax parameter zo lowers a when
g'(J) not too concave. The condition is satisfied for a wide class of preferences, including Cobb-
Douglas, iso-elastic, and exponential preferences.?

Changes in perk investment are the source of welfare gains of the tax reforms outlined in

Propositions 2 to 4. Endogenous contracts exert an additional effect on perk investment:

4] dJ  8J da

% = 1= T,22. (23)

G

M Y
The first term is the direct effect of tax parameters on perks given «, while the second term gives
the indirect effect through the adjustment in contract choice. The tax system always promotes
incentives to invest in perks when the two tax parameters and o are substitutes or unrelated,
da/di < 0 which holds for a wide range of preference functions. Otherwise, a more generous tax
subsidy 7z9 increases perks iff the direct effect is not completely undone by adjustments in the
incentive contract.

Propositions 2 and 3 continue to hold with endogenous contracts when the tax system has a
distortionary effect on J on net, i.e. the investment response (23) is positive.?? Under the same
condition, the finding in Proposition 4 continues to hold provided the manager is not too risk
averse. The reason is that with risk-averse managers the tax system provides insurance to the
manager. The corporate tax rate absorbs part of the fluctuations in the return to productive
investment which lowers the variance of the manager’s income. A tax-cut cum base-broadening

reform hence exposes the manager to more risk.?’ Summing up:

Z8Tor these preference functions g'(J) is convex, i.e. g’’(J) > 0.
2Tn fact, (23) is only required to hold for perturbations in the deductibility rate z2. See the Appendix.
30To the extent that managers privately insure against idiosyncratic shocks by holding a diversified portfolio,
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Proposition 5: With an endogenous choice of incentive contracts, Proposition 1 continues
to hold. Propositions 2 and 8 continue to apply provided contract choices do not nullify the
effect of the tax system on perk investment. Additionally, Proposition 4 holds if contracts do not

nullify the tax effect on perks and the manager is not too risk averse.

We should note that the conditions are only sufficient for the welfare results in Propositions
2 to 4 to extend to the case of endogenous incentive contracts; see the Appendix. Finally, it is
straightforward to show that the findings in Proposition 5 also apply to a cash-constrained firm

that resorts to either equity issue or debt finance as the marginal source of funds.

7 Discussion and Concluding Remarks

This paper analyzes the question of whether corporate taxes should exempt the normal return
on investment from taxation as entailed by, for instance, an ACE system and a cash-flow tax.
The issue sparks a huge body of literature which predominantly abstracts from corporate agency
problems. Unlike previous literature, we allow for a conflict of interest between shareholders and
the management. Investments may take two forms: They are either productive and, thereby,
enhance the firm value, or they are purely dissipative from the shareholders’ perspective, but
utility-enhancing from the manager’s perspective. We analyze how the tax treatment of the
normal investment return affects investment incentives, firm value, and welfare. The main
result of our analysis is that a government that is interested in correcting the agency conflict
will generically not fully exempt the normal return from taxation and may well tax it at the
same rate as above-normal returns. The result is informative for the tax policy discussion in
many countries that have introduced or consider introducing an ACE (see, e.g., Devereux and
De Mooij, 2009). The implication of the analysis is that a switch to an ACE system increases
investment, but may well aggravate corporate agency problems and reduce welfare.

In our analysis firms have an identical marginal source of finance. In practice, firms are
heterogeneous with respect to their financing behavior and the question arises as to relevance
of our findings with heterogeneous corporate finance patterns. Our basic finding that an ACE

tax system is not welfare optimal holds independently of the marginal source of funds. For

they may not significantly be affected by an increased risk-exposure. See, for instance, Slemrod (2004) for a
related reasoning when agency problems intertwine with corporate tax evasion.
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a firm that uses equity finance at the margin, a lower deductibility rate for equity cost z
generates an efficiency gain while a lower rate applicable to the cost of debt z; implies a lump-
sum redistribution between the private and the public sector (and vice versa for firms that rely
on debt as the marginal source of finance). A simultaneous reduction in the two deductibility
rates, possibly combined with a reduction in the tax rate so as to keep the level of productive
investments constant, increases welfare in the extended environment.

Our analysis is partial equilibrium. We are confident that the results equally apply to a
general equilibrium model of a closed economy as the surplus gain of the aforementioned reforms
will allow for higher levels of household utility in aggregate. Additional effects become important
in an open economy. First, with capital mobility source-based capital taxes discourage domestic
investment and lower wage income. Previous literature shows that exempting the normal return
on investment increases investment and, potentially even insulates domestic tax policy from
capital mobility (see Griffith et al., 2008).31 Most notably, our results imply that when an
ACE system insulates domestic tax policy from capital mobility in a neoclassical investment
model, this conclusion may no longer apply in an agency model. The reason is that, with an
ACE system, a higher statutory tax rate leaves productive investment choices unchanged, but
increases perk investment and, thereby, reduces the rate of return investors earn. Their response
will be to withdraw some of the capital from the tax-raising country. Thus, even when only
above-normal returns are subject to corporate taxation, the marginal cost of public funds will
generically be upward distorted by capital mobility. Governments may want to limit the degree
to which the normal return is exempted from taxation in order to counteract the perk-induced
outflow of capital.

Second, the national government may not be interested in accounting for total firm value
in its welfare measure. To the extent that firms are owned by foreigners, national governments
have an interest in exporting part of the tax burden onto foreigners (e.g., Huizinga and Nielsen,
1997). From that perspective, our analysis may be interpreted as the cooperative solution among
national governments. However, uncoordinated policy choices do not overturn the relevance of
our findings. For instance, Propositions 1 to 4 continue to hold in the presence of unilateral
policy-making provided the domestically owned share of the firm is not too small. A further

change in the welfare analysis may be due to the existence of multinational enterprises (MNE).

31The latter conclusion applies, for instance, in Zodrow-Mieszkowski-type tax competition models in which
capital flows only respond to marginal tax rates (Zodrow and Mieszkowski, 1986).
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An inefficiency which arises in the presence of MNE is related to strategic transfer pricing which
is guided by statutory tax rate differentials across countries (e.g., Haufler and Schjelderup,
2000). The governments’ incentives to lower the statutory tax rates make the tax-cut cum
base-broadening reform mentioned in Proposition 4 more attractive. The reform shifts more
book profits to the reform country which tends to strengthen incentives to adopt the reform
unilaterally. Albeit being interesting, we leave a formal analysis of these issues (along with a

treatment of agency problems within MNE) to future research.
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A Endogenous Choice of a with Risk-Averse Managers

Consider a moral hazard model in the spirit of Holmstrom (1979). There is a continuum of
firms which are ex-ante identical, but differ ex-post w.r.t. output. In particular, production is
stochastic and takes the form F'(I) = f(I)+e€ where f(I) is the deterministic part of production
and € is a stochastic term. The latter represents an idiosyncratic shock to production which
satisfies F(e) = 0 and Var(e) = 0. The shock to production is only realized after investment
choices have been made.

The manager is risk averse with mean-variance preferences

U= E(w) — pVar(w) + g(_;]i, p>0. (24)

w denotes the incentive contract which comprises an equity-based component and a lump-sum

payment a.?? In discounted value, the compensation is

D2 a
= D . 2
w Oé< 1+1—|—’I">+1—|-’I" (5)

Dividend payments in the second period are
Dy=(1-7)F(I)+1mr(z:1B+ 22K)+7K —a— (1+7)B. (26)
Using (1), the expected value and the variance of the wage payment is

E(w):a<x+B_I_J+1ir((1—T)f(1)+m13+7(m+1>1{—a—(1+r)B)>+

and

1-7\?2

Var(w) = <a T r) o?. (28)

The timing of events is as follows: At the beginning of period 1 external shareholders choose

the incentive contract. The hired manager chooses the level of investments I and pet projects

J afterwards. In period 2, the production shock is realized, production takes place, taxes are

collected, shareholders receive dividend payments Dy, and the manager receives utility g(J).
We apply backward induction to solve for a subgame-perfect equilibrium.

The manager maximizes utility (24) subject to (27) and (28). Straightforwardly, since the

variance of the wage rate is constant from the perspective of the manager, investment choices

321f utility over money is exponential and if the error term e is normally distributed, then expected utility can
be represented in mean-variance form without loss of generality.
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are the same as with deterministic production. Hence, investment levels follow from (8a) and
(8b).
The manager’s outside option is normalized at zero. Using the manager’s participation

constraint U = 0, expected shareholder income is

D, D, a 1-7\* 5, g(J)
E(a-a) (D —E(D - EACTAN
(( a)( 1+1+r>) ( 1+1+7’)+1+7’ p<a1+r>0+l+r (29)

No First-Period Dividend Payments Assuming D; = 0 and invoking the envelope theo-

rem, the first-order condition for the choice of « is

(1—7)f(I)dl 1—7\?2
1+rda_2ap<1+r> 7 (30)

Following (7), the investment choice is unaffected by z2 and so is the choice of . We can
conclude that perturbations in zo exert no behavioral responses and so only imply a lump-sum
redistribution between the private and the public sector. As such, Proposition 1 extends to the

case of endogenous incentive contracts.

First-Period Dividend Payments Assuming D; > 0 and invoking the envelope theorem,
the first-order condition for the choice of « is

1 g(I)\ dJ 1-7\? ,
-1 — =9 1
( TR T G e i) 7 (31)

which implicitly defines « as a function of the tax parameters 7 and zs. Differentiating (31)

yields
da ar+1  ¢'(J)oJ\ oS [ 1 g\ 8%
ar {<1—|—T +1+r87' 8a+ 1+1+T(TT22+T)+1+T DT (32)
" o
da Tr 8J 1 g\ 82J »
dzy {<1+r 1+r822> da <_1+1+T(TTZ2+T)+1+T Dadzs AT (33)

where A > 0 holds by the second-order condition. Using (8) to substitute for 9.J/07 and 0.J/0z2,
respectively, the first bracketed term on the right-hand side of (32) and (33) is positive. Next,
from (8b) we can compute

P zr+1 (—g”(ﬂ)‘l _ (_1 LT +T> <—9"(J>) A L2

0aoT 1+7r 1+7r 1+7r 1+7r 1+r or
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and

0%J _oTr <—g”(J)>_1 B (_1 4 T + T> <—g”(J)>_2 g’”(J)(?iJ' (35)
O0adz9 147 1+7r 1+7r 1+7r 1+7r 02

Both cross derivatives are positive when ¢"”’(.J) is not too negative. Noting that —1+ ﬁ(ﬂ“zz +

7) < 0 and 9J/da < 0, we have da/dze < 0 when ¢”(J) is not too negative — a condition

which holds for a wide class of preference functions including Cobb-Douglas, iso-elastic, and

exponential preferences (for which ¢"”(J) > 0). Additionally, we have da/dr < 0 provided the

aforementioned condition holds and the insurance term (last term in (32)) is not too large.

Welfare is given by the sum of shareholder income, manager utility, and tax revenues:

E((l—a) <D1+ D >) Lo+ ED (36)

1+7r 147’

where expected tax revenues are given by (13). Inserting the participation constraint U = 0, to
eliminate U and «, yields

Dy a 1-7\? , g(J) E(T)
E(D - . 37
( 1+1+7’>+1+r p<a1+r> (R e (37)

Invoking the envelope theorem, the welfare change following a rise in 7 is

87 1 , dI .
_(1_O‘)a¢+1+7«<T(f(l)_rz2_1)dr_T(szrl)(?T) (38)
Tzt D) 0Tda o (2 127 )

1+r Oadr (1+7)?

The first two terms are familiar from the welfare analysis with an exogenous sharing term «, c.f.
(15). The endogenous choice of « introduces a new fiscal externality shareholders exert on the
public budget through its choice of «; see the third term in (38). The effect is only influenced
by adjustments in perk investments since productive investment is independent of the sharing
parameter - see (8a). From (8b), the response 0.J/d« is negative which implies that the change
da/dr and the fiscal externality are of equal sign. The last term in (38) represents an insurance
effect. A higher corporate tax pools a larger fraction of the idiosyncratic variation in production,
and hence in the manager’s wage, in the public budget.

The welfare effect of perturbations in z9 are

oJ 1

(1 —a) 2L
( 0‘)822+1+r

ey AL 91\ (1) 00 da
(T(f([) rzo — 1) o T(TZQ+1)8Z2 Ttr dads (39)

Comparing with (16), the fourth term is new and has the same economic interpretation as its

formal analogue in (38).
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To verify whether the main results of the paper remain intact with an endogenous choice of
the sharing parameter, it is instructive to sign of the overall welfare effect resulting from changes
in perk investment, i.e. the first and third term in (38) and (39). Provided da/di, i = T, 29,
is negative, the overall effect is negative. Differently, when the response in « is positive, both
terms are of opposite sign. The overall effect can still be signed under a regularity condition,
i.e., when the direct effect of a rise in the tax parameter on J dominates the indirect effect which

works via the adjustment in «. Formally, combining the first and third term and inserting (8b)

gives
oJ T(rza+1)0J 71(rza+1)0Jda .
(1) A=t Ve TP T — , 4
=) S ™ 1xr @ 1+r dadi’ D77 (40)
Provided the overall investment response satisfies
dJ oJ oJ | da
— —_— — ) pumy 41
dz’>0 S 5 7 el @ TR (41)

the effect of J on welfare is negative. Note, the condition is only a sufficient condition. Even in
its absence, (40) may still be negative.

The results in the main part of the paper stay intact when, for instance, the overall invest-
ment response d.J/di is positive (which is a sufficient condition). For zo = 1 the second term
(39) is zero. A marginal reduction in 29, hence, increases welfare which is the result we state
in Proposition 2 and, as stipulated by Proposition 3, larger reductions in zo increase welfare
provided the drop in productive investments is not too strong relative to the drop in perk in-
vestments. For zo € (0,1), we can always construct a tax-cut cum base-broadening reform (lower
z9 and 7) so as to leave productive investment unaffected. Welfare increases due to the reduction
in J, but decreases due to a lower insurance of the manger via the tax system. Provided, for

2

instance, the manager’s risk aversion (as captured by p) or the shock variance o is not too

large, overall welfare increases. This is akin to the result we state in Proposition 4.
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