A Service of

[ ) [ J
(] [ )
J ﬂ Leibniz-Informationszentrum
° Wirtschaft
o Leibniz Information Centre
h for Economics

Make Your Publications Visible.

Kanniainen, Vesa

Working Paper

Research Issues in Corporate Taxation

ETLA Discussion Papers, No. 302

Provided in Cooperation with:

The Research Institute of the Finnish Economy (ETLA), Helsinki

Suggested Citation: Kanniainen, Vesa (1989) : Research Issues in Corporate Taxation, ETLA Discussion
Papers, No. 302, The Research Institute of the Finnish Economy (ETLA), Helsinki

This Version is available at:
https://hdl.handle.net/10419/187018

Standard-Nutzungsbedingungen:

Die Dokumente auf EconStor durfen zu eigenen wissenschaftlichen
Zwecken und zum Privatgebrauch gespeichert und kopiert werden.

Sie dirfen die Dokumente nicht fiir 6ffentliche oder kommerzielle
Zwecke vervielféltigen, 6ffentlich ausstellen, 6ffentlich zugénglich
machen, vertreiben oder anderweitig nutzen.

Sofern die Verfasser die Dokumente unter Open-Content-Lizenzen
(insbesondere CC-Lizenzen) zur Verfiigung gestellt haben sollten,
gelten abweichend von diesen Nutzungsbedingungen die in der dort
genannten Lizenz gewahrten Nutzungsrechte.

WWW.ECONSTOR.EU

Terms of use:

Documents in EconStor may be saved and copied for your personal
and scholarly purposes.

You are not to copy documents for public or commercial purposes, to
exhibit the documents publicly, to make them publicly available on the
internet, or to distribute or otherwise use the documents in public.

If the documents have been made available under an Open Content
Licence (especially Creative Commons Licences), you may exercise
further usage rights as specified in the indicated licence.

Mitglied der

Leibniz-Gemeinschaft ;


https://www.econstor.eu/
https://www.zbw.eu/
http://www.zbw.eu/
https://hdl.handle.net/10419/187018
https://www.econstor.eu/
https://www.leibniz-gemeinschaft.de/

ELINKEINOELAMAN TUTKIMUSLAITOS
ETL A THE RESEARCH INSTITUTE OF THE FINNISH ECONOMY

Ldnnrotinkatu 4 B, 00120 Helsinki 12, Finland, tel. 601322

0 A

Keskusteluaiheita
Discussion papers

Vesa Kanniainen*

RESEARCH ISSUES IN CORPORATE

TAXATION'

No 302 30.10.1989

* Department of Economics,
University of Helsinki and
The Research Institute of the Finnish Economy

Presented at the Nordic Workshop on Tax Research,
organized by the Nordic Economic Research Council,
Copenhagen, October 23-24, 1989.

ISSN 0781-6847

This series consists of papers with limited circulation,
intended to stimulate discussion. The papers must
not be referred or quoted without the authors’
permission.




KANNIAINEN, Vesa, RESEARCH ISSUES IN CORPORATE TAXATION, Helsinki :
ETLA, Elinkeinoeldmdn Tutkimuslaitos, The Research Institute of the
Finnish Economy, 1989. 10 p. (Keskusteluaiheita, Discussion Papers,
ISSN 0781-6847 ; no. 302).
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1. Introduction: Harmonizing Pressures

The enhanced economic integration inevitably will limit
autonomy in reconstruction of national tax systems. The
harmonization process, as it is called, may be quite painful
for high-tax Nordic economies. No doubt, the reduced freedom
for country-specific approaches applies to the discussion of
the future course of corporate taxation, too. A corporation
tax which, in the international comparison, raises the
required return on investment in one country above that in
other countries will tend to tilt the international
investments. The increased international interdependence was
already recognized by the recent Swedish committee on business
tax reform (URF), which had to reject the idea of a cash-flow
corporation tax partly due to cross-border reasons. It seems
possible that a world of high degree of economic integration
without abolishment of free national policy making may result
in a game situation between different countries. Recognition
of strategic interactions may provide a useful framework for

the discussion of some issues of the corporation tax.

Harmonization will be an unavoidable policy constraint. But
now I leave the harmonization pressure aside. Below 1
concentrate on describing the current corporation tax in

Nordic Economies. During my discussion, I try especially to
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keep in mind isses which I find relevant for research topics.

2. Describing the Current Nordic Systems of Taxing

Corporations

The usefulness of separating effective tax rates from nominal
tax rates is perhaps nowhere as important as it is in the
case of Nordic corporation taxes. A common feature is the
relatively high nominal tax rate associated with much lower

effective tax rates, cf. Table 1.

Table 1. Nominal and effective tax rates on corporations

in Nordic countries

Denmark Finland Norway Sweden
Nominal tax rate 50 % 50 % 50.8 % 57 %
Effective tax rate < 50 % 10-30 % 20-40 %4 20-254
Note that the above figures refer to average tax rates. No

doubt, it would be crucial to have well-grounded figures on
marginal tax rates, too. But they are hard to come by, unless
one possesses a well-formulated theory. That such a theory
is not really at hand, means that a relevant research topic

has been identified. I shall return to this point later.

As a source of public revenue, the corporation tax has become
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less and less important in all Nordic countries. But this
refers to the lowered average effective tax rates only. The
consensus remains - and here we refer to the marginal tax
rates - that the corporation tax continues to be important

for allocation of investments, economic fluctuations,
determination of financial policy of firms, risk sharing
between the firms and the government, national and
international location of firms, and firms' innovations
policies, like r&d expenditures, to mention the central themes.

What questions are still open regarding the corporation tax?

3. Some Open Questions

3.1 Contracyclical Tax and Tax Pressure Investments

Whether the corporation tax results in a lock-in effect in
lowering corporate dividends will be commented upon below.

But given the dividend target of a firm, the desired level of
taxable income seems to determine the effective corporate
taxation. This results from the requirement of having the
same bookkeeping for accounting and for tax purposes. The
dramatic implication is that the corporation tax will be
contracyclical. Jan Sédersten and Bengt-Christer Ysander have
provided striking figures about this phenomenon in the case

of Sweden (cf. Ekonomisk debatt 8/84).

As is well-known, it is very hard to limit the incidence of
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corporate tax on pure profits only. Indirectly, the tax

system has made an attempt to approach this target by allowing
for a variety of tax base adjustments on the basis of very
generous non-predetermined tax allowances. The apparant
motivation for this approach has been to guarantee a sufficient
flow of internal funds for the firms in a world of imperfect
financial markets and preferral of debt over equity due to

interest-deductibility.

The possibility to accumulate interest-free tax debt has
produced two hypotheses. First, to the extent that the firms
carry unclaimed tax allowances forward without maximizing
their tax debts, i.e. the cheapest source of finance, it has
been claimed that the marginal corporation tax is zero.
Consequently, it is perhaps not unreasonable to claim that

the corporation tax satisfies the celibrated condition of
neutrality. Second, firms which are exhausting their stock
of deductible allowances on the intramarginal capital find
that the corporation tax functions like a subsidy with respect
to the marginal investment. Apparently, the first hypothesis
rests on the strong assumption that firms expect never to
retire their tax debts. The mechanism behind the second
hypothesis requires clarification, too. To prevent additional
taxes being levied on the return on intramarginal capital,

new investments will indeed be made to the extent the reduced
average tax plus the net return on new investment exceeds the

after-tax opportunity cost. This activity is obviously
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concentrated on boom periods with increasing corporate cash
flows. But the return on new capital is uncertain and hence
the firm's equilibrium policy can be expected to depend on
expectations concerning the future cash flows, too. The
details of this mechanism need to be worked out and the sketch
above is a weak substitute for a rigorous analysis on an

issue of high priority when current Nordic corporation taxes
are concerned. But note the strong proposition this view
seems to imply: the cost-of-capital cannot be claimed to be

time-invariant.

3.2 Corporation Tax is Regressive

The evidence suggests that the corporate tax on undistributed
profits is regressive in the sense that large firms have a
lower effective tax rate than smaller firms. This is
problematic not only from the point of view of fairness. It
discriminates against internal financing of new and starting
firms. It also potentially tends to bias differently the
capital-labor ratios of firms of different size. A high
nominal tax rate associated with extensive possibilities of
adjusting the tax base seems to be problematic also in this

sense.

In Finland, this problem has been aggravated by the fact that
up to some level of taxable profits, the corporation tax has

been heavily progressive for firms in smaller size groups.



3.3 Lock-in Effect and Financial Choices

The interaction of corporate taxation and firms' financial
policy continues to be greatly controversial. The general
opinion seems to be that the overall taxation of distributed
profits exceeds that of undustributed profits. Consequently,
it has been frequently claimed that this results in a kind of
lock-in effect. Yet, as from the prevailing theory is learnt,
this conclusion may be too hasty if taxation of distributed
profits is fully capitalized in share values. As an additional
example, equity-financed investments are supposed to be
discriminated against when compared to debt-financed
investments. And yet the so called Miller-equilibrium suggest
that the pre-tax rates of interest adjust so as to compensate

any tax advantages of debt-financing.

These two examples obviously suggest that the books are not yet
closed as regards to the interaction of taxation and corpoprate
financial policies. The intuition and the analytic results

seem to contradict one another.

3.4 Insurance Function of Taxation

All investment decisions carry some risks. Some of us may be

ready to claim that financial markets price and allocate

risks efficiently in the economy. Once one recognizes the
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importance of informational asymmetries, this view becomes
highly doubtful. The signalling models seem to suggest that

welfare costs are unavoidable due to private information.

This is bad news. Moreover, the costs are aggravated if the
signals used are productive: signalling equilibrium
necessitates overinvestment in the signal. Then, if a

separating equilibrium is not attainable, the striking
implication arises that risks will be mispriced and the market
values will be incorrect. But then there may be incentives

to overinvest or underinvest, Asymmetric information seems

indeed to give rise to potentially serious distortions.

Some forms of taxation, like the income tax, have an insurance
dimension. It seems, however, problematic to expect that the
government could share the returns and the risks equally. In
practice, loss offset provisions are only partial. Government
taxes systematically "too early" i.e. before the total return
of a project has been realized. The 1limit to optimal risk-
sharing is determined by the trade-off between making the
government a fair partner in risk-sharing and moral hazard:
subsidizing unprofitable firms may badly hurt the incentive

structures.

Once this problem has been recognized, one can take a new
look at the generous body of tax allowances existing today.
First, aren't they an indirect though perhaps an unoptimal

way of sharing risks with the government? Profits made in
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early years can be left untaxed by generating tax debt. The
government is preventing from taxing too early. Losses made
can be carried forward. But second, if investments are

accordingly subsidized, are the incentives reduced?

In any case, it should be quite clear that the existing
theories of corporate taxation are flawed in their analysis
of depreciation. The economic depreciation is equivalent to
a change in the values of assets. These values are forward-
looking variables and highly stochastic not least of all due
to the embodied technical innovations which irratically change
the economic values of existing assets. Acceleration of
annual depreciation deductions can be viewed as reflecting
the associated risk premium to prevent overtaxation. It is
by no means clear that a return to some mechanical tax
depreciation is the right step, though the problem may be
less severe if in the future we are living in a world with

substantially lower nominal tax rates on corporations.

In light of what I just have stated, the recent Swedish
committee (URF) proposal is interesting. The suggestion is
to grant a firm the right to allocate funds to a special tax
equalization reserve, to be based on the corporations' equity
capital, up to a maximum of 30 percent. From the point of
view of optimal taxation of corporations, it is appropriate
to start thinking whether this approach indeed represents a

more desirable way of utilizing the insurance property of
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corporate taxation than the current base adjustment
possibilities. This is an obvious candidate as a research
topic. Below I call the Swedish proposal a "profit allowance".
For small enterprises, this base adjustment would be tied to
the payroll. This would result in a labor subsidy. Perhaps

is it not unjustified given the existing tax distortions in

labor markets.

Due to asymmetric information, for example, inside and outside
financing may be complements rather than substitutes. This may
justify the current trend of reducing the tax rate on
undistributed profits. A good research topic would be to

look at whether new developments in the financial system tear
apart the historically strong link between retained profits
and corporate investments. I doubt it. My prediction is

that investments continue to be tied closely to profits. The
problem in thinking about this link is that we do not have a
good theory of investments and their structure. As Haavelmo
pointed out long ago, a theory of capital is of limited help
here. Profits continue to vary highly and so does the
investment demand. Use of the corporation tax, for example
through the investment fund system, to stabilize investment
demand has been, however, frustrating. The reason may be

that the tax otherwise is quite contracyclical. The profit
allowance, tied to the equity capital, may be a good
alternative if debt and equity are complements., In the Miller

equilibrium, this base adjustment would not be needed. But
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under complementarity, a profit allowance may be optimal if tax
neutrality is desirable. Tangible capital, intangible capital,
and inventories would have the same tax treatment. But this
allowance is not optimal if it appears that neutrality is not

desirable after all.

The profit allowance is not attractive only from the point of
view of risk sharing and equal treatment of debt and equity.

It may actually enhance the managerial incentives to maximize
the market values if the management's compensation is tied to
the latter. But it is not without its problems either.

First, it may strengthen the lock-in effect in encouraging
growth of retentions. Second, if it results in a
countercyclical effective tax rate, it shares the destabilizing

effects of current corporate taxation.

To bring my presentation to end, I propose that when one
makes a more careful analysis of the interplay between the
firms' policy and the financial markets, I would not be
surprised if some new forms of base adjustment seemed
desirable. But by implication, that view suggests that the

corporation tax base should not be broadened too much.
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