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1. A tax policy dilemma

Under a pure comprehensive income tax the taxpayer faces the same marginal tax rate

on all types of income, since the tax schedule is applied to the sum of his income from

all sources. This feature of non-discrimination is often seen as the main virtue of the

comprehensive income tax.

In practice, income from capital tends to be taxed at a lower rate than labour income

in most OECD countries.1 One reason is that social security taxes are usually levied only

on labour income. Another reason is that governments have chosen to grant tax favours to

important forms of capital income such as the imputed return on owner-occupied housing

and the return to saving for retirement. Some countries also tax ordinary interest income

at concessionary rates, and capital gains are rarely taxed at the high marginal rates

applied to labour income, due to the distortionary lock-in effects of realization-based

capital gains taxation.

At the same time the coexistence of the corporate and the personal income tax may

potentially drive the total effective tax rate on corporate equity income significantly above

the tax rate imposed on other forms of capital income. To prevent undue discrimination

against corporate investment, most OECD governments therefore alleviate the double

taxation of corporate equity income in one way or another, e.g., by granting dividend

tax credits or by taxing dividends at a reduced rate at the shareholder level. However,

while this reduces investment distortions, it also means that the labour income earned

by corporate owner-managers is often taxed at a much lower rate than labour income

earned outside the corporate sector.

Thus governments are faced with a dilemma. If they want to avoid tax discrimination

against investment in the corporate sector, they must alleviate the double taxation of

corporate equity income to bring the total tax on the return to corporate investment



in line with the tax rate applied to other forms of capital income. But tax relief for

dividends and capital gains on shares may open the door to tax avoidance via income

shifting: if labour income is taxed more heavily than corporate equity income, controlling

shareholders working in their own company may reduce their tax bill by transforming

management wages into dividends or capital gains on shares.

This dilemma is particularly acute in countries which have introduced some form of

dual income tax where income from capital is taxed at a low flat rate while progressive

surtaxes are levied only on labour income. The dual income tax exists in its purest form

in Norway, Sweden and Finland, but several other countries such as Austria, Belgium,

France, Iceland, Italy, Japan and Portugal have moved in the direction of dual income

taxation by introducing a separate flat tax on interest income at a rate considerably below

the top marginal tax rate on labour income. In these countries any attempt to reduce

the total tax burden on corporate equity to the level of the interest income tax would

imply a huge tax saving for entrepreneurs who can transform labour income earned in

the corporate sector into dividends or capital gains on shares.

In Norway a government-appointed expert committee has recently proposed a way

out of this dilemma (Skatteutvalget, 2003). The committee suggested a new system of

shareholder income taxation which will ensure investment neutrality and yet prevent any

significant gains from income shifting by corporate owner-managers. Although developed

in a Norwegian context, the proposal is relevant for all countries experimenting with

some form of dual income taxation. Indeed, even in countries which try to adhere to

the principle of comprehensive income taxation, the dilemma described above will exist

to the extent that social security taxes are only levied on labour income. Moreover,

the proposed system of shareholder income taxation represents a new approach to the

perennial problem of integrating the corporate and the personal income tax. Hence the

Norwegian proposal should be of general interest to an international audience.

Against this background the present paper reviews the recent report from the Norwe-

gian tax reform committee. As a starting point, Part 2 briefly describes the Norwegian

experience with the dual income tax. Part 3 then provides an overview of the new sys-

tem of shareholder income taxation proposed by the Norwegain committee, analyzing the

neutrality properties of the system and explaining how it prevents tax avoidance. The
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concluding Part 4 discusses the advantages and disadvantages of the proposed share-

holder income tax compared to other forms of neutral capital income taxation previously

suggested in the literature.

2. The Norwegian experience with the dual income tax

2.1. The Norwegian tax reform of 1992

As already mentioned, several countries have recently moved towards some form of dual

income taxation. In its purest form, the dual income tax is characterized by the following

features: 1) A flat uniform personal tax on all forms of capital income, levied at a rate

equal to the corporate income tax rate; 2) Full relief for the double taxation of corporate

equity income; 3) A broad tax base for capital income and corporate income, aiming

to bring taxable income in line with true economic income, and 4) A basic tax rate on

labour income equal to the capital income tax rate combined with a progressive surtax

on high labour income.2

The case for this variant of schedular income taxation has been discussed at length

by Sørensen (1994, 1998) and Cnossen (1995, 2000). The arguments for the dual income

tax include, among other things, the need to keep the capital income tax low in a small

open economy faced with the possibility of capital flight; the advantages of aligning

the personal capital income tax rate with the corporate tax rate to reduce investment

distortions and to limit the scope for tax arbitrage, and the political economy observation

that it is easier to preserve a broad and fairly neutral capital income tax base when the

capital income tax rate is not too high.

The Norwegian tax reform of 1992 introduced the cleanest version of the dual income

tax found so far. The reform was remarkable for its boldness and consistency. The cor-

porate tax rate was almost cut in half, to a level of 28 percent, and a similar flat tax rate

on personal capital income and on labour income below a certain threshold was intro-

duced, combined with a two-bracket progressive surtax on high labour income. At the

same time the tax base - in particular the business income tax base - was broadened very

substantially. Various special tax credits and deductions were abolished, depreciation

rates for tax purposes were brought much closer to prevailing estimates of true economic
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depreciation rates, and realized capital gains on business assets were included in the tax

base.

Double taxation of dividends was fully relieved via an imputation system granting full

credit for the underlying corporation tax against the personal tax on dividends. Reflecting

the zeal with which Norwegian policy makers pursued the goal of tax neutrality, the 1992

tax reform also introduced an innovative method for alleviating the double taxation of

retained corporate profits: in calculating the taxable capital gain on shares, shareholders

were allowed to step up the basis of their shares by an amount equal to the taxable

corporate income retained in the corporation. Thus the capital gains tax was levied only

on gains in excess of the retained profit which had already been taxed at the corporate

level.3

Estimates of marginal effective tax rates indicated that the tax reform of 1992 led

to a much more neutral system of capital income taxation, by eliminating tax subsidies

to many types of investment with low pre-tax profitability. After 1992 the Norwegian

economy experienced a significant rise in the average pre-tax rate of return on business

investment and a rise in the private savings rate. In addition, there was a significant

increase in corporate distributions, reflecting a higher degree of capital mobility within

the corporate sector and between the corporate and the household sector. Although part

of this development may have resulted from an upturn of the business cycle, there is little

doubt that the tax reform of 1992 contributed to the improved allocation of capital in

the Norwegian economy (see Skatteutvalget, 2003, chapter 3).

The most obvious shortcoming of the Norwegian tax reform of 1992 related to the

tax treatment of owner-occupied housing. For political reasons, the taxable rent imputed

to homeowners was set at an unrealistically low level, despite the fact that the tax law

allowed full deductibility of mortgage interest expenses from the capital income tax base.

As a consequence, the post-1992 tax system continued to imply substantial tax subsidies

to investment in owner-occupied housing. The Norwegian wealth tax also continued

to be applied in a highly discriminatory manner across different asset types, distorting

investment incentives for the wealthy. Finally, the tax treatment of small enterprises

under the dual income tax turned out to be a problem.
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2.2. Taxing income from small enterprises: the Achilles Heel of the dual in-

come tax

In small and medium-sized enterprises it is quite common that (some of) the owners work

in their own firm, typically as managers. For these ’active’ owners the income from the

firm is partly a remuneration for their labour and partly a return the the capital they

have invested in the enterprise. If capital income is taxed at a much lower (marginal) rate

than labour income, active owners obviously have a tax incentive to label income from

the firm as capital income rather than labour income, e.g., by transforming management

wages into dividends or capital gains on shares. To prevent such tax avoidance, a dual

income tax must include rules stipulating how the income from firms with active owners

is to be split into capital income and labour income.4

Under the Norwegian dual income tax, income splitting is mandatory for entrepre-

neurs who carry out a certain minimum amount of work in their firm and who have an

ownership share of at least two thirds in the firm. When calculating the ownership share,

shares owned by closely related persons are added to the shares owned directly by the

entrepreneur himself. For taxpayers satisfying the work test and the ownership test the

taxable income from the firm is split into an imputed return on the business assets, which

is taxed as capital income, and the residual profit, which is taxed as labour income. How-

ever, if the residual profit exceeds a certain cap, the excess amount is taxed as capital

income (except for the professions such as doctors, lawyers etc.). The motivation for this

rule is that if the residual profit is very high relative to a normal wage income, part of this

profit is likely to represent a return to capital rather than a reward for labour. Further-

more, entrepreneurs with employees may deduct 20 percent of their wage bill from the

residual profit subject to progressive taxation, up to a certain limit. The official rationale

for this ’salary deduction’ is that the estimated labour income for owners of firms with

little physical investment and many employees would otherwise be unreasonably high,

and that the deduction is meant to compensate for the fact that self-created goodwill

is not included in the basis for calculating the imputed rate of return on capital. With

a few modifications, the basis for calculating the imputed rate of return is the stock of

business assets recorded in the firm’s tax accounts. The rate of return is currently set

equal to the interest rate on five year government bonds plus a risk premium of 4 percent.
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In 2003 the imputed rate of return is 10 percent.

The Norwegian rules for mandatory income splitting are applied to sole proprietor-

ships, partnerships and corporations with active owners. The rules were meant to prevent

tax avoidance through income shifting, but for corporate firms they seem to have had lit-

tle success in achieving this goal. Between 1992 and 2000 the proportion of corporations

subject to income splitting fell from 55 percent to 32 percent, indicating that a growing

number of taxpayers were able to avoid income splitting by inviting ’passive’ owners into

the company. Moreover, in the late 1990s almost 80 percent of the ’active’ shareholders

subject to income splitting had a negative labour income for tax purposes, suggesting

that the deductions from the estimated labour income were much too favourable.

Two trends in the 1990s contributed to the undermining of the Norwegian system of

income splitting for active owners. Between 1992 and 2003 the wedge between the top

marginal effective tax rate on labour income (including payroll tax and social security tax)

and the tax rate on capital income rose from 28.1 percentage points to 36.7 percentage

points, increasing the incentive to transform labour income into capital income for tax

purposes.5 Moreover, in the decade following the tax reform the rules for income splitting

were changed on several occasions, mostly in the direction of a more favourable tax

treatment of active owners. At the turn of the new century it was therefore widely felt that

the Norwegian income splitting system had failed to achieve its goal of securing an equal

tax treatment of active owners and other groups of taxpayers. Reforming or replacing

this system was thus an important part of the mandate for the tax reform committee

established by the Norwegian government at the beginning of 2002 and releasing its report

in February 2003.

3. The Norwegian tax reform committee of 2003

The Norwegian tax reform committee, headed by former Minister of Finance Arne Skauge,

suggested a wide range of changes in the entire tax system. The basic guideline for the

Skauge committee was a desire to strengthen the principles of tax neutrality underlying

the pathbreaking 1992 reform. Hence the committee proposed to raise the taxation of

the imputed rent on owner-occupied housing to a more realistic level. It also proposed
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to phase out the highly discriminatory Norwegian wealth tax and to recoup (part of) the

lost revenue via a general tax on immovable property and/or via a (further) rise in the

tax on imputed rent. The idea was to improve resource allocation and to allow for the

growing international mobility of capital by lowering the tax burden on mobile capital

while reducing the tax subsidies to immobile capital. In addition, the committee proposed

several measures to broaden the tax base and to lower the high marginal tax rates on

labour income, with the aim of reducing incentives for income shifting and stimulating

labour supply.

The Skauge committee devoted a large part of its efforts to analyzing alternative

solutions to the problems of income splitting and income shifting under the dual income

tax. In the remainder of this paper I will focus on these aspects of the committee report

which involve the classical problem of integrating the corporate and the personal income

tax.

3.1. Some roads not taken

Before describing the Norwegian committee proposal for corporate-personal tax integra-

tion, it may be of interest to consider a couple of the alternatives which were analyzed

but rejected by the committee.

Progressive taxation of personal capital income. Since the need for splitting the in-

come of active owners arises from the differential tax treatment of capital and labour,

it might seem natural to give up the dual income tax and return to a comprehensive

income tax where personal income from capital is taxed at the same marginal rate as

labour income. The main reason why the Skauge committee did not recommend such

a solution was the desire to keep the personal tax rate on capital income in line with

the corporate tax rate. Because of the high international mobility of corporate invest-

ment and the difficulty of implementing residence-based taxation of corporate income,

the committee found it undesirable to raise the Norwegian corporate income tax rate.

Under a comprehensive income tax the marginal personal tax rate on capital income

would therefore have to be much higher than the corporate tax rate, even if the top

marginal personal tax rates were brought down considerably. Given the impracticality

of accruals-based taxation of capital gains on shares, accumulation of retained profits
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within the corporate sector would then be favoured by the tax system, compared to sav-

ing and investment via the open capital market. This might cause capital to be locked

into relatively unproductive investment projects in existing corporations, as was the case

before the tax reform of 1992. In addition, even under moderate inflation, full progres-

sive taxation of nominal capital income coupled with full interest deductibility would

imply overtaxation of the real return to saving and would amplify the tax subsidies to

homeownership in the likely case where a realistic rental value could not be imputed to

homeowners. Finally, reintroducing progressive capital income taxation might open the

door to tax arbitrage exploiting differences in marginal tax rates across taxpayers. Hence

the committee (except for one member) recommended to maintain the dual income tax.

A classical corporate tax system. While the Norwegian income splitting system has

failed to prevent tax avoidance by active shareholders, it has worked reasonably well for

sole proprietorships where it is much more difficult to avoid mandatory income splitting

via changes in the firm’s ownership structure. One way of coping with income shifting

might then be to maintain the splitting system for proprietors, and to impose a personal

tax on dividends and capital gains on shares to ensure a total corporate and personal

tax burden on shareholder income roughly equal to the top marginal tax rate on labour

income. In this way active shareholders would not be able to reduce their tax bill by

paying themselves shareholder income rather than managerial wages. Although such

a system would involve an additional tax burden on shareholder income compared to

other forms of capital income, this might not increase the cost of equity capital for

Norwegian companies whose shares are traded in international stock markets, since the

marginal shareholders in these companies are likely to be foreigners who are not subject

to Norwegian personal tax rules. However, the Skauge committee was concerned that

full double taxation of corporate equity income would distort investment in small and

medium-sized Norwegian companies without access to the international stock market.

The committee was aware that, in a small open economy where some shares are traded

in the international stock market whereas others are not, a tax on personal shareholder

income will not necessarily drive up the average required return on non-traded shares, as

pointed out by Apel and Södersten (1999). But as shown in the appendix to the present

paper, a personal tax on the full return to shares will systematically distort the pattern
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of risk-taking by raising the required rate of return on non-traded shares whose returns

are weakly correlated with the return on the market portfolio of shares, while reducing

the required risk premium on non-traded shares whose returns are strongly correlated

with the return on the market portfolio. Intuitively, for highly risky shares with a strong

covariance with the market portfolio, the benefit from the income insurance offered by

a symmetric tax on dividends and capital gains (with full loss offset) outweighs the fact

that the tax reduces the average net rate of return relative to the net return on safe

assets. In contrast, for shares with low riskiness the insurance effect of the tax is less

important, so the tax makes the holding of such shares less attractive. A personal tax on

the full return to shares will therefore tend to stimulate investment in small companies

whose profits vary strongly with the business cycle, at the expense of investment in small

companies with a low sensitivity to the cycle. The Skauge committee felt that it would be

hard to preserve and promote the general principles of tax neutrality in other areas of the

tax system if the committee proposed a form of double taxation of shareholder income

which would systematically distort the pattern of investment in small and medium-sized

companies. Hence the committee looked for a way of taxing corporate equity income

which would be neutral while at the same time eliminating the scope for income shifting.

3.2. A neutral shareholder income tax: the basic design

Having rejected the alternatives discussed above, the Norwegian tax reform committee

proposed instead that the income splitting system for ’active’ shareholders be replaced by

a personal tax on the equity premium, i.e., a personal tax on returns to shares in excess of

the after-tax interest rate on government bonds.6 According to the proposal, the equity

premium is included in the shareholder’s taxable capital income. The combination of

corporation tax and personal capital income tax means that corporate equity income

above the normal return to saving will be taxed at a total marginal rate which is roughly

in line with the top marginal tax rate on labour income, given the tax schedule for labour

income proposed by the committee. In principle this will eliminate the scope for income

shifting by active shareholders. The present section explains the basic design features of

this shareholder income tax and illustrates the neutrality properties of the system. The

subsequent sections will discuss further aspects of the system.
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The shareholder income tax is supposed to be levied on the equity premium on shares

in Norwegian and foreign companies owned by personal taxpayers resident in Norway.

The imputed return which is deducted from taxable shareholder income will be termed

the Rate-of-Return-Allowance, denoted RRA. The tax is levied on the realized income

from shares after deduction of the RRA. The realized income from a share consists of the

dividend plus any realized capital gain minus any realized capital loss. A realized loss

on one share may be offset against gains on other shares, and any remaining loss may

be carried forward with interest (see the detailed discussion of loss offsets in section 3.3).

The RRA is the product of the after-tax interest rate and the stepped-up basis (SUB) of

the share at the start of the year. The SUB is the sum of the original acquisition price

of the share and all the RRAs on the share not utilized in previous years. If the RRA

exceeds the realized income from the share in any given year, the unutilized part of the

RRA is thus added to the basis of the share for the following year.

A simple numerical example may illustrate the workings of these rules and demon-

strate that the shareholder income tax is in principle neutral. We consider a shareholder

who injects equity into a company at the start of year 1, receives a dividend at the end of

year 1, and a dividend or a capital gain on the share at the end of year 2. The after-tax

interest rate as well as the return to the company’s investment after corporation tax

are assumed to be 5%. We thus consider a corporate investment project which is just

barely worth undertaking in the absence of the shareholder income tax. The example

assumes that one krone retained in the corporation will ceteris paribus generate a one

krone increase in the value of shares in the company, as long as the retained profit does

not exceed the shareholder’s tax free imputed return.7 The transactions of the company

and the shareholder are as follows:

Year 1

1. Injection of equity at the start of the year 1000

2. Profit after corporation tax (5% of 1.) 50

3. Dividend 30

4. Retained profit (2.-3.) 20

5. RRA (5% of 1.) 50

6. Unutilized RRA (5.-3.) 20
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Year 2

7. Stepped-up basis of share (1.+6.) 1020

8. Profit after corporation tax (5% of (1.+4.)) 51

9. RRA (5% of 7.) 51

Scenario 1: Shares are realized at the end of year 2

10. Revenue from sale of share at the end of year 2 (1.+4.+8.) 1071

11. Stepped-up basis of share at the start of year 2 (=7.) 1020

12. RRA for year 2 (=9.) 51

13. Taxable capital gain (10.-11.-12.) 0

Scenario 2: All profits are distributed at the end of year 2

14. Dividend at the end of year 2 (4.+8.) 71

15. Total RRA (6.+9.) 71

16. Taxable dividend (14.-15.) 0

Whether the shareholder’s return takes the form of dividends or capital gains, we

see that he will end up with zero taxable income in both scenarios. Hence a corporate

investment which is marginal in the absence of the shareholder income tax will still be

marginal in the presence of the tax, i.e., the shareholder tax will leave the cost of corporate

capital unaffected.8 In particular, note that the step-up of the shareholder’s basis ensures

that a marginal corporate investment financed by retained profits is shielded from tax

at the shareholder level. Via the step-up of basis, an RRA which is not utilized in the

current year is effectively carried forward at an interest rate equal to the imputed normal

return on the stepped-up basis. A corporate investment project financed by retentions

and yielding a normal rate of return will be shielded from shareholder tax through this

carry-forward mechanism. Hence the system is neutral between financing by new equity

and financing by retained earnings.

Just as it does not distort real investment decisions, the shareholder income tax will

not distort the timing of the realization of shares, even though the capital gains tax is

deferred until the time of realization. This is illustrated by the example below, where the

shareholder at the end of year zero holds shares with a current market value above the

stepped-up basis, reflecting large capital gains accrued in the past. The shareholder may
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postpone the realization of his gain until the end of year 1 (Scenario 1), or he may realize

it immediately and invest his funds in the capital market (Scenario 2). In both cases he

is assumed to earn an expected normal rate of return equal to 5% of his wealth before

shareholder tax. In the absence of the tax he will thus be indifferent between immediate

or postponed realization of his accrued capital gain. The example shows that he will also

be equally well off in the two scenarios after the introduction of the shareholder income

tax (assumed to be levied at the 28% rate applied to capital income in Norway):

The shareholder’s status at the end of year 0

1. Stepped-up basis of share 1000

2. Market value of share 2000

Scenario 1: The share is held until the end of year 1

3. Revenue from sale of share at the end of year 1 (105% of 2.) 2100

4. RRA for year 1 (5% of 1.) 50

5. Taxable capital gain at the end of year 1 (3.-1.-4.) 1050

6. Tax on capital gain (28% of 5.) 294

7. The taxpayer’s wealth at the end of year 1 (3.-6.) 1806

Scenario 2: The share is sold at the end of year 0 and the

revenue is invested in the capital market

8. Revenue from sale of share at the end of year 0 (=2.) 2000

9. Taxable capital gain at the end of year 0 (8.-1.) 1000

10. Tax on capital gain at the end of year 0 (28% of 9.) 280

11. Funds available for investment in bonds at the start of year 1 (8.-10.) 1720

12. The taxpayer’s wealth at the end of year 1 (105% of 11.) 1806

We see that the shareholder income tax will neither encourage nor discourage the

realization of shares. In a similar way one can show that the tax will not distort the

decision to realize a loss. Like the retrospective capital gains tax proposed by Auerbach

(1991) and the generalized cash flow tax described by Auerbach and Bradford (2001), the

shareholder income tax is neutral towards realization decisions even though tax is due

only when assets are realized. As the reader may verify, the rate-of-return allowance is

crucial for this neutrality property.
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3.3. The shareholder income tax, loss offsets, and risk taking

The numerical examples above abstracted from uncertainty and risk aversion. In an

uncertain economic environment with risk averse investors, the neutrality properties of

the shareholder income tax will depend crucially on the tax treatment of losses. To ensure

the greatest possible degree of neutrality, the Skauge committee proposed a symmetric

treatment of gains and losses on shares. Just as the shareholder is liable to tax on the

excess of his realized return over the after-tax interest rate on government bonds (the

RRA), he should be allowed to record a loss for tax purposes if his realized income from

shares falls short of his opportunity cost, given by the RRA. Thus the difference between

the RRA and the realized return on shares should either be deductible against other

current income, or the shareholder should be allowed to carry his ’loss’ forward with

interest to preserve the present value of the loss offset.

The appendix analyzes the effects of such a symmetric shareholder income tax on the

required rate of return on shares when investors are risk averse. The analysis is based

on a variant of the Capital Asset Pricing Model, adapted to the context of a small open

economy like Norway. The model distinguishes between ’quoted’ shares which are traded

internationally, and ’unquoted’ shares which are only traded in the domestic market. In a

small open economy the required return on quoted shares will be given exogenously from

the world capital market and will hence be unaffected by a residence-based personal tax

on Norwegian shareholders. The question is whether the required return on the unquoted

shares issued by small and medium-sized domestic companies will also be unaffected by

a symmetric shareholder income tax with full loss offsets? If that is the case, the tax will

be fully neutral towards corporate investment decisions.

As shown in the appendix, if shareholders have well-diversified portfolios in which

unquoted shares have a small weight, the required expected after-tax rate of return on

unquoted shares (Reu) may be approximated by the equation

Reu = i+ β · Req − i (1)

where i is the RRA, i.e., the after-tax rate of interest on risk-free bonds, Req is the required

expected after-tax rate of return on quoted shares, and β is the ratio of the covariance

between Reu and R
e
q to the variance of R

e
q. Thus, the greater the covariance between R

e
u
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and Req, i.e., the more the holding of unquoted shares adds to the risk on the shareholder’s

total portfolio, the greater is the required risk premium on unquoted shares. Let reu og r
e
q

denote the required expected pre-tax returns on unquoted and quoted shares, respectively,

and let t be the rate of shareholder income tax on the equity premia reu − i and req − i.
The after-tax expected rates of return will then be given by

Reu = r
e
u − t · (reu − i) (2)

Req = r
e
b − t · req − i (3)

Substituting (2) and (3) into (1), we get

reu = i+ β · req − i (4)

The short-term interest rate i is determined by monetary policy, and the required

return req on quoted shares is exogenously given from the world market. Moreover, if σ
2
q is

the variance of req and σuq is the covariance between r
e
u and r

e
q, we have β ≡ (1−t)2σuq

(1−t)2σ2q
= σuq

σ2q
,

as shown in the appendix. It then follows that the required return on unquoted shares

will indeed be unaffected by the shareholder income tax, since t does not appear in (4).

This neutrality result assumes that shareholder portfolios are well-diversified.9 In prac-

tice the holders of shares in small companies have often invested a large proportion of

their equity in a single unquoted company, perhaps because they wish to secure full

control of the firm, or because asymmetric information and adverse selection in capital

markets make risk sharing with outside investors difficult. In this case of incomplete

diversification the shareholder income tax will have two offsetting effects on reu. On the

one hand the symmetric tax will induce risk-averse shareholders to increase their hold-

ings of quoted shares, because it reduces the volatility of the net rate of return. With

a positive covariance between the pre-tax returns on quoted and unquoted shares, the

larger holdings of quoted shares means that the holding of unquoted shares adds more

to the total risk on the taxpayer’s portfolio. This will tend to increase the required risk

premium on unquoted shares. On the other hand, the shareholder income tax also re-

duces the variability of the net return on unquoted shares, and this tends to reduce the

required risk premium.10 In the appendix I show that the latter effect will always dom-

inate, unless the returns to the two types of shares are perfectly correlated. Hence the
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required return on unqoted shares will generally fall, thereby stimulating real investment

in unquoted companies. Note that this non-neutrality is likely to be socially desirable,

since one would expect that the owners of small companies are inclined to take too little

risk from a social perspective when they have failed to diversify their portfolios.

In summary, when taxpayers have well diversified portfolios, the impact of the share-

holder income tax on reu will be negligible, and when the owners of small companies hold

a significant part of their equity in the form of unquoted shares in their own company,

the tax is likely to improve the allocation of risk.

The approximate neutrality of the shareholder income tax relies on the symmetry

of the tax: whenever the realized rate of return rA on some share A falls short of the

risk-free after-tax interest rate, the shareholder is entitled to a deduction with a present

value equal to i − rA times the stepped-up basis of the share. To ensure a maximum
degree of neutrality and to minimize the amounts to be carried forward, it might seem

natural to allow taxpayers to deduct any tax losses on individual shares against current

taxable income from other shares as well as against current ordinary income (which is

taxed at the same basic rate as shareholder income, according to the committee proposal).

The Skauge committee did indeed propose that a realized tax loss from the sale of any

individual share should be deductable against current taxable income from other shares

in the same year. However, to protect the Norwegian tax base, the committee suggested

two mild limitations on loss offsets. First, as long as the taxpayer does not realize share

A, he should not be allowed to deduct unutilized RRAs imputed to share A against his

income from some other share B. Instead, the unutilized RRA is added to the basis of

share A and is thus carried forward with a rate of return equal to the RRA. Second, if the

shareholder sells some share A with a tax loss L, he can deduct this loss against any other

taxable shareholder income Y in the same year, but if L > Y , that part of the remaining

loss L− Y which stems from unutilized RRAs should not be deductible against current

ordinary income. Instead, these remaining unutilized RRAs should be carried forward

and deducted against future shareholder income, with an interest premium equal to the

RRA. In the absence of these limitations taxpayers might use RRAs from low-yielding

shares to shield current income from high-yielding shares and current income from other

sources, and then subsequently move out of Norway before selling their high-yielding
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shares at a gain which could no longer be subjected to Norwegian tax.11

The loss offset rules proposed by the Skauge committee ensure that deductions for

tax losses preserve their present value and that the taxpayer will always obtain full loss

offset provided he earns positive taxable income from shares at some point in the future.

But taxpayers who never receive positive future shareholder income in excess of the RRA

will not be fully compensated for tax losses stemming from unutilized RRAs. In the eyes

of the committee, one has to live with this asymmetry in order to protect the Norwegian

tax base. To compensate for this (mild) limitation on loss offsets, the Skauge committee

suggested that the RRA should be set equal to the after-tax interest rate on five-year

government bonds which normally includes a slight risk premium compared to the risk-

free short term interest rate.

3.4. Debt versus equity

The shareholder income tax implies that returns to shares above the going market interest

rate will be subject to double taxation, whereas interest on debt will only be taxed once at

the ordinary capital income income tax rate. This asymmetry might induce companies

to distribute their earnings in the form of interest on debt rather than in the form of

equity income. Subordinated debt is often a close substitute for equity, and interest on

such debt typically includes a substantial risk premium. Hence it may be possible to

avoid the shareholder income tax by paying out above-normal rates of return in the form

of interest on loans from shareholders to the company.

To discourage substitution of single-taxed debt for double-taxed equity, the Skauge

committee therefore proposed that whenever the interest rate on a loan from a personal

taxpayer to a company exceeds the RRA plus a risk premium of 2-4 percentage points

(to reflect that there is no deduction for the foregone interest income in case of default

on the debt), the excess interest income should be subject to the shareholder income tax.

3.5. Distortions to the choice of organizational form?

Since the shareholder income tax can only deal with the problem of income shifting in

the corporate sector, it is necessary to maintain the income splitting system for sole

16



proprietorships and partnerships under the Norwegian dual income tax. One may ask

whether the different tax treatment of corporate and non-corporate firms will distort the

choice of organizational form? Under certain restrictive assumptions, the answer is ”no”.

Specifically, if there are no credit constraints and no risk, and if the total effective tax

rate on the labour income of active shareholders equals the effective tax rate on labour

income earned by proprietors, the tax system proposed by the Skauge committee will be

neutral between the two groups.

This may be illustrated by a simple example. Consider an entrepreneur who invests

one unit of capital in his firm. Suppose that this business capital yields a pre-tax return

equal to the pre-tax market interest rate r and that the entrepreneur’s work effort in the

firm generates additional (business) income w. Assume further that all of the after-tax

business income is retained in the firm in year 1, and that the entrepreneur sells the firm

at the end of period 2. If he organizes his firm as a proprietorship, his imputed capital

income under the income splitting system will be r times the stock of business capital

at the start of the period. This imputed return will be taxed as capital income at the

rate t, while the remaining business income will be taxed as labour income at the rate τ .

Denoting the after-tax interest rate by i ≡ r (1− t), the situation for the proprietor may
then be summarized as follows, assuming that the value of the firm at the end of year 2

equals the assets accumulated in the firm at that time:

Scenario 1: The firm is organized as a proprietorship

Year 1

1. Initial capital stock: 1

2. Business income before tax: r + w

3. Tax bill: tr + τw

4. Retained after-tax business income (2.-3.): i+ w (1− τ )

Year 2

5. Initial capital stock (1.+4.): 1 + i+ w (1− τ )

6. Business income before tax (r×(5.)+w): r [1 + i+ w (1− τ)] + w

7. Tax bill: tr [1 + i+ w (1− τ)] + τw

8. Retained after-tax business income (6.-7.): (1 + i) [i+ w (1− τ )]
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9. Revenue from sale of firm (5.+8.): (1 + i)2 + (2 + i)w (1− τ )

Suppose alternatively that the firm is organized as a corporation, and assume (in

accordance with the Skauge committee’s proposal) that the corporate tax rate and the

tax rate on shareholder income are both equal to the capital income tax rate t. Since

no shareholder income is realized in year 1, and since the entrepreneur sells his share at

the end of year 2 at a price equal to the value of the assets accumulated in the firm, his

situation will be the following, given that the Rate-of-Return Allowance imputed to the

shares equals the after-tax interest rate i:

Scenario 2: The firm is organized as a corporation

Year 1

10. Initial capital stock = initial basis of shares: 1

11. Business income before tax: r + w

12. Corporate income tax bill: t (r + w)

13. Retained after-tax business income (11.-12.): i+ w (1− t)

Year 2

14. Initial capital stock (10.+13.): 1 + i+ w (1− t)
15. Basis of shares at the start of the year: 1 + i

16. Business income before tax (r×(14.)+w): r [1 + i+ w (1− t)] + w
17. Corporate income tax: t {r [1 + i+ w (1− t)] + w}
18. Retained after-tax business income (16.-17.): (1 + i) [i+ w (1− t)]
19. Capital stock at the end of the year

= revenue from sale of shares (14.+18.): (1 + i)2 + (2 + i)w (1− t)
20. Basis of shares at the end of the year: (1 + i)2

21. Shareholder income tax (t×(19.-20.)): t (2 + i)w (1− t)
22. Net revenue from sale of shares (19.-21.): (1 + i)2 + (2 + i)w (1− t)2

Comparing the net revenues in lines 9. and 22., we see that the entrepreneur will be

equally well of under the two organizational forms if (1− t)2 = 1− τ . As the reader may

easily verify, this is equivalent to the condition
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t+ t (1− t) = τ (5)

The magnitude on the left-hand side of (5) is the sum of the corporate tax and the

shareholder income tax on labour income earned within a corporation. If this is equal

to the tax rate τ on the imputed labour income of proprietors, the tax system will be

neutral towards the choice of organizational form. Given the tax rates proposed by the

Skauge committee, condition (5) will be roughly met. Note from lines 3. and 12. that

since t < τ under the dual income tax, the proprietor’s tax bill is front-loaded relative to

the tax bill of the owner of a corporation. More generally, the timing of tax payments

will differ under the two organizational forms. Hence the tax neutrality result only holds

in the absence of liquidity constraints.

But even if there are no credit constraints, the neutrality result breaks down once

we allow for risk. When business income fluctuates, the average effective tax rate τ

on the proprietor’s imputed labour income will vary with the level of income, due to

the progressive tax schedule. By contrast, under the corporate organizational form the

entrepreneur can engage in averaging of taxable income by appropriate timing of the

realization of his shareholder income, thereby exploiting the rate-of-return allowance to

the greatest possible extent. Since the proprietor has no similar opportunity for income

averaging, he will tend to have a higher average tax rate over time than the active

shareholder, even if (5) is met in a ’normal’ year. Under risk neutrality the proposed tax

system will thus tend to favour the corporate form of organization. With risk aversion the

situation becomes more complex, since entrepreneurs must then trade off the additional

income insurance offered by the proprietor’s progressive tax schedule against the higher

average burden of taxation imposed on proprietors relative to active shareholders.

Except in unrealistic circumstances, we see that the combination of the shareholder

income tax and the income splitting system for proprietorships will tend to distort the

choice of organizational form. As a long run measure, the Skauge committee therefore

proposed to replace the income splitting system for proprietors and partnerships by tax

rules closely resembling the rules for corporate firms. According to the committee’s

suggestions, the imputed return to business assets will still be taxed as capital income,

but the residual business income will be taxed as labour income only to the extent that
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it is distributed from the firm to the owner. Thus residual business income retained in

non-corporate firms will only be taxed at the corporate tax rate.12 Via the timing of

retained profits, the owners of non-corporate firms will then be able to engage in income

averaging in the same way as active shareholders.

4. The shareholder income tax versus other forms of neutral cap-

ital income taxation

The shareholder income tax is based on the familiar idea that a capital income tax

which allows a deduction for the opportunity cost of finance will be neutral. It is well

known that a corporate income tax which allows corporations a full deduction for true

economic depreciation and for the cost of finance leaves the user cost of capital unchanged

(see King (1975), for example). In a context without uncertainty, Boadway and Bruce

(1984) discovered that this neutrality result also holds when depreciation for tax purposes

deviates from true economic depreciation, provided corporations are allowed to deduct

an imputed market rate of interest on the remaining book value of the assets recorded

in their tax accounts. In that case the current tax saving from accelerated depreciation

will be exactly offset by a fall in future rate-of-return allowances of equal present value,

so the timing of depreciation allowances will have no effect on the cost of capital.

The Boadway-Bruce neutrality result provided the intellectual foundation for the

socalled ACE system (Allowance for Corporate Equity) proposed by the Capital Taxes

Group of the Institute for Fiscal Studies (1991) and by Devereux and Freeman (1991).

Under this system corporations may deduct an imputed rate of return on their equity

along with their interest expenses. The ACE system was actually implemented in Croatia

from 1994 to the beginning of 2001 (see Rose and Wiswesser (1998) and Keen and King

(2001)), and two government committees recently proposed the ACE as a model for taxing

the rents earned in the petroleum sectors in Denmark and Norway (see Lund (2002a)).

While Boadway and Bruce (1984) abstracted from risk, the contributions by Fane

(1987) and Bond and Devereux (1995) showed that the Boadway-Bruce neutrality result

carries over to a setting with uncertainty. A main point made in these contributions is

that even though other corporate cash flows are risky, the allowance for corporate equity
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should be equal to the risk-free rate of interest, provided the deduction is perfectly certain.

This is a parallel to the result derived in the appendix that a shareholder income tax

with an RRA equal to the risk-free interest rate will ensure (approximate) investment

neutrality.

Policy makers have had difficulties understanding why a rate-of-return allowance for

equity should not include a risk premium, given that the equity premium observed in the

stock market is on average positive and quite substantial. Following Lund (2002a and

2002b, pp. 483-484), we may explain this seemingly counterintuitive result as follows.

We know that the cash flow tax proposed by Brown (1948) and many others is neutral

even under uncertainty, because it effectively makes the government a silent partner in

all investment projects, sharing symmetrically in all gains and losses.13 A cash flow tax

allows full expensing of investment, generating an immediate tax reduction equal to the

tax rate τ times the investment outlay K. Alternatively one might allow investors to

deduct in all future periods a rate of return RRA on the initial investment outlay. If

the future tax reductions due to the rate-of-return allowances accrue with certainty, they

should be discounted at the risk-free interest rate i. Hence their net present value will

be NPV=τRRA·K/i. If we set RRA=i, we then get NPV=τK, indicating that a rate-
of-return allowance equal to the risk-free rate is sufficient to ensure equivalence with the

neutral cash flow tax, even if the other cash flows associated with the investment are

uncertain. As this reasoning shows, the key to the determination of the deductible rate

of return is the degree of certainty with which the reductions in future tax occur. If the

tax savings are not quite certain due to limitations on loss offsets, there is a case for

including a risk premium in the RRA, but in principle the size of that premium should

reflect the uncertainty attached to the value of the deduction and not the uncertainty

associated with the other cash flows of the firm.

While previous writers have proposed that a rate-of-return allowance be granted at

the corporate level based on the asset values recorded in corporate tax accounts, a main

innovation of the shareholder income tax suggested in this paper is that the RRA is

granted at the level of domestic personal shareholders, based on the (stepped-up) value

of their shareholdings. There are two separate policy choices involved here. The most

fundamental choice is whether to offer the allowance to corporations or to shareholders.
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If the allowance is granted to shareholders, the second choice is whether the basis for the

allowance should be the book value of corporate assets or the value of the shares.

There were two main reasons why the Norwegian tax reform committee did not rec-

ommend an equity allowance at the corporate level. First, an ACE system is a form of

progressive corporate income tax imposing a relatively high average tax rate on highly

profitable firms, especially if the corporate tax rate on taxable profits has to be raised in

order to offset the revenue loss from the rate-of-return allowance. Highly profitable firms

are often multinationals which bring important intangible assets to the countries where

they invest, and it was not deemed to be in Norway’s interest to introduce a tax system

that might deter such investors.14 Second, for Norwegian subsidiaries of parent companies

headquartered in countries offering a foreign tax credit for corporate taxes paid in Nor-

way, the rate-of-return allowance would not stimulate the incentive to invest in Norway

but would just transfer revenue from the Norwegian to the foreign governments.

The Skauge committee therefore came down in favour of double tax relief at the

shareholder level. The committee was aware that a rate-of-return allowance to Nor-

wegian residents will not significantly affect the cost of equity finance for widely held

companies whose shares are traded internationally, but as already mentioned it felt that

an allowance is needed to avoid distortions to the cost of equity finance for small and

medium-sized companies without access to the international stock market (see the ap-

pendix for a theoretical justification of this view).

When the allowance is granted to shareholders rather than corporations, it seems most

natural to calculate it on the basis of share values rather than imputing a proportion of the

value of corporate assets to each individual shareholder. To be sure, the latter procedure

would have the advantage of offsetting the distortions to investment decisions implied

by deviations between true economic depreciation and depreciation for tax purposes,

as Boadway and Bruce (1984) pointed out. On the other hand, the assets recorded in

corporate tax accounts often do not include the firm’s intangible assets, whereas the

value of intangibles will be reflected in the shareholder’s acquisition price when he buys

a share. The recorded acquisition prices of shares thus provide a broader and potentially

more neutral basis for calculating the RRA. Moreover, if double tax relief were based on

corporate book values, it would be very difficult to require foreign companies to provide
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the information on asset values necessary for calculating the RRAs for Norwegian holders

of foreign shares. In practice the rate-of-return allowance would then only be granted

to holders of domestic shares, but this might violate Norway’s international obligation

not to impose tax obstacles on the free flow of capital between Norway and the EU. By

contrast, it should be easier for Norwegian taxpayers to document the acquisition price

of their foreign shares for the purpose of obtaining the RRA.

In summary, the shareholder income tax recently suggested by the Norwegian tax

reform committee has a number of attractive neutrality properties, compared to other

proposed solutions to the problems of income shifting and double taxation of corporate

equity income. Time will tell whether these attractions are sufficient to persuade policy

makers in Norway and elsewhere to adopt the shareholder income tax.

APPENDIX

SHAREHOLDER INCOME TAXATION

IN A SMALL OPEN ECONOMY

This appendix analyzes the effects of shareholder income taxation on the required

returns to shares in a small open economy. The same issue was studied by Apel and

Södersten (1999), but while they used a mean-variance framework and did not consider

the effects of a rate-of-return allowance (RRA), I will use a variant of the Capital Asset

Pricing Model to derive the effects of a shareholder income tax with and without an

RRA.

The model

Like Apel and Södersten, I distinguish between shares which are traded in the inter-

national stock market (’quoted shares’) and shares which are only traded domestically

(’unquoted shares’). The representative investor invests a fraction vu of his initial wealth

Vo in unquoted shares yielding an uncertain after-tax rate of return Ru, while placing a

fraction vq of his wealth in quoted shares at a risky net rate of return Rq. The remaining

fraction of initial wealth is invested in risk-free bonds paying an after-tax interest rate i.

The investor’s wealth V at the end of the period will then be
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V = [1 + vuRu + vqRq + (1− vu − vq) i]Vo (A.1)

yielding utility U(V ), where U � > 0 and U �� < 0. Taking a second-order Taylor expansion

of the utility function around the expected end-of-period wealth V e, we have

U(V ) ≈ U(V e) + U � · (V − V e) + U
��

2
· (V − V e)2 (A.2)

From (A.1) and (A.2) it follows that the expected utility of the investor’s end-of-period

wealth is approximately given by

E [U(V )] = U(V e) +
U ��

2
· (V − V e)2

= U( 1 + vuR
e
u + vqR

e
q + (1− vu − vq) i Vo) +

U ��

2
· v2uσ2u + v2qσ2q + 2vuvqσuq (A.3)

where Reu and R
e
q are the expected net rates of return on unquoted and quoted shares, re-

spectively; σ2u and σ
2
q are the variances of these rates of return, and σuq is their covariance.

Given the expected rates of return and the risk characteristics of the three asset types,

the investor chooses his portfolio shares vu and vq so as to maximize his expected utility.

From (A.3) one finds that the first-order conditions for the solution to this problem may

be written as

Reu = i+ ρVo vuσ
2
u + vqσuq (A.4)

Req = i+ ρVo vqσ
2
q + vuσuq (A.5)

where ρ ≡ −U ��/U � is the coefficient of absolute risk aversion.

A shareholder income tax without a rate-of-return allowance

Suppose the government levies a symmetric residence-based personal tax at the rate

t on all returns to shares. If rj and r
e
j are the actual and expected pre-tax returns to

shares of type j, we then have

Rj = (1− t) rj, Rej = (1− t) rej , j = u, q (A.6)

24



σ2j ≡ E Rj −Rej 2
= (1− t)2 σ2j , j = u, q (A.7)

σuq ≡ E (Ru −Reu) Rq −Req = (1− t)2 σ2uq (A.8)

where σ2j and σuq are the variances and the covariance of the pre-tax rates of return,

respectively. Inserting (A.6) through (A.8) into (A.4) and (A.5), we find

reu =
i

1− t + ρ (1− t)Vo vuσ2u + vqσuq (A.9)

req =
i

1− t + ρ (1− t)Vo vqσ2q + vuσuq (A.10)

The required expected rate of return req on quoted shares is exogenously given from

the world market and hence unaffected by the shareholder income tax. To see how the tax

affects the required expected return reu on unquoted shares, we solve (A.10) for ρ (1− t)Vo
and insert the result into (A.9) to get

reu = 1− β
i

1− t + βreq , β ≡ vuσ
2
u + vqσuq

vqσ2q + vuσuq
(A.11)

The variable β in (A.11) may be either smaller or greater than unity, so a shareholder

income tax without a rate-of-return allowance will not necessarily drive up the required

return on unquoted shares, as already pointed out by Apel and Södersten (1999). To

provide some intuition for this result, consider an investor with a well-diversified portfolio

where unquoted shares carry a relatively small weight. In this case where vu → 0, it

follows from the definition given in (A.11) that β → σuq/σ
2
q. The variance of the return

on the ’market portfolio’ tends towards σ2q when vu → 0. Our variable β then becomes

roughly equal to the ’beta’ known from the conventional Capital Asset Pricing Model.

For unquoted shares with a relatively high covariance with the market portfolio (β > 1),

the required risk premium will be high, because the holding of such shares adds to the

aggregate risk on the investor’s portfolio. For such risky shares the benefit from the

income insurance offered by a symmetric shareholder income tax (with full loss offset)

outweighs the fact that the tax reduces the average net rate of return relative to the net

return on safe assets. Accordingly, we see from (A.11) that the tax will reduce the required
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return on unquoted shares when β > 1. Conversely, for unquoted shares with a relatively

low β (<1), the tax will drive up the required return. Thus a shareholder income tax

without a rate-of-return allowance will tend to stimulate investment in companies whose

profits vary strongly with the business cycle, at the expense of investment in companies

with a low sensitivity to the cycle.

Introducing a rate-of-return allowance

Consider next a shareholder income tax levied only on the equity premium, defined

as the excess of the rate of return on shares over the after-tax interest rate on risk-free

bonds. In this case the actual and expected after-tax returns on shares will be

Rj = rj − t (rj − i) , Rej = r
e
j − t rej − i , j = u, q (A.12)

whereas the variances and the covariance of the net rates of return will still be given by

(A.7) and (A.8), as the reader may easily verify. Substitution of (A.7), (A.8) and (A.12)

into (A.4) and (A.5) then yield

reu = i+ ρ (1− t)Vo vuσ2u + vqσuq (A.13)

req = i+ ρ (1− t)Vo vqσ2q + vuσuq (A.14)

Two neutrality results

It follows directly from (A.13) and (A.14) that a shareholder income tax with an

RRA will have no impact on the required return to unquoted shares in the absence of

uncertainty (σ2u = σ2uq = 0) or when investors are risk-neutral (ρ = 0). This confirms the

neutrality result illustrated by our numerical example in section 3.2.

In the presence of uncertainty and risk aversion, we find by substituting (A.14) into

(A.13) that

reu = i+ β · req − i (A.15)

where β is defined in (A.11). Recall that when portfolios are well-diversified, we have

β → σuq/σ
2
q. Thus it follows from (A.15) that a shareholder income tax with a rate-of-

return allowance will have a negligible impact on the required return on unquoted shares
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when these shares only carry a small weight in investor portfolios. This is the basis for

the claim made in this paper that the tax will be approximately neutral when investors

are well-diversified.

Note that the neutrality result in (A.15) does not require the coefficient of absolute risk

aversion (ρ) to be constant. However, in the analysis below we will make the simplifying

assumption that ρ is indeed constant.

General equilibrium

To analyze the case where investors are less well diversified, it is useful to move from

the level of the individual investor to the macro level. If K is the aggregate capital stock

invested in unquoted companies at the start of the period; π is the rate of profit on this

capital stock (after payment of corporation tax), and q is the ratio of the market value to

the replacement value of the capital stock (Tobin’s average q for unquoted companies),

we have

ru =
π

q
, reu =

πe

q
(A.16)

σ2u ≡ E (ru − reu)2 =
σ2π
q2
, σπq ≡ E (ru − reu) rq − req =

σπq
q

(A.17)

where σ2π is the variance of π, σπq is the covariance between π and rq, and πe is the

expected profit rate. The specification of ru in (A.16) assumes that corporate profits

generate shareholder income either in the form of dividends or in the form of capital

gains on shares. At the macro level we have vu ≡ qK/Vo and vq ≡ Sq/Vo, where Sq

denotes the aggregate stock of quoted shares held by domestic residents. Using these

definitions along with (A.16) and (A.17), we may rewrite (A.13) and (A.14) as

πe = iq + ρ (1− t) Kσ2π + Sqσπq (A.18)

req = i+ ρ (1− t) Sqσ2q +Kσπq (A.19)

In the short run considered here, the initial capital stock in unquoted companies is

predetermined. Moreover, πe is given by the state of expectations, i is determined by
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monetary policy, and req is exogenously given from abroad. However, even in the short

run investors can adjust their aggregate holdings of quoted shares by buying or selling in

the international stock market. Equation (A.19) then determines the equilibrium value

of Sq, and subsequently we may insert the solution for Sq into (A.18) to find the short

run equilibrium value of q (and hence the value of reu ≡ πe/q). If a rise in the tax rate t

reduces the value of q, it will drive up reu, thereby reducing the real investment activity

of unquoted companies over time. Using (A.1), (A.16) through (A.19) and the formula

for the coefficient of correlation c, one can show that

dreu
dt
= −r

e
u

q
· dq
dt
=

vur
e
uρσ

2
u

i (1 +Re)
c2 − 1 ≤ 0, (A.20)

vu ≡ qK/Vo, ρ ≡ ρV e, Re ≡ vuReu + vqReq + (1− vu − vq) i, c ≡ σuq
σqσu

where ρ is the coefficient of relative risk aversion, measured at the representative investor’s

level of expected end-of-period wealth; and Re is the average expected after-tax rate of

return on the aggregate portfolio held by domestic investors. Since the coefficient of

correlation c cannot exceed 1 numerically, the expression in (A.20) is non-positive and

generally negative. Thus the shareholder income tax will generally tend to reduce the

required return to unquoted shares, as we explained in section 3.3. However, note that

(A.20) is consistent with our earlier neutrality result: if the market value of the assets

invested in unquoted firms is small relative to aggregate investor wealth so that vu is

close to zero, dre/dt will also be close to zero, and the shareholder income tax will be

approximately neutral towards real investment decisions.

NOTES

* This paper is based on my work in the Norwegian government tax reform committee

of 2002. I wish to thank the members of the committee and its secretariat for inspiring

discussions. I am also grateful to Diderik Lund and Guttorm Schjelderup for insightful

comments. Any remaining errors or shortcomings are my own responsibility. The activ-

ities of the Economic Policy Research Unit (EPRU) are supported by a grant from the

Danish National Research Foundation.
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1. Combining OECD Revenue Statistics and National Accounts, Carey and Rabesona

(2002) estimate average effective tax rates on capital income and labour income. They

find that in many countries preferential tax arrangements for household capital income

significantly reduce the overall effective tax rate on income from capital while increasing

the estimated effective tax rate on labour income.

2. The Nordic countries also include most social security transfers in the base for the

progressive surtax.

3. Andersson et al. (1998) provide more details on the ambitious business tax reforms in

Norway and the other Nordic countries in the early 1990s.

4. While this paper focuses only on Norway, Hagen and Sørensen (1998) and Lindhe,

Södersten and Öberg (2001) offer a comparative analysis of the taxation of firms with

active owners in the various Nordic countries.

5. The empirical study by Fjærli and Lund (2001) indicates that the desire to mini-

mize tax bills has had a strong effect on the form in which active owners of Norwegian

corporations have chosen to take out cash from the firm.

6. The proposed shareholder income tax is in fact rather similar to the current Swedish

tax rules for holders of shares in companies which are not listed on the stock exchange.

However, because the Swedish tax rules favour unquoted companies relative to quoted

companies, they are non-neutral towards real investment incentives, in contrast to the

proposal described in this paper. See Sørensen (2003) for an analysis of the Swedish rules

compared to the rules proposed for Norway.

7. This is reasonable: as long as retentions do not trigger any current capital gains tax

and do not generate any future dividend tax at the time of distribution, there will be no

tax capitalization effects on share values.

8. For the moment, we are implicitly assuming risk neutrality or abstracting from uncer-

tainty. We will deal with uncertainty and risk aversion in the next section.

9. In a model of a closed economy with well diversified consumers, Gordon (1985) also

finds that a capital income tax which exempts the risk free rate of return will be neu-

tral, provided tax revenues are transferred back to taxpayers in a lump sum manner.

By contrast, the neutrality result in the open-economy model set up in Sørensen (2003)

implicitly assumes that tax revenues are used to finance public goods which enter in-
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vestor utility functions in an additively separable manner. On this assumption Gordon’s

closed-economy model would predict that a symmetric tax on the equity premium will

stimulate investment in risky assets by reducing uncertainty regarding private consump-

tion possibilities.

10. This tendency of a symmetric tax on the equity premium to stimulate risk taking is

well known from the literature. See Sandmo (1977 and 1989).

11. The committee’s proposals imply that separate accounts must be kept for each of

the taxpayers’ shares in each company. For such a system to be manageable, it must

be based on a central shareholder register recording the acquisition and sale of shares

and the payment of dividends by companies. With such a register, which was already

planned in Norway before the tax reform committee was established, the tax liability on

each share may be calculated on a computerized basis.

12. In Denmark and Sweden similar tax rules for proprietors already exist.

13. The neutrality of the cash flow tax holds only when the tax rate is constant over

time, as stressed by Sandmo (1979). Neutrality also requires that the investor’s function

for valuation of risky cash flows satisfies the property of value additivity, as defined by

Fane (1987). Value additivity holds for any valuation model in financial theory such as

the CAPM, the APT, and option valuation models.

14. This is essentially the critique raised by Bond (2000) against the ACE system. Simi-

lar concerns seem to have put an end to the recent Italian experiment with a progressive

(dual) business income tax. See Bordignon, Giannini and Panteghini (2001) for a discus-

sion of the Italian dual business income tax.

REFERENCES

Andersson, K., V. Kanniainen, J. Södersten and P.B. Sørensen (1998), "Corporate tax

policy in the Nordic countries", in P.B. Sørensen (ed.), Tax Policy in the Nordic Coun-

tries, Macmillan Press.

Apel, M. and J. Södersten (1999), "Personal taxation and investment incentives in a

small open economy", International Tax and Public Finance, 6, 79-88.

Atkinson, A.B. and A. Sandmo (1980), ”Welfare implications of the taxation of savings”,

Economic Journal, 90, 529-549.

30



Auerbach, A. (1991), ”Retrospective capital gains taxation”, American Economic Review,

81, 167-178.

Auerbach, A. and D. Bradford (2001), ”Generalized cash flow taxation”, NBER Working

Paper 8122.

Boadway, R. and N. Bruce (1984), ”A general proposition on the design of a neutral

business tax”, Journal of Public Economics, 58, 57-71.

Bond, S. (2000), ”Levelling up or levelling down? Some reflections on the ACE and CBIT

proposals, and the future of the corporate tax base”, in S. Cnossen (ed.), Taxing Capital

Income in the European Union - Issues and Options for Reform, Oxford University Press.

Bond, S. and M.P. Devereux (1995), "On the design of a neutral business tax under

uncertainty", Journal of Public Economics, 58, 57-71.

Bordignon, M., S. Giannini and P. Panteghini (2001), ”Reforming business taxation:

lessons from Italy?”, International Tax and Public Finance, 8, 191-210.

Brown, E.C. (1948), ”Business income, taxation, and investment incentives”, in L.A.

Metzler et al. (eds.), Income, Employment, and Public Policy: Essays in Honour of

Alvin H. Hansen, New York: Norton.

Cnossen, S. (1995), ”Towards a new tax covenant”, De Economist, 143, 285-315.

Cnossen, S. (2000), ”Taxing capital income in the Nordic countries: a model for the

European Union?”, in S. Cnossen (ed.), Taxing Capital Income in the European Union -

Issues and Options for Reform, Oxford University Press.

Devereux, M.P. and H. Freeman (1991), "A general neutral profits tax", Fiscal Studies,

12, 1-15.

Fane, G. (1987), ”Neutral taxation under uncertainty”, Journal of Public Economics, 33,

95-105.

Fjærli, E. and D. Lund (2001), ”The choice between owner’s wages and dividends under

the dual income tax”, Finnish Economic Papers, 14, 104-119.

Gordon, R.H. (1985), ”Taxation of corporate capital income: tax revenues versus tax

distortions”, Quarterly Journal of Economics, 100, 1-27.

Hagen, K.P. and P.B. Sørensen (1998), "Taxation of income from small businesses: tax-

ation principles and tax reforms in the Nordic countries", in P.B. Sørensen (ed.), Tax

Policy in the Nordic Countries, Macmillan Press.

31



Institute for Fiscal Studies (1991), Equity for Companies: A Corporation Tax for the

1990s, A Report of the IFS Capital Taxes Group. London: The Institute for Fiscal

Studies, Commentary 26.

Keen, M. and J. King (2001), ”The Croatian profit tax: an ACE in practice”, mimeo,

Fiscal Affairs Department, International Monetary Fund, Washington, D.C.

King, M.A. (1975), ”Taxation, corporate financial policy and the cost of capital: a com-

ment”, Journal of Public Economics, 4, 271-79.

King, M.A. (1980), "Savings and taxation", in G.A. Hughes and G.M. Heal (eds.), Public

Policy and the Tax System, Allen & Unwin.

Lindhe, T., J. Södersten and A. Öberg (2001), "Economic effects of taxing closed cor-

porations under a dual income tax", Working Paper No. 2001:16, Uppsala University,

Department of Economics.

Lund, D. (2002a), ”Petroleum tax reform proposals in Norway and Denmark”, Energy

Journal, 23, 37-56.

Lund, D. (2002b), ”Taxation, uncertainty, and the cost of equity”, International Tax and

Public Finance, 9, 483-504.

Nielsen, S.B. and P.B. Sørensen (1997), "On the optimality of the Nordic system of dual

income taxation", Journal of Public Economics, 63, 311-329.

Rose, M. and R. Wiswesser (1998), ”Tax reform in transition economies: experiences from

the Croatian tax reform process of the 1990s”, in P.B. Sørensen (ed.), Public Finance in

a Changing World, Macmillan Press.

Sandmo, A. (1977), ”Portfolio theory, asset demand and taxation: Comparative statics

with many assets”, Review of Economic Studies, 44, 369-379.

Sandmo, A. (1979), ”A note on the neutrality of the cash flow corporation tax”, Eco-

nomics Letters, 4, 173-176.

Sandmo, A. (1989), ”Differential taxation and the encouragement of risk taking”, Eco-

nomics Letters, 31, 55-59.

Skatteutvalget (2003), Forslag til endringer i skattesystemet, NOU 2003:9, Finansdeparte-

mentet, Oslo.

Sørensen, P.B. (1994), ”From the global income tax to the dual income tax: recent tax

reforms in the Nordic countries”, International Tax and Public Finance, 1, 57-80.

32



Sørensen, P.B. (2003), "Neutral taxation of shareholder income in small open economies",

Working Paper, Economic Policy Research Unit, University of Copenhagen.

33



CESifo Working Paper Series
(for full list see www.cesifo.de)

________________________________________________________________________

973 Alessandro Cigno and Annalisa Luporini, Scholarships or Student Loans? Subsidizing
Higher Education in the Presence of Moral Hazard, June 2003

974 Chang Woon Nam, Andrea Gebauer and Rüdiger Parsche, Is the Completion of EU
Single Market Hindered by VAT Evasion?, June 2003

975 Michael Braulke and Giacomo Corneo, Capital Taxation May Survive in Open
Economies, July 2003

976 Assar Lindbeck, An Essay on Welfare State Dynamics, July 2003

977 Henrik Jordahl and Luca Micheletto, Optimal Utilitarian Taxation and Horizontal
Equity, July 2003

978 Martin D. D. Evans and Richard K. Lyons, Are Different-Currency Assets Imperfect
Substitutes?, July 2003

979 Thorsten Bayindir-Upmann and Frank Stähler, Market Entry Regulation and
International Competition, July 2003

980 Vivek Ghosal, Firm and Establishment Volatility: The Role of Sunk Costs, Profit
Uncertainty and Technological Change, July 2003

981 Christopher A. Pissarides, Unemployment in Britain: A European Success Story, July
2003

982 Wolfgang Buchholz, Richard Cornes, and Wolfgang Peters, On the Frequency of
Interior Cournot-Nash Equilibria in a Public Good Economy, July 2003

983 Syed M. Ahsan and Panagiotis Tsigaris, Choice of Tax Base Revisited: Cash Flow vs.
Prepayment Approaches to Consumption Taxation, July 2003

984 Campbell Leith and Jim Malley, A Sectoral Analysis of Price-Setting Behavior in US
Manufacturing Industries, July 2003

985 Hyun Park and Apostolis Philippopoulos, Choosing Club Membership under Tax
Competition and Free Riding, July 2003

986 Federico Etro, Globalization and Political Geography, July 2003

987 Dan Ariely, Axel Ockenfels and Alvin E. Roth, An Experimental Analysis of Ending
Rules in Internet Auctions, July 2003

http://www.cesifo.de.)/


988 Paola Conconi and Carlo Perroni, Self-Enforcing International Agreements and
Domestic Policy Credibility, July 2003

989 Charles B. Blankart and Christian Kirchner, The Deadlock of the EU Budget: An
Economic Analysis of Ways In and Ways Out, July 2003

990 M. Hasham Pesaran and Allan Timmermann, Small Sample Properties of Forecasts
from Autoregressive Models under Structural Breaks, July 2003

991 Hyun Park, Apostolis Philippopoulos and Vangelis Vassilatos, On the Optimal Size of
Public Sector under Rent-Seeking competition from State Coffers, July 2003

992 Axel Ockenfels and Alvin E. Roth, Late and Multiple Bidding in Second Price Internet
Auctions: Theory and Evidence Concerning Different Rules for Ending an Auction, July
2003

993 Pierre Salmon, The Assignment of Powers in an Open-ended European Union, July
2003

994 Louis N. Christofides and Chen Peng, Contract Duration and Indexation in a Period of
Real and Nominal Uncertainty, July 2003

995 M. Hashem Pesaran, Til Schuermann, Björn-Jakob Treutler, and Scott M. Weiner,
Macroeconomic Dynamics and Credit Risk: A Global Perspective, July 2003

996 Massimo Bordignon and Sandro Brusco, On Enhanced Cooperation, July 2003

997 David F. Bradford, Addressing the Transfer-Pricing Problem in an Origin-Basis X Tax,
July 2003

998 Daniel Gros, Who Needs Foreign Banks?, July 2003

999 Wolfram Merzyn and Heinrich W. Ursprung, Voter Support for Privatizing Education:
Evidence on Self-Interest and Ideology, July 2003

1000 Jo Thori Lind, Fractionalization and the Size of Government, July 2003

1001 Daniel Friedman and Donald Wittman, Litigation with Symmetric Bargaining and Two-
Sided Incomplete Information, July 2003

1002 Matthew Clarke and Sardar M. N. Islam, Health Adjusted GDP (HAGDP) Measures of
the Relationship Between Economic Growth, Health Outcomes and Social Welfare, July
2003

1003 Volker Grossmann, Contest for Attention in a Quality-Ladder Model of Endogenous
Growth, August 2003

1004 Marcel Gérard and Joan Martens Weiner, Cross-Border Loss Offset and Formulary
Apportionment: How do they affect multijurisdictional firm investment spending and
interjurisdictional tax competition ?, August 2003



1005 Burkhard Heer, Nonsuperneutrality of Money in the Sidrauski Model with Heterogeous
Agents, August 2003

1006 V. Anton Muscatelli, Piergiovanna Natale, and Patrizio Tirelli, A Simple and Flexible
Alternative to the Stability and Growth Pact Deficit Ceilings. Is it at hand?, August
2003

1007 Reto Foellmi and Josef Zweimüller, Inequality and Economic Growth: European Versus
U.S. Experiences, August 2003

1008 James S. Costain and Michael Reiter, Business Cycles, Unemployment Insurance, and
the Calibration of Matching Models, August 2003

1009 Marco Runkel, Optimal Contest Design when the Designer’s Payoff Depends on
Competitive Balance, August 2003

1010 Donald O. Parsons, Torben Tranaes and Helene Bie Lilleør, Voluntary Public
Unemployment Insurance, August 2003

1011 Rüdiger Pethig and Andreas Wagener, Profit Tax Competition and Formula
Apportionment, August 2003

1012 Johan Willner, Privatisation and Public Ownership in Finland, August 2003

1013 Seppo Kari and Jouko Ylä-Liedenpohja, Taxation and Valuation of International Real
Investments, August 2003

1014 James Heckman, Rosa Matzkin and Lars Nesheim, Simulation and Estimation of
Hedonic Models, August 2003

1015 Biswa N. Bhattacharyay, Towards a Macro-Prudential Leading Indicators Framework
for Monitoring Financial Vulnerability, August 2003

1016 J. Stephen Ferris and Stanley L. Winer, Searching for Keynes: With Application to
Canada, 1870-2000, August 2003

1017 Massimo Bordignon, Luca Colombo and Umberto Galmarini, Fiscal Federalism and
Endogenous Lobbies’ Formation, August 2003

1018 Annette Alstadsæter, The Dual Income Tax and Firms’ Income Shifting through the
Choice of Organizational Form and Real Capital Investments, August 2003

1019 Peter Fredriksson and Bertil Holmlund, Optimal Unemployment Insurance Design:
Time Limits, Monitoring, or Workfare?, August 2003

1020 Kashif S. Mansori, Following in their Footsteps: Comparing Interest Parity Conditions
in Central European Economies to the Euro Countries, August 2003

1021 Christoph Borgmann and Matthias Heidler, Demographics and Volatile Social Security
Wealth: Political Risks of Benefit Rule Changes in Germany, August 2003



1022 Kjell Erik Lommerud, Bjørn Sandvik and Odd Rune Staume, Good Jobs, Bad Jobs and
Redistribution, August 2003

1023 Patrick Karl O’Brien, The Governance of Globalization: The Political Economy of
Anglo-American Hegemony, 1793-2003, September 2003

1024 Antonio Ciccone and Giovanni Peri, Skills’ Substitutability and Technological Progress:
U.S. States 1950-1990, September 2003

1025 Bjørn Sandvik, Optimal Taxation and Normalisations, September 2003

1026 Massimo Bordignon and Gilberto Turati, Bailing Out Expectations and Health
Expenditure in Italy, September 2003

1027 José A. Herce, Namkee Ahn, Ricard Génova, and Joaquín Pereira, Bio-Demographic
and Health Aspects of Ageing in the EU, September 2003

1028 John Komlos and Marieluise Baur, From the Tallest to (One of) the Fattest: The
Enigmatic Fate of the American Population in the 20th Century, September 2003

1029 Stefan Napel and Mika Widgrén, Bargaining and Distribution of Power in the EU’s
Conciliation Committee, September 2003

1030 Kai Li and Dale J. Poirier, Relationship Between Maternal Behavior During Pregnancy,
Birth Outcome, and Early Childhood Development: An Exploratory Study, September
2003

1031 Ivar Ekeland, James J. Heckman, and Lars Nesheim, Identifcation and Estimation of
Hedonic Models, September 2003

1032 Kjetil Bjorvatn and Alexander W. Cappelen, Decentralization and the Fate of
Minorities, September 2003

1033 Lars-Erik Borge and Jørn Rattsø, The Relationships Between Costs and User Charges:
The Case of a Norwegian Utility Service, September 2003

1034 Maureen Were and Nancy N. Nafula, An Assessment of the Impact of HIV/AIDS on
Economic Growth: The Case of Kenya, September 2003

1035 A. Lans Bovenberg, Tax Policy and Labor Market Performance, September 2003

1036 Peter Birch Sørensen, Neutral Taxation of Shareholder Income: A Norwegian Tax
Reform Proposal, September 2003


	Abstract

