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Introduction

Generally, a corporate income tax system allows a deduction of interest payments on the corporate tax base. Dividends however, are not deductible when determining taxable profits. This creates an economic distortion in the financial structure of corporations. If only interest is deductible from the tax base, than corporations will finance investment with debt. This leads to an excessive use of debt and the deductible interest erodes the tax base. 

The fiscal treatment of interest and dividend has an impact on the economy. The goal of taxation are the tax revenues, redistributing income and internalizing externalities, this with as few distortions as possible of optimal allocation of labour and capital. This means the government should prevent that taxation influences decisions from residents and corporations. When taxation influence the decision then there is an excess burden; an economic inefficiency or welfare loss. Excessive use of debt creates several distortions; it distorts the financial and the investment decision.

In the Netherlands the political debate about the different treatment of interest and dividends started in 2008 when Engelen et al. proposed to limit the deductibility of interest from taxable profits. In a nutshell, they propose to exempt interest received or paid on internal loans. In this way Engelen et al. would take away the incentive to finance with debt. 
The Secretary of the Treasury, J.K. de Jager (2008), responded with a letter to the Dutch parliament. In this letter he assured further research and new legislation.

The proposal of Engelen et al. is a method which makes corporations more neutral towards the financial decision. This suggestion was an example of a comprehensive business income tax rule. A comprehensive business income tax system makes corporations tax neutral towards the financial structure by disallowing a deduction of interest from taxable profits.  The other tax system to make corporations neutral towards the financing structure is the allowance for corporate equity. This tax system allows a deduction of return on equity.  



‘’Financial policy decisions often amount to choosing the optimal trade-off between distortions to financial policy and the tax benefits such distortions generate’’ (Auerbach 2002: 1254) One of the most frequent demands in discussions is the tax neutrality with respect to the debt equity ratio. Therefore the problem statement of this paper is:

What are according to welfare theory the most desirable properties of the corporate income tax system? And is the current system still valid? This with emphasis on the debt equity ratio.

This thesis will be a theoretical literature research. An economic analysis of the conventional tax system will be made. The distortions of this tax system, which lower welfare, will be discussed. Then the allowance for corporate equity and the comprehensive business income tax regimes will be explained. The same distortions are reviewed under the alternative tax systems. The conclusion recommends the desirable properties of a corporate income tax system.
The first chapter discusses the Dutch corporate income tax and explains all the distortions that come with the corporate income tax. The second chapter considers an allowance for corporate equity system where interest and dividend can be deducted from the tax base. Just like the previous chapter, this chapter discusses the distortions. The third chapter considers the comprehensive business income tax system where interest and dividend cannot be deducted from the tax base. Also in this chapter the distortions will be explained. The fourth chapter briefly discusses a combination of both systems. Finally, the last chapter will be the conclusion of this thesis.






1. The Dutch tax system and the distortions of this tax system
This chapter emphasizes the fiscal treatment of interest and dividends, which influences the finance decision of companies. The compensation for equity and debt are treated differently in the Dutch corporate income tax. This different treatment creates an incentive for companies to increase the use of debt finance. This chapter will elaborate on the different treatment of equity and debt, furthermore the fiscal legislation will be discussed and the distortions will be explained.

Economic efficiency

It is possible to evaluate if a specific treatment of interest and dividend distorts the economy. In order to evaluate the impact on the economy criteria need to be set. First we need to define what economic efficiency is. Often economic efficiency is explained by Pareto efficiency. 

The allocation of labour and capital is Pareto efficient, if it is impossible to make one person better off without making at least some others worse off. However, in practice policy makers use the Hicks-Kaldor criterion;  one group of persons gets relatively better off than the other group is relatively worse off. In this case the economic efficiency increased. So the economic efficiency increases when the advantages are big enough to compensate the disadvantages (Frank 2006).  

A challenge of taxation is an optimal allocation of labour and capital with as few distortions as possible. This means that the government needs to prevent that taxes influence the decisions of persons and corporations. When a person or corporation is influenced by taxes then there is an excess burden. This is an economic loss. The excess burden is a welfare loss that is not compensated by tax revenues. This theory can be applied to the different fiscal treatment of interest and dividend. Is the choice to finance an investment with equity or debt influenced by fiscal motives?
The Dutch Corporate Income Tax

The Dutch corporate income tax system taxes incorporated companies that are established in the Netherlands and taxes foreign companies that generate profits in the Netherlands. In the Netherlands the classical tax system is applied.  In this classical tax system a corporation is seen as an independent entity. To illustrate the classical tax system, dividends are not deductible from fiscal profits and are taxed twice, once in the corporate income tax and once in the personal income tax. Dividends paid to the parent corporation are treated differently. In the Netherlands we fully exempt dividends if a corporation has 5% of all shares of the corporation who is paying dividends. So a dividend is a form of an allowance for equity and cannot be deducted from profits, while in principle all costs made for the corporation in order to earn a profit are deductible from taxable profits; interest from debt included.

Because of budgetary and other reasons the Dutch government would like to limit interest deductibility.  In order to limit the deductibility of interest from debt the Dutch government has introduced new legislation. There are three important rules, article 10a, article 10b and article 10d of the Dutch Corporate income tax law.

The first rule, article 10a, prevents corporations to erode the tax base. Without this rule corporations would shift the interest on internal debt that has to be paid to the Netherlands. The interest gains will then be taxed in a country with a lower statutory tax rate. The rule says that interest on internal debt is not deductible if the debt is used for paying dividends, paying a capital contribution or buying a corporation. The second rule, article 10b, prevents corporations to deduct interest from debt without businesslike conditions. The third rule, article 10d, is the thin capitalization rule. The goal of this rule is to exclude interest deduction on disproportional distributed debt. So if the debt-equity ratio of the whole group is three to one and if a corporation of that group has a ratio of five to one, then the excessive part is not deductible from profits.       



Like many other countries, the statutory tax rate on corporate income in the Netherlands has fallen substantially over the past decades. In 1981 the statutory tax rate was 48 percent, in 1991 it was 35 percent and another decade later in 2001 the rate was still 35 percent. The statutory tax rate currently stands on 20 percent for income till € 200.000 and 25.5 percent for all income above € 200.000. This lies just above the unweighted average across OECD countries (see figure 1). 
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The corporate income tax is the most disruptive tax (Gravelle 1994). One of the best known results in the literature on optimal tax setting behavior states that in the absence of location-specific rents, a government in a small open economy should not levy any source-based taxes on capital. This because a small open economy has a perfectly elastic supply of capital. The incidence of the source-based tax will be shifted onto worker and immobile domestic factors. Furthermore, there will be an outflow of capital, which will drive up the pre-tax return. Productivity of domestic immobile factors will decrease, because of a lower capital intensity of production. So why do we tax corporate income? And why with a source-based tax? There are several reasons. First, taxing corporation ensures that they pay for the provision of public goods and services (Bird 1996). Second, it is a backstop to individual income tax (Mintz 1995). Third, in order to tax foreign investment (Bird 1996). When there are location-specific rents and foreign ownership, a part of the domestic tax burden can be shifted towards those foreign investors. Finally, the politicians cannot abolish corporate income tax, because the voting public thinks that would be a giveaway to the rich. They do not know the incidence is shifted towards the immobile factors, as explained in the next paragraph. 

The tax incidence

Now some reasons why to tax corporations are known, the question is who bears the burden of the corporate income tax? The tax incidence can be quite different from what is intended. The corporations pay the tax, but the incidence can be shifted. Most think that the incidence is shifted towards the shareholder, but economic theories say the incidence is shifted towards employees. However there is still discussion who is right (Fuch et al. 1997). Some academics believe that the incidence is shifted towards the shareholders, because capital is immobile and rents are important. The other academics believe the incidence is shifted towards the employees, because they think capital is international mobile.

To explain how the incidence is shifted towards employees, assumed is that capital is perfectly mobile internationally. The rate of return on capital in a small open economy will be determined by the world interest rate. For investors a higher statutory rate of corporate income tax requires a higher before-tax rate of return, in order to compensate for the higher tax rate. The compensation can be achieved by a lower amount of capital in the country. Because of decreasing returns, the marginal productivity of capital will raise and increase the before-tax rate of return. The marginal productivity of labour will decrease and therefore the before-tax wages will decrease (Gordon 1986). However, several studies (Adam et al. 2001 and Gordon and Bovenberg 1996) suggest that capital is not internationally perfect mobile. 

So while the governments’ idea of a corporate income tax is to tax the company and its shareholders, in fact the incidence is shifted for a huge part towards employees. The distortions discussed in this thesis are the financial distortion, the investment distortion and the location distortion. Furthermore, profit shifting will be discussed as well. 
 The financial distortion

Because interest payments are deductible from the corporate income base, the tax burden on investments financed by debt is relatively reduced to those financed by equity. The consequences of this distortion are explained in various economic theories. These economic models of corporate finance originate from the theorem of Modigliani and Miller (1958). This theorem explain the relationship between the financial decisions of a corporation and the market value. The theory says that with perfect capital markets and the absence of taxes and costs of bankruptcy, the value of the corporation will be independent of the debt-equity ratio. This implies that the value of a corporation depends on the cash flow and the risks that come with this cash flow and not on how this cash flow is split into interest and dividend.

Before investing, the investment decision depends on the costs and revenues of this investment. Taxes play an important role, because they increase the costs of capital. The influence of taxes on the costs of capital is explained by the marginal effective tax. 

In a formula the marginal effective tax is as follow (p-r) / p, where p is the costs of capital including corporate income tax and r is the costs of capital excluding corporate income tax (Mooij, de 2003). If the marginal effective tax is influenced by the corporate income tax depends on several factors like the statutory tax rate, fiscal depreciation and the deductibility of interest and dividends. If the statutory tax rate decreases, the marginal effective tax rate decreases. If the fiscal depreciation rules become less attractive, the marginal tax rate will increase. This also count for the deductibility of interest and dividends. Research by the European Commission concludes that financing with debt is most beneficial looking from a fiscal perspective (Commisson Staff 2001). The reason is simple; the deductibility of interest from profits lowers the tax bill. 

In practice the Modigliani and Miller theorem does not hold, because there are taxes and the capital market is not perfect. But there are other reasons why firms finance investments with debt or equity as well. A high debt ratio makes corporations more viable for takeovers and legislation like thin-capitalization rules limits the use of debt finance. Asymmetric information between shareholders and managers create agency costs. The shareholders have to monitor managers, because those managers can act in their self-interest. These costs can be reduced if the corporation increases its debt ratio. In that case debt acts as a disciplining device to managers and reduces the costs of monitoring. Furthermore, infant industries and innovative young corporations have trouble financing their investments with debt, because investors cannot monitor the risks of those corporations. Mature corporations on the other hand have no trouble getting loans. This non-neutral treatment of corporations creates an allocation distortion. 

Because of the reasons mentioned in the previous paragraph, corporations may follow a strategy where taxes are of minor importance. The pecking order theory assumes that corporations prefer the use of retained earnings above debt and they prefer debt above new equity issues. One of the reasons for this theory is that managers prefer financial flexibility and financing with debt decreases this flexibility. Financing with new equity issues decreases flexibility even more. The flexibility is important in uncertain times.

The influence of tax incentives on the capital structure can is calculated by Gordon and Lee (2001). If the corporate income tax rate is reduced with 1%-point, the tax base expands with 0.36%. This occurs because interest revenues will be allocated towards the home country and interest expenses will be allocated in foreign countries. Altshuler and Grubert (2003) arrive at a semi-elasticity of -0.4 and Desai et al. (2003) report a semi-elasticity of -0.25.

The investment distortion   

The fact that interest is deductible from the corporate income tax base would imply that the corporate income tax is neutral with respect to investment decisions. However, corporations finance their investments by equity as well. 

So investment behavior of corporation is affected by taxes. Taxes affect the user cost of capital, which is described as the minimum required rate of return that an investment has to earn to be profitable. The cost of capital are expenses a corporation incurs for the investment. High cost of capital discourages investment; while low cost of capital encourages investment. The general consensus in the literature is that the effect of costs of capital on investment is significant. Hassett and Hubbard (1997) found a semi-elasticity of investment with regard to the cost of capital between -0.5 and -1.0. This means that a reduction in the cost of capital with 1%-point increases investment between 0.5% and 1.0%. De Mooij (2005) conducted a meta-analysis and found a elasticity between -0.05 and -1.53.

The corporate income tax raises the costs of capital. This implies that in order to provide a fixed return on capital after tax the return on capital before tax need to increase. This can be accomplished by decreasing the capital stock, because this increases the marginal productivity of capital. 

The Dutch corporate income tax is a source based tax. A source based tax means that the return to capital is taxed in the country where it is invested. As a result, return on capital is not subjected to equal tax rates, so corporations will seek countries where the after-tax rate of return on their investments is the highest. This causes tax competition between countries to attract many corporations. It also causes competition within a country as all corporations face similar tax rates. If the residence countries of the foreign investors exempt foreign income from domestic taxes, then this state is called ‘capital import neutrality’.  

The alternative for a source based tax is a resident based tax. In a resident based tax system tax is levied on the worldwide return on capital of the domestic residents. This can be done by granting a full credit for taxes paid on foreign capital income. Obtaining this system, investment is allocated to the countries where the before-tax return on capital is the highest. Because investors face equal taxes, investment is allocated efficiently. This tax system neither discourages nor encourages capital export. This state is called ‘capital export neutrality’. The residence-based tax causes less distortion than the source based tax, but the difficulty with the residence-based tax is that all countries need to exchange income information. As expected, many countries do not like that idea and partly because of that countries obtained a source based system. The exchange of income information is difficult because some countries are corruptive. Other do not want to exchange information due to their fiscal regime. Those countries protect investors and other wealthy persons. 



It is clear to see that the investment decision is related with the location choice. A source based tax on rents reduces investment when firms are able to move the investment abroad. Therefore it is important to distinguish mobile and immobile rents and firm specific and location specific rents. If the government taxes only mobile rents or firm specific rents of firms with a relatively high tax rate, those corporations will invest abroad. However, immobile rents and locations specific rents cannot be earned in foreign countries. So if those rents are taxed, firms will not invest abroad but there are limits. If the tax rate is too high, then corporations will invest abroad because it is not profitable anymore. 

Another distortion of investments is the accelerated depreciation of investments. This distorts the behavior of corporations because this accelerated depreciation is an indirect subsidy of investment. Accelerated depreciation can make low-productive investments worthy to invest in. The other way, when fiscal depreciation is less than the economic depreciation, it will discourage investment in such an asset. 

 The location distortion

Corporate income tax rates have an important impact on the allocation of investment (European Commission 2001). The corporate income tax reduces the after-tax rate of return on investments in a particular location. When one country has a higher effective tax rate then the other country, this makes the country with the higher effective tax rate less attractive for investors. So a tax rate increase in one country will drive out capital of that country in order to restore the equilibrium in the market. In equilibrium, the after-tax returns on investment are equal across locations.

However, the previous theory is challenged by new literature about economic geography (e.g. Baldwin and Krugman 2004). The literature generally says that location decisions are not responsive if firms have low transport costs and increasing returns to scale. Because of these features, firms locate in agglomerations. In such agglomerations profits are higher, because of low transport costs, but more importantly because of the agglomeration externalities. Those externalities are location-specific rents and therefore the government can tax the investments there without inducing a capital out-flow.  
Yet, governments cannot raise the corporate income tax too high, because capital is only quasi-fixed. When taxes become too high, investors will move towards another location. As a consequence, the agglomeration benefits erode and other investors will also locate elsewhere. At the end many investors have left the region and the agglomeration is gone. The other issue is that the equilibrium is not described by agglomeration economies. It is also possible that there are no agglomerations and capital is divided across locations. In that case the corporate income tax has a high impact on location choices (Kind et al. 2000). 

Several surveys are conducted on the impact of corporate income tax on the location of investment. Surveys by Devereux and Griffith (2002) and De Mooij and Ederveen (2003) conclude that corporate income tax has a negative influence on the location of investment. 
The other problem is that Foreign Direct Investment (FDI) depends not only on location (L), but also on ownership advantages (O) and internalization advantages (I). This is called Dunning’s OLI paradigm (Dunning 1981). Ownership advantages occur when a corporation produces goods or services that other corporations cannot produce. Location advantages arises when the agglomeration externalities and internalization advantages relates to the decision whether a firm wants to serve the foreign market by FDI or licensing.

Profit shifting 

The Dutch corporate income tax is a source based tax. Profits are taxed according to the rules of the Netherlands. This is the same for corporations with headquarters in the Netherlands as well as corporation with a subsidiary. Because the rules and tax rates differ per country arbitrage can occur. Multinationals can shift income from one country to another. The multinationals have two possibilities: shift income through thin capitalization or manipulate transfer prices. These opportunities erode the tax base of a country with a relatively high corporate income tax.

A Dutch multinational can finance an investment in a foreign subsidiary with debt or equity. The corporate income tax can have an impact on that decision. When investments are financed with debt, then the headquarters earns interest. This interest is taxed in the Netherlands. In the country where the subsidiary is located the interest is deductible from revenues. The return on investment is actually taxed in the Netherlands. When investments are financed with equity, then the profits of the foreign subsidiary are taxed. Dividends paid to the headquarters in the Netherlands are fully exempt from taxation. 

The differences in the tax rate between the country where the parent is located and where the subsidiary is located decide the method an investment is financed. When the tax rate is relatively high, headquarters will invest with debt. The other way around, when the tax rate is relatively low, the investment will be made with equity. The possibilities for excessive debt finance of investments are limited in countries with a high tax rate. Those countries introduced several restrictions, like thin capitalization rules, that limit the interest deductibility. 

Many studies are conducted in order to investigate the relation between the statutory tax rate of the corporate income tax and the debt/asset ratio. Altshuler and Grubert (2003) find that a 1%-point higher tax rate in foreign entities raises the debt/asset ratio in these entities with 0.4%-point. Dessai et al. (2003) computed an impact of 0.25%. Weichenrieder (1996) shows that in the 1990s more than 75% of the FDI in Germany consisted of loans. The German investment in other countries consisted primarily of equity. 

There are many transactions between entities of a multinational. According to the OECD Transfer Pricing Guidelines, transactions between entities of a multinational corporation should price as transactions between unrelated parties. This means at the basis of arms-length prices. Some transactions cannot be priced at arms-length, because there is no outside market, in particular with intangibles like brands, intellectual property rights and firm-specific services. Charging an artificially high price, increases profits for the entity that delivers the service and decreases profits for the entity that consumes the service. In this way multinationals can shift profits towards entities with a low statutory tax rate and decrease the total tax bill. It is likely that this problem is become to be more important, since the share of intangible investments is growing. 



Econometric studies suggest that profit shifting via manipulated transfer prices is an important phenomenon (Newlon 2000).  In a recent study Clausing (2003) shows that a 1%-point increase in the statutory tax rate of the corporate income tax decreases that transfer prices for export with 1.8%. The transfer prices for import increase with 2.0%.

To conclude this chapter, the conventional corporate income tax has several distortions. All those distortions are related to each other; an increase or decrease of the statutory tax rate will influence the financial decision, the investment decision, the location decision and tax planning via profit shifting.

2. The Allowance for Corporate Equity

As emphasized in the previous chapter, the corporate income tax tends to discriminate between equity and debt finance. This chapter will discuss a reform of the conventional corporate income tax. Currently the full return on equity is taxed. In order to only tax ‘pure’ profits an allowance for corporate equity (ACE) can be introduced. Under an ACE system firms are allowed to deduct the normal return on equity from the tax base. In this way the return on debt and on equity are deductible from the tax base. This can create neutrality between debt and equity.

The theoretical foundations of the ACE were developed by Boadway and Bruce (1984). In the 1980s this proposal for reform has been on and off tax reformers’ agendas. Many economists have argued in favor of such a tax. A group of the Institute for Fiscal Studies (IFS), the Capital Taxes Group, proposed a practical reform (IFS 1991). One of the recent proponents of such a reform are Fehr and Wiegard (2003). There have also always been opponents of the ACE system. Isaac (1997) emphasizes the difficulties that arise when the ACE system is only implemented in few countries. One of the difficulties is how the dividends paid out to a foreign country are treated. The UK and US give a double tax relief, but what will be the regime with ACE-profits.     


Financial neutrality

In the ACE system interest and dividend are deductible from the tax base. In theory this assumes neutrality between finance by debt or equity. However, the neutrality will depend on whether the rate of return on equity is set at the ‘right’ level. If the rate of return is too high, there will still be a distortion. In that case corporations will finance their investments with equity instead of debt. The rate of return on equity should be set on the risk free interest rate. A risk premium is not necessary under full loss offsets because the return on equity is for a firm a safe cash-flow (Bond and Devereux 1995). 

In order to obtain neutrality between debt and equity under the ACE system, the rate of return on equity must be equal to the discount rate of tax savings from the firms’ future ACE allowances. This discount rate depends on the riskiness of the tax savings. To illustrate, consider a case in which tax legislation allows a full loss offset. This means that corporations can carry their losses forward infinitely and the deductible losses will be increased by the interest rate. Furthermore, shareholders will receive a tax credit for the remaining losses in case the corporation goes bankrupt. Because of this tax legislation, shareholders will discount the tax savings from the firms’ future ACE allowances at the risk free rate of interest. So to ensure tax neutrality, the rate of return on equity should be set at the risk free rate. The risk free rate can be the rate of short term government bonds.

In practice such a full loss offsets does not exist. In the Netherlands losses can be carried forward for nine years and those losses are never added with interest. So in practice there is some risk to the deductions for ACE allowances. This risk is different for every firm; it depends on how much the corporation is affected by the restrictions on the loss offsets. Some of the risks come from the fact that there is a probability that the firm goes bankrupt. This risk is implemented in the interest rate at which the firm can borrow. So when the rate of return on equity is set at the interest rate of the firms’ long term debt, there will be rough neutrality. However, setting a different rate for every firm is practically not desirable. So therefore the most efficient will be to set the rate of return on equity on the average rate of corporate bonds (Griffith et al. 2008).

Investment neutrality

The ACE system offsets investment distortions induced by different treatment of interest and dividend. This is because an investment only occurs when the net present value (NPV) is zero or above zero. The NPV expresses the discounted value of economic rents or pure profits generated over the lifetime of the investment. So an investment is undertaken when the revenues are higher than the costs. An NPV that is positive before tax will also be positive after tax because tax can never tax away more than the profit. In an ACE system the cost of capital does not become higher when an investment is financed with equity. This is because both interest as well as return on equity is deductible from the tax base. So a tax on economic rents does not interfere with the investment decision. 

Young and innovative firms have trouble getting financed with debt because of asymmetric information. Investors and banks have less information than the firm and cannot calculate the risk. Therefore, those firms have to finance their investments largely with equity. When an ACE system is implemented, the return on equity is deductible from the tax base and less tax has to be paid. 

Next to stimulating domestic investments, the ACE system also offsets the distortion caused by fiscal depreciation (Boadway and Bruce 1984). The ACE system neutralizes the benefits or disadvantages of the depreciation. Under the conventional corporate income tax there is legislation which allows firms an accelerated depreciation. This distorts the behavior of firms, because this is an indirect subsidy of investment. The other way around, if the fiscal depreciation is less than the economic depreciation it discourages investment in such assets. 

The ACE system eliminates this distortion. To illustrate, the tax law allows corporations to bring forward 100 EUR of depreciation from year two to year one. This will reduce the tax liability with 20 EUR (assuming a 20 percent tax rate). The retained profit decreased by 100 Euros in year one and the base for calculating the ACE allowance for year two has dropped also 100 Euros. If the rate of return on equity is set on 10 percent, the tax bill in year two rises by 0.20 x 0.1 x 100 EUR. The depreciation of 100 EUR is brought forward and therefore not deductible from the tax base in year two. So the additional tax bill in year two will be 0.20 x 100 EUR. With a discount rate at 10 percent, the net change present value of the tax bill paid by the corporation will be:  

(-0.20 x 100) + 0.20 x (100 + 0.1 x 100) = 0
 



1 + 0.1

So accelerated depreciation induce a lower ACE allowance and will not affect the present value of the tax bill. 

Location

As explained before, the ACE system is a tax on pure profits. This system imposes a higher average tax rate on highly profitable firms than on low profitable firms. Firms gaining only normal return on capital do not pay taxes. Policy makers will probably raise the corporate income tax rate in order to offset the revenue loss from introducing an ACE system. Highly profitable firms will bare most of the tax burden and therefore relocate abroad. The country will stay with less profitable and dynamic corporations, the spill-overs will be gone and agglomerations will disappear (Bond 2000).

Tax planning via intragroup financial structure

The previous chapter explained that corporations can shift profits via transfer pricing and internal loans. Profit shifting via transfer pricing cannot be solved by neutralizing the fiscal treatment of debt and equity. The internal loans however, are no longer useful. Multinationals have no longer an incentive to finance investments in affiliates with excessive debt, because the return on equity is also deductible from the tax base. 

Another problem that will be solved is the difference between debt and equity. Under the conventional corporate income tax, only interest was deductible from the tax base. Therefore firms 'invented' all kinds of loans which actually are equity. Example, a loan that has no expiration date and the compensation depends on the profit of the company. The ACE system neutralizes this distinction because for both debt and equity the compensation is deductible from the tax base.
When the ACE system is only adopted in few countries, then multinational corporations might construct a way in which they locate their equity in a country with an ACE system. This will erode the tax base in the country with the ACE system. A condition for this construction should probably be that the dividends will be exempt in the parent country (Devereux and Mooij 2009). So the ACE system will probably cause increased equity finance in an ACE country. This is only valid when there are few countries with an ACE system.

The statutory tax rate

The ACE system erodes the corporate income tax base, because both interest and the return on equity are deductible from the tax base. A higher tax rate is required in order to obtain the same tax revenue. When the government raises the statutory tax rate, the tax burden will be shifted from the marginal return on capital towards economic rents. In an open economy rents can be mobile. For instance, rents like patents and brand names can be moved across international borders. In this case the shift from the tax burden towards economic rents will affect the allocation of production (Bond 2000).       

However, the previous chapter explained that the domestic immobile factors effectively pay the tax on normal return on corporate capital. So there is no rationale to raise the corporate tax rate in order to compensate the revenue loss from introducing the ACE system. If the statutory tax rate remains equal in the long term, then the domestic inbound investments will be stimulated. Because of this stimulus, the pre-tax return to domestic immobile factors will raise more than the revenue loss from the ACE system (Griffith et al. 2008). So eventually not raising the statutory tax rate will increase the revenues from investments. The increase in revenues will partly recover the tax revenue. 

Other important issue is that when the statutory tax rate rises, the multinationals will shift profits towards countries with a low statutory tax rate. Multinational corporations are sensitive for the statutory tax rate and the average effective tax rate. This is due to the fact that it is costly and time consuming to compute the effective tax rates. So in order to retain the profits made in the country, it is rational to keep the statutory tax rate at the same level and increase the value added tax (VAT).
Experience with ACE systems

The ACE system is or was implemented in some countries. Those countries are Austria, Belgium, Brazil, Croatia and Italy. In all countries the ACE system had different properties. The ACE system in Belgium and Croatia gets the closest to the ACE system as developed in economic literature. 

Austria

Austria implemented the ACE system between the years 2000 and 2004. The notional return on equity was taxed at a reduced corporate tax rate of 25 percent instead of the normal 34 percent. The return was determined by the book value of new post-reform equity, multiplied with the average return of government bonds in secondary markets plus 0.8 percent. The system ended in 2005 because the statutory tax rate on all profits was reduced. There are no studies know who researched the Austrian reform (Klemm 2007).

Belgium

Belgium implemented the ACE system since 2006. The notional return is deductible from the corporate tax base. This deduction is based on the average monthly government bond rate capped at 6.5 percent and cannot change by more than 1.0 percent point per year. Since Belgium only recently adopted the ACE system, it is too early to draw any economic conclusion (Devereux and de Mooij 2009).

Brazil

Brazil introduced an ACE system to distributed profits in 1996. The Brazil type of an ACE is different from the pure ACE system. In Brazil the notional return can be paid to the shareholders as interest on equity. The interest paid to the shareholders is deductible from the tax base, while the ‘interest’ on retained earnings is not deductible from the tax base. The rate is equal to the rate on long term loans and the remuneration is calculated over the book value of equity. In this system dividend payouts increased, because they are taxed more favorably. If this system is has positive effects on the debt-equity ratio, investments or profit shifting is not clear (Klemm 2007)

Croatia

Between 1994 and 2000, in Croatia the notional return on equity has been deductible from the corporate tax base. The notional rate was 5 percent plus inflation rate, if this rate was positive. The notional rate was applied to the book value of equity. In 2001, the statutory tax rate has been reduced from 35 percent to 20 percent and at the same time the ACE system was abolished. Due to a lack of data, a good empirical evaluation of the ACE system in Croatia is problematic. Keen and King (2002) compared Croatia with other countries in Central and Eastern Europe. The conclusion of this assessment was that the corporate tax revenue was similar to other countries and there was a relatively high foreign direct investment.

Italy

Between 1997 and 2003, Italy applied a restricted version of the ACE system. This system have many properties of an ACE system. Italy called this system a dual income tax (DIT). The notional return is taxed at a reduced rate of 19 percent instead of 37 percent. The notional return is calculated over the book value of new post-reform equity. Hence, the notional return on capital already installed was not taxed at 19 percent, but on the normal 37 percent. This mitigated the budgetary cost of the Italian DIT. In order to converge towards a system in which the entire capital stock is counted, in the years 2000 and 2001 the book value of equity was raised to 120 percent and 140 percent of the book value of new equity. In 2002 however, the Italian government cut this back to 100 percent. In 2001, the notional rate was reduced from 7 percent to 6 percent. In 2004, the statutory tax rate was reduced from 37 percent to 34 percent. The ACE system was abolished in the same year. 



Bordignon et al. (1999) provide a theoretical analysis of the Italian reforms and find that those reforms reduced the cost of capital. Bordignon et al. (2001) confirm a reduction in equity discrimination. Salderini (2001) uses panel data to analyze the effect of the DIT and finds evidence that the debt equity ratio becomes smaller. 

To sum up, the economic literature on the ACE system does not give us one clear view on the economic consequences. This comes because there is a lack of date or the ACE system was part of the reform. So it is not possible to give a clear-cut view on the debt equity ratio, the influence on investments and profit shifting. But the important experience is that there was not an outflow of foreign capital (Klemm 2007).

Welfare simulation

Radulescu and Stimmelmayr (2007) analyzed the effect of an ACE system in Germany. In this simulation the costs of the ACE system are financed with a higher VAT. The simulation calculated that the VAT needs to raise 5.1 percent-point in order to balance the government budget. The cost of capital decrease with 6.3 percent, which increases investment with more than 20 percent. Remarkably, the total welfare only rise with 0.08 percent from GDP. This small increase in welfare is due to budget neutrality for the government. Devereux and de Mooij (2009) found an increase in GDP of 0.6% in their basic model, but when they introduced tax havens there was a decrease of GDP of 0.3%.

To conclude this chapter, introducing an ACE system will neutralize the capital structure, the marginal investments and the fiscal depreciation. Profit shifting via internal loans will no longer be possible, but expected is an increase of equity finance in the ACE country. To balance government corporate tax revenues, the statutory tax rate need to be increased. As a consequence, domestic investment will decrease as well as FDI. Furthermore, profits will be shifted via transfer pricing towards a country with a lower statutory tax rate.   


3. The comprehensive business income tax

There are two ways in which the different treatment of equity and debt can be eliminated. The ACE system gives equity the same treatment as debt and taxes only the economic rent. The other reform takes the opposite direction and disallows a deduction for interest payments. This is called the Comprehensive Business Income Tax (CBIT) and was proposed by the US Treasury (1992). The US Treasury proposal made a distinction between CBIT firms and non CBIT firms. Small firms will not be CBIT firms and are allowed to deduct interest from the tax base. In order to avoid double taxation of interest, the interest received from CBIT corporations should be exempt. However, the interest received from non CBIT corporation should be taxed. These last properties are from the US Treasury proposal of 1992, in this thesis a CBIT system will not allow the deduction of interests from the tax base.

The statutory tax rate

Opposite from an ACE system, the CBIT system broadens the corporate tax base because interest on debt is not deductible. This gives the government the opportunity to lower the statutory corporate tax rate and maintain the same corporate tax revenue.

Financial neutrality

In a CBIT system both return on equity and interest on debt is not deductible from the corporate tax base. This will neutralize the capital structure, because firms have no incentive to choose either for debt or equity. However, small firms (sole-proprietorships and partnerships) can still deduct interest. Those companies will thus choose a capital structure with more debt than equity. 

One of the problems that will occur when a CBIT system is introduced is that many corporations are highly financed with debt. When the interest on debt cannot be deducted from the corporate tax base, those companies can have liquidity problems assuming that the statutory tax rate is not adjusted to a budget neutral rate. For those companies the tax bill will increase enormously. So if the government will not bring corporations in liquidity problems, then an adjustment period of ten years would be necessary. In this period corporation can adjust their capital structure.

Investments

The CBIT system raises the cost of capital on debt-financed investments, because interest on debt is no longer deductible from the corporate tax base. The cost of capital on equity financed investments will remain the same. By raising the cost of capital fewer investment projects are profitable. Consequently, fewer investments are carried out.

The marginal investment distortion is exacerbated. The government probably wants to stimulate investment with new legislation. The government can provide an immediate write-off for investment expenditures. This ensures investment neutrality. The tax bill of the corporation will reduce in year one and therefore the liquidity of the corporation increases. As a result corporations will invest more, but this effect is not as strong as introducing an ACE system (Radulescu and Stimmerlmayr 2007).

However, not introducing the immediate write-off for investment expenditures still distorts the investment decision. The distortion of a faster or slower economic depreciation remains. The distortion of new innovative firms having trouble with debt finance will disappear. This because those companies are highly financed with equity which is fiscal treated the same as debt.

Sorensen (2007) finds a double-barreled effect: the cost of capital on low profit investments financed with debt will rise. This will lead to a decrease in investments. High yielding investments financed with equity will be taxed lighter, because the tax rate will decrease. This will lead to an increase in those investments. Those companies generate significant positive externalities in the host country. So small economies may prefer CBIT because this attracts more inward investment with positive spillovers on the economy.


Location

The statutory tax rate will decrease when a CBIT system is introduced. This can decrease the effective tax rate and therefore attract investment. Investment financed with equity will rise because the cost of capital is reduced due to a lower statutory tax rate. In the first years this will attract mobile rents and after those year also less mobile rents. On the other hand, there will be a capital outflow of mobile investments financed with debt. This because the NPV of those investments will decrease or in the worst case become negative.

A problem of introducing a CBIT system is tax credits. Big economies like the United States and the United Kingdom give tax credit for taxes paid in foreign countries. With a CBIT system interest on debt is not deductible from the tax base. Therefore the tax paid in foreign countries will increase or decrease. This depends on the amount of interest paid and received by a subsidiary. In the case the subsidiary pays more interest this will increase its tax bill and should therefore also get a larger tax credit. This will cost the Treasury department of the USA and the UK a fortune. So the question is whether, those governments will accept these tax credits. If they do not, then this can imply a capital outflow of subsidiaries with the parent company in the USA or UK.

Profit shifting

A CBIT system treats equity the same as debt, so profit shifting via intragroup financial structures is useless. However, profit shifting via transfer prices is still possible and will definitely happen. The lower statutory tax rate will attract corporation to shift profits to the CBIT country. As explained in the location section, investment financed with debt will shift towards another jurisdiction.   

CBIT-type reforms

The CBIT system is never implemented in a country. However, many countries have imposed legislation that limit the deductibility of interest on debt. Familiar are thin capitalisation rules.
Thin capitalisation

Thin capitalisation rules limit the deduction of interest from profits. The limited deduction only applies when the debt equity ratio exceeds a certain threshold. The Dutch thin capitalisation rule is explained in the first chapter. Many European countries adopted thin capitalisation rules. Buettner et al. (2008) finds that in 2005 around 60 percent of the European countries had thin capitalisation rules. Furthermore they report that those rules reduce the debt equity ratios, but also the level of investment.      

Dutch ‘interest box’

Since 1997 the Netherlands had a special treatment for holding companies. 80 Percent of the income received by Dutch Holdings could be labeled as provisions. These provisions were not taxed, so only 20 percent of the income of a holding was taxed. This regime was put on a list of harmful tax practices and is no longer applicable for holdings.
In 2007, the Dutch government proposed the idea of an ‘interest box’. This is an optional box, so corporations can choose between two regimes. Under the interest box both interest paid and received are taxed or deducted at a statutory rate of 5 percent. This regime is still on hold, because the Secretary of Finance does not want to implement the system in an economic bad time. However, the ‘interest box’ is approved by the European Court. 

Welfare simulation

Radulsecu and Stimmelmayr (2007) analyzed the effect of a pure CBIT system in Germany. This pure CBIT system means that for example the immediate write-off for investment expenditures is not displayed in this simulation. The results of the simulation are a 10 percent increase in the cost of capital, which causes a decrease in investment by 10 percent. The welfare will drop by 0.7 percent of GDP. Devereux and de Mooij (2009) calculated the same drop in welfare. In their study the CBIT reform is budget neutral for the government.



To conclude this chapter, introducing a CBIT system will neutralize the capital structure, but it exacerbates the marginal investments and the debt finance reduces. As a consequence, the statutory tax rate decreases and this implies increased investment and FDI. Furthermore, profits will be shifted towards the CBIT country via transfer pricing. 

4. Combination of ACE and CBIT

ACE and CBIT reform can be combined. In the previous chapter thin capitalisation rules were discussed. This are typical rules of a CBIT-system. Also the allowance on corporate equity can be limited, like the regime in Italy and Austria. In this way both ACE and CBIT reforms are combined. This combination diminish the distortion in the capital structure from both directions. An advantage of combining ACE and CBIT reforms is budget neutrality for the government. An ACE requires higher tax rates to balance budget, but reduces the cost of capital. A CBIT increases the cost of capital, but requires lower tax rates to balance budget. The table below shows the impact on decisions when introducing an ACE system or a CBIT system which is revenue neutral to the government.

	
	ACE system
	CBIT system

	Financial structure
	Neutralised
	Neutralised

	Investment
	Neutralised
	Exacerbated

	Location decision
	Reduced investment
	Increased investment

	Outflow of profits
	Outflow of profits
	Inflow of profits



When implementing this in a CORTEX-model Devereux and de Mooij (2009) found a increase in GDP of 0.3%. Important to notice is that this is a budget neutral reform.


5. Conclusion

This thesis has considered the most desirable properties of a corporate income tax system. It began with describing the Dutch classical tax system. The conventional corporate income tax system is very distortionary.  It distorts the financial decision, because interest is treated favorable. Interest on debt is deductible from taxable profits, while return on equity is not. As a consequence, many corporations are financed with excessive debt. The domestic investment decision is distorted in two ways. First in order to balance the marginal investments the capital stock needs to be decreased. Second the fiscal depreciation rules sometimes stimulate investment. This happens when the fiscal depreciation is faster than the economic one. The other way around, fiscal depreciation can also discourage investment. The decision to go abroad and invest in a foreign country depends on the statutory tax rate and agglomeration effects. The last distortion of the corporate income tax system is tax arbitrage. The arbitrage can occur in two ways, the first is tax planning via intragroup financial structures and the second is tax planning via transfer prices. 

This thesis has an emphasis on the debt equity ratio. In order to neutralize the capital structure interest and debt should be equalized. This can be done in two ways. The first is introducing an allowance for corporate equity. In this tax system both return on equity and return on debt are deductible from the corporate tax base. The other way is implementing a comprehensive business income tax. Under this tax regime both return on equity and return on debt are not deductible from profits.

The allowance for corporate equity neutralizes the capital structure. It will also neutralize the marginal investments which lead to an increase of domestic investment. Furthermore, the fiscal depreciation will not influence the investment decision because this is neutralized. However, in order to balance government corporate tax revenue the statutory tax rate increases. This will partly reduce domestic investment. This will also imply a capital outflow; mobile rents will shift toward a country with a lower tax rate. Due to the higher statutory tax rate profits will be shifted via transfer prices toward another country.

The comprehensive business income tax neutralizes the capital structure, but it will exacerbate the distortion of marginal investments. In order to balance government corporate tax revenue, the statutory tax rate decreases. This decrease will attract foreign direct investment and will stimulate domestic investment. There will be an inflow of foreign profits via transfer pricing. 

This knowledge is applied to the welfare theory and gives the result that under an allowance for corporate equity regime the total welfare will increase slightly, while under the comprehensive business income tax system there will be a decrease in welfare. But both systems have desirable properties according to the welfare theory. So the best solution will be a combination of both systems. In such a regime the deductibility of interest is limited, while there is a small deduction for return on equity. The government stimulates investment and decreases the distortion in the capital structure.  
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