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I. Introduction

Classical corporation tax regards corporations and their owners as separate
tax entities and therefore double-taxes their income, first the corporation and
then the owners, on dividends and realized capital gains. Such a tax system
discriminates against the incorporation of business ideas, restrains the supply of
equity finance necessary for their economic utilisation, reallocates resources
from the corporate sector to the unincorporated one and thus causes an effi-
ciency loss to the whole economy (Harberger 1962).

The need to eliminate these drawbacks led to tax reforms aimed at integrating
the taxation of corporations and their owners. Many EU countries adopted the
approach to regard corporation tax as a withholding tax of the owners’ final in-
come tax. Therefore, it would be credited on the distributed corporate profit
against the owners’ income tax on dividends. This system became known as the
avoir fiscal in France and the imputation system in Britain, the purpose of which
is to ensure that dividend income is taxed once. Crediting the corporation tax on
the undistributed part of profits was not even considered because many Euro-
pean countries do not tax long-term realized capital gains at all, or tax it at a
lower legal rate than dividends, with further benefit due to deferred realizations.
                                                          

∗  Without implicating, we would like to thank the editors of this volume, two anonymous
referees and our discussants Giampaolo Arachi, Marcel Gerard, Clemens Fuest, Jan Sö-
dersten and Alan D. Viard, as well as conference participants in Helsinki, Berlin, Mons,
Uppsala and San Francisco for comments and suggestions.
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Corporation tax on undistributed profits was seen as an accrual based tax.
Without it undistributed profits would escape taxation altogether, which would be
against the idea of a comprehensive income tax.

Imputation credit is typically not extended to foreign shareholders nor is it
granted on dividends received from abroad, except on a reciprocal basis.
Therefore the imputation system does not eliminate the double taxation of for-
eign-source dividends or foreign-destination dividends. On the contrary, repatri-
ated dividends distributed onward are typically subject to an equalization tax in
the home country of the dividend-distributing company. The tax adjusts corpora-
tion taxes up to the imputation credit on dividends, if the home-country corpora-
tion tax falls short of it.1 This means that repatriated dividends may be double-
taxed when leaving the country of the dividend-paying company, and the share-
holders’ countries of residence may levy their own dividend taxes. These features
demonstrate that the imputation system is not a multinational-friendly arrange-
ment.

Alworth (1988) and Boadway and Bruce (1992) discuss the problem of not
granting imputation credit to foreign destination dividends.2 Weichenrieder
(1998) handles the asymmetric treatment of foreign- and domestic-source in-
come in dividend distribution by separate rates of imputation credits. Bond,
Chennels and Devereux (1996) have done empirical research on the effects of
the UK equalization tax, the unrelieved advance corporation tax on the dividend
distributions of multinationals.

On the practical side, Germany and Ireland decided to give up the imputation
system altogether. The UK has taken considerable steps away from it. This
seems peculiar because the imputation system was the favoured corporate tax
system in the European tax harmonization debate, and until the early 1990’s the
number of countries operating the imputing system was increasing. Finland re-
mains one of the countries that fully impute corporation tax to tax-paying do-
mestic recipients of dividends.3

In the light of these developments it is useful to review some of the basic fea-
tures of corporation income tax in an international setting. Below it is demon-
strated more formally that:

                                                          
1 The operation of equalization tax differs in detail between national systems. An excel-

lent reference is Harris (1996).
2 Alworth (1988, 37) quotes a treasury minister as saying “… the imputation system was

invented by the French to be beastly to the Americans” because it favours domestic own-
ership over foreign. In fact, Fuest and Huber (2000) show that imputation credits are not
optimal in an open economy from a welfare point of view.

3 The Finnish imputation system levies equalization tax if the imputation credit exceeds
the sum of corporation tax on current profits and the unutilized past tax surplus of the last
ten years (previously paid taxes on undistributed profits). There is an exception to this
rule. Equalization tax is not levied when tax-exempt remitted dividends from a foreign
subsidiary are paid to foreign shareholders (flow-through dividends). In this way the
Finnish imputation system attempts to eliminate the multiple taxation of cross-border
dividend flows.
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 i. corporation tax starts to cumulate if foreign-source dividends are tax ex-
empt, but onward-distributed dividends are subject to equalization tax,
and more importantly that

 ii. given the mixture of foreign and domestic ownership, the imputation
system effectively converts back to a classical corporation tax with double
taxation of dividends when the imputation credit is not granted to foreign-
destination dividends of a multinational with foreign shareholders.

Therefore, some of the old properties of classical corporation income tax are
demonstrated:

 iii. a tax that does not allow for the deduction of interest expenses on debt,
combined with equal tax rates on interest, dividend and capital gains in
shareholders’ income taxation, is neutral with respect to financing and
dividend decisions of the firm (King 1974; 1977); hence the corporation
tax base comprises the return on both equity and debt.

 iv. In the case of multinationals corporation tax does not cumulate if the
foreign corporation tax is always either fully credited against the domes-
tic tax in the country receiving foreign-source income or is exempt from
it, the two main ways of treating foreign-source corporate income in the
EU.

Property (iii) then simply extends double taxation to the whole income gener-
ated by the corporation and adopts the flat-rate approach to the personal taxa-
tion of income from capital, as currently in the Nordic countries. The design is
then a double-tax version of the comprehensive business income tax (CBIT)
proposals, widely discussed in tax policy literature over the past decade; see
Cnossen (1996) and US Treasury (1992). It would also offer a natural solution to
the well-known difficulty of taxing foreign-source interest income in the presence
of interest deductibility and an increase in tax-exempt ownership (Bond 2000
and Cnossen 1996).

The remainder proceeds as follows. Section II explains the imputation system
and develops the key concepts for analysing the financial choices of a company
that operates in its home country only. We do not address the investment incen-
tives for different kinds of projects. Section III builds up assumptions and defini-
tions regarding the international taxation of income flows. Section IV considers
the case of a multinational and the tax incentives for repatriating and distributing
onward foreign-source income in the imputation system. Section V demon-
strates the advantage of the classical double-tax system over the previous one.
Section VI concludes with a policy discussion. We will focus solely on the com-
prehensive income tax; consumption tax systems are beyond the scope of the
paper. The standard trapped equity approach is the driving analytic force of the
paper as a whole.
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II. The Imputation System and Financial Decisions

Following King (1974; 1977), the shareholders’ credit is defined in terms of the
rate of imputation u according to which the received dividend d is deemed al-
ready to have been taxed in corporation tax. Therefore, the taxable gross divi-
dend per euro of dividends received is 1/(1 - u) euros, which carries a credit of
u/(1 - u) of a euro. Both the dividend and the credit are taxed at the personal in-
come tax rate of dτ . After the credit the investor’s additional tax on dividend d is

(1) ( )
u

duT dd
−

−=
1

τ ,

and his post-tax dividend θ  from a declared dividend of one euro d = 1 is

(2) 
u

T
d

d
−

−=−=
1

11 τθ .

An important element is the market valuation γ  of one euro of post-tax undis-
tributed profit. There are investors in the market who seek to benefit from the
possibility of different tax treatment of dividends and capital gains. In arbitrage
equilibrium the market price γ  must be such that investors are indifferent as
between pocketing the post-tax dividends or selling their shares. Then they re-
alize a post-tax capital gain of ( )γτ g−1  per euro of post-tax profit of the corpo-

ration, gτ  being the effective accrual-equivalent tax rate on undistributed profit
facing the investor. Hence, the no-arbitrage condition

(3) ( ) θγτ =− g1

gives the market valuation coefficient of undistributed profit4

(4) ( )( )ug

d

−−

−=
11

1
τ

τγ .

In this section we assume the company to operate in its home country only
(h-country). The following additional concepts are needed to derive the total tax
liability T of the corporation and its financiers:

hy  = real operating profit in the h-country, assumed also to be the taxable one;

b  = real interest expenses;

β = a variable describing the degree of deductibility of real interest expenses
from the corporate tax base, with β = 0 when not at all deductible, and β = 1
when fully deductible;

                                                          
4 This is the most direct way to derive the tax capitalization hypothesis which is the core

of the trapped equity argument, as developed by King (1977) and popularized in particular
by Auerbach (1983) and Sinn (1987).
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hτ  = the rate of corporation tax in the h-country; and

bτ  = the effective personal tax rate on real interest income.

The effective tax rates are typically different from the legal rates due to infla-
tion, but the problem is abstracted away in this paper. Now we obtain

(5)
( ) ( )[ ]
( ) ( )u/dub

dbybybyT
db

hhhghh

−−++

−−−−+−=

1ττ

γβττβτ

where the first term is the corporation tax liability hT , the second is the share-
holders’ capital gains tax liability, the third is the interest income tax on debt, and
the fourth the additional personal dividend tax. In the second term the bracketed
expression is the undistributed post-corporation tax profit, which multiplied by γ
gives the true taxable capital gain. The construction guarantees that the owners
receive the same post-tax income whether post-corporation tax profit is distrib-
uted or retained.

Consider the financial decisions of the company, adopting a purely static ap-
proach. The question is how to allocate the real true post-tax income generated
by the corporation among real interest expenses on debt, dividends and re-
tained profit that is capital gains to the shareholders. The tax consequences of
those decisions for both the corporation and investor are partial derivatives of
condition (5). Let us start from the trade-off between interest expenses and re-
tained profit. This is independent of the tax system,5 if the following holds:

(6) ( )βτγτβττ hghb −=− 1

The lhs gives the combined net tax burden from allocating one euro of pre-tax
profit to interest payments: the investor’s tax on additional interest income minus
the tax shield due to their deductibility from the corporate tax base. This must be
the same as the shareholder’s increased capital gains tax on the rhs, if the
company decides not to increase its interest payments, thus saving a net
( )βτ h−1  from one euro of interest expense.6

Consider next the trade-off between allocating post-tax profit to dividends or
retaining it for financing investment. It is not affected by the tax system if the
following is true:

(7) γττ g
d

u
u =

−
−

1
.

                                                          
5 Formally, conditions (6) and (7) derive respectively from 0=∂∂ b/T  and 0=∂∂ d/T .

The same conditions follow from the necessary conditions of the underlying intertemporal
problem.

6 As a matter of fact, the interpretations of this and condition (7) are much more delicate
as is evident in the original reference (King 1974; 1977, ch, 4; see also Sinn 1987, ch.
4.2). The interpretations are, however, fully sufficient for the clarity of the current policy
problem.
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That is, the investor’s additional tax burden must be the same, whether the
corporation uses one euro of post-tax profit on dividend distribution (lhs) or re-
tains it in the corporation (rhs). There is, of course, a third trade-off between
debt and new share issues, which is given by the left-hand sides of conditions
(6) and (7). It is, however, redundant, for if (6) and (7) hold simultaneously, the tax
system does not distort the financing and dividend decisions of the company.

It is immediately clear that the classical corporation tax (u = 0), without the
deductibility of debt interest β = 0, satisfies conditions (6)-(7) simultaneously

(8a) γττ gb =

(8b) γττ gd =

if the following is true of all investors’ tax rates

(9) gdb τττ == ,

whence γ  =1 holds in the classical system.7 The condition (9) is satisfied in
principle in the Nordic flat-rate system of taxing income from capital, only earned
income being subject to the progressive tax schedule. There conditions (8a-b)
and (9) hold true except among tax-free and tax-paying investor groups. The
latter is double-taxed while the former is taxed once. Hence, the only incentive is
to channel savings and income from capital through tax-free institutions. The
classical corporation tax described is not neutral with respect to the ownership
of the corporations, though debt and dividend decisions are independent of the
tax system.

Finally, to avoid the cumulation of domestic corporation tax, the natural solu-
tion is to exempt all dividends and interest income received from other domestic
corporations, or otherwise corporation tax would have to be credited not only on
received dividends, but also on interest income, and the possible surplus credits
be remitted.

The imputation system eliminates the double-taxation of dividends, but not
that of undistributed profits, which in some countries is not regarded as a prob-
lem due to the non-existent or low effective capital gains tax rate. Yet Finland,
for example, runs a capital gains tax system where realized nominal capital
gains are fully taxable8 and unrealized gains are subject to an annual wealth tax.
Thus the approximate uniformity (9) of the tax rates is reality. Hence it is obvious
that the neutrality conditions (6)-(7) cannot hold under the imputation system. To
see this, substitute the value of γ  in (4) into conditions (6) and (7), set β = 1 be-

                                                          
7 Besides the uniformity of flat-tax rates among investors, it should be emphasized that

the taxation of true economic income both at the corporation and investor levels is deci-
sive for the neutrality of financial policies as well as for the choice of investment projects in
the Johansson-Samuelson sense.

8 After a 10-year holding period 50 per cent of the total gross proceeds from the realized
asset is taxable income if that sum is less than if calculated on the basis of the original
purchase price.



Classical Corporation Tax as a Global Means of Tax Harmonization 561

cause of the deductibility of interest expenses, use condition (9), and apply the
full imputation tax credit on dividends dhu ττ == . Then the left-hand sides of
conditions (6)-(7) are zero, and the right-hand sides are equal to gτ . Such a
system is neutral with respect to the sources of outside finance, but discrimi-
nates against internal finance. Neutrality of financial decisions would require the
re-adoption of the old thinking, non-taxed long-term capital gains, or crediting
the corporation tax on the accumulated undistributed profits during the owner-
ship period as Norway does. In such a system a tax on capital gains realized
before the company earns any profit at all is a tax on economic rents.

III. The International Tax Framework

Define

fy  = true operating profit of a foreign subsidiary

hfb  = repatriated interest income from a foreign subsidiary

fb  = real interest payments by a foreign subsidiary directly to investors.

Then the foreign corporation tax at the rate fτ  is

(10) ( )[ ]hffffff bbyT +−= βτ

where fβ  denotes the deductible fraction of real interest expenses. The parent
company may also repatriate dividends. The home country is assumed to credit
the foreign corporation tax on income from which repatriated dividends are de-
rived, and any withholding taxes up to the home country tax on the respective
repatriated income. Therefore the total f- and h-country taxes on the repatriated
income of the parent company are:

(11) ( )[ ] hf
f

fh
hfhfhhfhf wdw,maxdbw,maxwbT +













−
−

−⋅+−+=
τ
τττ

1
00

where w = the rate of the withholding tax in the f-country. Instead of crediting the
underlying foreign tax, the home country may exempt the foreign-source income
from the h-country tax, in which case the 0-arguments of the max-expressions
are always true.

International investors are assumed to face the same tax rates on their inter-
est, dividend and capital gain income as h-country residents. Therefore their to-
tal personal tax liabilities on interest income and capital gains respectively are
defined as follows:

(12) ( )[ ]fbhbfb bw,maxbwbT −++= ττ 0
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(13) γτ 








−
−−−−−−−= ffhhffhgg d

u
uddTTTbyT

1
.

In (13) repatriated income does of course not affect the true operating profit
fh yyy +=  or total interest expenses fh bbb +=  of the multinational, hT  de-

notes the h-country corporation tax, and =fd  dividends paid out of repatriated
income which are subject to equalization tax ( )u/u −1  when distributed onward
by the parent company. Therefore the equalization tax reduces the undistributed
post-tax profit in (13).

The total distribution is fh dd + , where hd  denotes dividends paid from in-
come taxed at the h-country rate of corporation tax. Thus, condition (1) must in-
clude not only the shareholders’ additional dividend tax but also the equalization
tax paid by the parent9:

(14) ( ) f
fh

dd d
u

u
u
dduT

−
+

−
+−=

11
τ .

The total tax liability of the multinational and its investors on its debt and eq-
uity is made up of the domestic corporation tax hT  and conditions (10)-(14):

(15) dgbhffh TTTTTTT +++++= .

The tax consequences for incremental interest and dividend payments follow
from condition (15), analogously to conditions (6)-(7) from (5). Alworth (1988)
and Keen (1991) study the same issues, extending the intertemporal analysis of
King (1974). The taxation of border-crossing dividends is our main theme.
Therefore, less attention is paid to the taxation of interest income for which brief
principles are given at the end of sections 5 and 6.

                                                          
9 Weichenrieder (1998) treats the tax asymmetry of foreign- vs. domestic-source income

by differentiating the imputation rates. In his formulation it is the recipient of dividends who
carries the extra tax on foreign income dividends.
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IV. Distributions from Repatriated Income

The chain of dividend taxation is examined in two stages, repatriation and
onward distribution by the parent, assuming the imputation system to be in
operation.

1. Repatriation Decision

Repatriation is examined in three different regimes. When the h-country cred-
its foreign taxes against and up to the domestic tax on foreign-source income,
the parent is either in a state of excess credits or deficit credits. The former (lat-
ter) occurs when the domestic tax liability on foreign-source income is lower
(higher) than creditable foreign corporation tax and withholding tax. The third re-
gime corresponds to the case where the h-country applies the exemption
method to the foreign-source income of the parent company.

If the dividend repatriation is hfd , the additional net taxes of the multinational
and its owners are in the three regimes as follows:

(16a) ( ) ( )w;wd/T ffhghf τττγτ −+<−=∂∂ 11 (excess credits)

(16b) ( ) ( )w; ffhg
f

fh
τττγτ

τ
ττ −+≥−

−

−= 11
1

(deficit credits)

(16c) ( )γτ gw −= 1 (exemption)

To interpret the net total tax effects in each regime, remember that one euro
of post-corporation tax profit is repatriated as dividend. Therefore in case (16a)
the subsidiary pays the withholding tax on it at rate w, which directly reduces the
undistributed profit of the multinational as a whole. Its market value is wγ . Thus
the owners save in their capital gains tax liability, and (16a) gives the net tax
effect of the two.

In (16b) the h-country recognizes that one euro of dividend results from
( )f/ τ−11  euros of taxable income abroad, for which the parent pays domestic

corporation tax at the rate hτ , but receives the foreign tax credit of ( )ff / ττ −1 .
Now the excess domestic corporation tax over the foreign tax plays the same
role as the withholding tax in (16a). The only difference concerns the distribution
of tax revenues. In (16a) it is the source country of income and in (16b) the h-
country of the multinational that gains while in both cases the countries of resi-
dence (r-countries) of the shareholders10 lose tax revenue. Condition (16c) is the
same as (16a) without the restriction on the tax rates.

                                                          
10 We allow the r-countries of the shareholders and bondholders of the multinational to

differ from its h-country in contrast to the received assumption in applied tax theory.
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2. Valuation of Undistributed Profit Abroad

What is important in (16a-c) is that the coefficient γ  now reflects the market
value of post-corporation tax profit retained abroad, which also depends on pos-
sible additional taxes in the repatriation phase. Let this be represented by fγ .
Its value derives from an analogous arbitrage condition to (3) as follows:

(17) ( ) hffg θγτ =−1

where hfθ  denotes the post-tax dividend accruing to the shareholders of the
parent from one euro’s dividend from the subsidiary

(18) ( )d
f

fh
hf Tw,wmax −














−














−

−
−−= 10

1
1

τ
ττθ .

The first term in the curly braces is the dividend of one euro, the second the
possible excess domestic corporation tax on it, and the third the withholding tax
on it. The expression itself in the curly braces is the declared dividend of the
parent resulting from the repatriation. The final multiplier term on the rhs defines
the dividend after the owners’ dividend tax. At the moment the imputation credit
is assumed to be extended to all shareholders, also by those whose r-country
differs from that of the multinational. This is equivalent to the assumption that
the r-countries apply the credit method to the foreign-source dividends of all in-
vestors, crediting both the withholding tax and the underlying corporation tax.
Tax revenues, however, are allocated differently.

The value of fγ  now follows from conditions (17) and (18) in the regime of
(16a), when the zero argument applies in the max term of (18):

(19a)
u
w

g

d
f

−
−⋅

−

−=
1
1

1
1

τ
τγ (excess credit)

In regime (16b), the first argument of the max-term in (18) is the relevant one,
whence

(19b)
uf

h

g

d
f

−
⋅

−

−⋅
−

−=
1

1
1
1

1
1

τ
τ

τ
τγ (deficit credits)

follows. In the third regime of (16c), the h-country applies the exemption
method, and dividends from the subsidiary, when distributed further to share-
holders, are subject to equalization tax11 determined on the basis of the dividend
distribution fd . Therefore conditions (17)-(18) now give

                                                          
11 For presentational purposes the equalization tax is modeled only in the combination of

the exemption method. In fact, the tax is also relevant in the case of excess credits (16a).
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(19c) ( )( )
( )( )u

wu
g

d
f

−−

−−−=
11

11
τ

τγ (exemption)

Keen (1991) does not explicitly derive market valuation coefficients in different
tax regimes. In our case they enhance the comprehension and transparency of
analysis.

3. Total Additional Tax of Onward Distributed Repatriated Dividend

The total additional tax due to the repatriation and onward distribution by the
parent is thus the sum of the effect in (16a-b) and the marginal dividend tax in
condition (1), with the respective fγ  in (19a-c). In the case of exemption (16c),
the onward distribution decision includes the effect of the equalization tax.
Hence in each regime we obtain as follows:

(20a) ( )γτγττ gg
d

hf w
u
u

d
T

d
T −+−

−
−=

∂
∂+

∂

∂ 1
1

 with fγ  from (19a)

(20b) ( )γτ
τ
ττγττ g
f

fh
g

d

hf u
u

d
T

d
T −

−

−+−
−
−=

∂
∂+

∂

∂ 1
11

 with fγ  from (19b)

(20c) [ ]γτγττ gg
d

hf u
uw

u
u

d
T

d
T −









−
++−

−
−=

∂
∂+

∂

∂ 1
11

 with fγ  from (19c)

It can be seen from (20a-c) that, in comparison to a solely domestic company,
the neutrality of the dividend decision with the full imputation credit dhu ττ ==
and with a zero capital gains tax rate requires the additional taxes both in the
repatriation phase (the withholding tax or the excess of the domestic corporation
tax rate over the foreign one) and the equalization tax to be zero. Were the divi-
dend and debt financing decisions both simultaneously to be independent of the
tax system, the foreign corporation tax rate at which interest expenses are de-
ductible would have to equal both the domestic corporation tax rate and the per-
sonal tax rate on interest by an analogous condition to (6) and (9).12 The cost of
each source of finance would then be the same in the f- and h-countries. These
neutrality results of financing and dividend decisions are in conformity with Keen
(1991) and Boadway and Bruce (1992), subject to the inclusion of equalization
tax here.

                                                          
12 Under these circumstances interest payments from the subsidiary directly to investors or

through the parent company face the same effective tax burden as that on dividend flows.
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4. Treatment of Foreign Shareholders

Introduce next the crucial property that the imputation credit is not extended to
the foreign shareholders of the parent.13 Assume that their ownership share is η

and that in the r-countries they pay tax on dividends at the same rate dτ  as the
h-country investors. Hence the proportion η−1  of the shareholders receive the

full14 imputation credit dhu ττ ==  when paying their dividend tax. Assume the
share η  to be constant15 and modify respectively definition (14):

(21) ( ) fd
d

d d
u

udd
u
uT

−
++















−
−−=

11
1 ηττη

where fh ddd += . This affects expression (18), the post-tax dividend hfθ , in
which the tax rate dT  is determined from (21) by setting 1=fd .

The nature of arbitrage changes, too. There are now two kinds of arbitrators,
both the foreign and domestic, arbitrating between post-tax dividends and capi-
tal gains around the ex-dividend days. The domestic arbitrators tolerate a higher
price drop on an ex-dividend day due to imputation credit.16 In addition, there is
a group of arbitrators, consisting of large financial institutions and other active
traders, who arbitrate away any share price differences between the two groups.
Heath and Jarrow (1988) were the first to emphasize that tax arbitrage around
ex-dividend days can not be made riskless and showed that the ex-dividend day
share price drop is not controlled by any specific group of traders. Despite dif-
ferences among their tax determined reservation values, no arbitrage opportuni-
ties are to be exploited even if the price drop differs from the dividend. Rather
the price drop reflects the equilibrium considerations of the long-term and short-
term traders, taxes and risk aversion.

The arbitrage model of Michaely and Vila (1995) is more specific as to the
equilibrium ex-day price drop, which depends on the weight of each tax clien-
tele’s γ (tax preference for dividends relative to capital gains in the jargon of the
ex-dividend day research). The weight increases with the number of investors in
the clientele, their risk tolerance and wealth.17 Michaely and Vila (1995; 1996)
                                                          

13 Nor can mutual funds and non-taxable domestic shareholders such as pension insur-
ance companies and trusts, foundations, unions, and associations serving a public pur-
pose claim the tax credit back in the Finnish system.

14 The modeling of a partial imputation credit would only lead to clumsier expressions,
without changing our conclusions in substance.

15 In a wider analysis it of course depends on the heterogeneity of the systems and tax
rates among the r-countries.

16 The profitability of stripping dividends around ex-dividend days depends on the trad-
ing costs, dividend yields and tick rules, as analysed in detail by Sorjonen (2000). These
factors cause an arbitrage band around each group’s tax determined reservation price.
The arbitrage bands may partially overlap.

17 Table 1 in Michaely and Vila (1995) is illustrative of the equilibrium price determina-
tion as a weighted average of the clientele specific γ’s.
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provide evidence, too. The theoretical and empirical work of Boyd and Jagan-
nathan (1994) follows similar ideas. The results of Liljeblom, Löflund and Hed-
vall (2001) are strongly in support of the “all traders are marginal”-view from a
market with tax heterogeneity among foreign and domestic investors. They find
that arbitrage in companies with equal amounts of domestic and foreign owners
forces the price drop to values within the common no-arbitrage interval, but may
deviate from it in companies where some investor category dominates.

Therefore we will depart from the assumption of the identity of the marginal
shareholder18 and conclude that in equilibrium the domestic and foreign owners
face the same share price between their tax-determined reservation values.
Each group receives the same post-tax capital gain, which reflects the weighted
average of the post-tax dividends of the two groups. From such a modification to
condition (17) the market valuation coefficient of undistributed foreign profits is
derived in the three regimes as follows:

(22a) ( )wg

d
f −

−

−= 1
1

1
τ

ητγ η (excess credits)

(22b)














−

−−
−

−= f

fh

g

d
f

τ
ττ

τ
ητγ η

1
1

1
1 (deficit credit)

(22c) g
df w

u
u

τ
ητγ η

−
−









−
−−=

1
1

1
1 (exemption)

It is immediately clear in case (22a) that the valuation parameter of internal
equity is the same as under the classical system when u=0 holds in (19a). The
only difference is that the dividend tax rate is weighted by the share of foreign
shareholders dητ . The same is of course true in case (22b) and (22c), exemp-
tion plus the equalization tax. The total tax effect of repatriation and onward dis-
tribution is then as follows:
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18 Its weakness is not to explain why apparent arbitrage opportunities will not be ex-

ploited when investors have different tax-induced valuations on dividends and capital
gains, but it is in line of the traditional ex-dividend day research which quests from the ex-
day price drop for the marginal investor clientele that determines the ex-day price drop.
The recent paper by Bell and Jenkinson (2002) is written in the spirit of the latter approach
and strongly suggests the one, pension funds in U.K. equities. But, equally well their re-
sults are in support of the Michaely-Vila model since they report U.K. pension funds hold-
ing over one third of U.K. equities and find that the average ex-day price drop decreases
by less than half of the amount the pension fund’s γ decreases.
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from which the obvious case of deficit credits is omitted and where γ  is the re-

spective ηγ f  from (22a,c). When the h-country of the parent fully imputes the
corporation tax to its resident shareholders dhu ττ == , the first terms in (23a-c)
are zeros. The combined effect of the remaining three terms should then be
zero for the tax neutrality of repatriation and onward distribution. This justifies a
positive capital gains tax rate, which would be dg ηττ =  in the case of no with-
holding tax w = 0. However, the distortion in favour of debt finance remains be-
cause of interest deductibility.

The case of exemption (22c) differs from the case of excess credits (22a) only
by having a lower market valuation of foreign internal equity due to the cumula-
tive effect of equalization tax. This explains why in Finland politicians have
granted a concession from equalization tax for onward-distributed dividends
paid abroad. The exemption of foreign-source dividends in the h-country of the
multinational is not consistent with the imputation system and equalization tax.

Hence in the case of not extending imputation credits to foreign shareholders
the imputation system effectively converts to a classical corporation tax with
double-taxed equity but once-taxed debt irrespective of whether the home
country of the parent company runs a system of foreign corporation tax credit or
exempts foreign-source dividends. Thus the multinational ownership structure of
a multinational together with an imputation system in its home country19 poten-
tially distorts its financial structure.20 Contrasting these results to those of the
previous subsection, brings forth the necessity of extending imputation credits to
foreign shareholders to achieve financial neutrality in the imputation system.

V. Global Classical Corporation Tax

The natural question then arises that if the behavioural incentives of classical
corporation tax are an unavoidable property of the practical imputation systems
in an international perspective, why not adopt it directly without the current ad-
ministrative complexities. And why not adopt it without the deductibility of debt
interest expenses globally.

In such a case there is no economic justification for collecting withholding tax.
So let us assume w = 0 as well as uniformity (9) of flat-tax rates on all kinds of
income from capital, whence 1=γ  holds under classical corporation tax, u = 0.
Then the total tax effect from repatriation and onward distribution is zero in
                                                          

19 We have stressed the above imputation system to narrow the tax disadvantage of
domestic household ownership over the non-taxed institutional one. An additional benefit
is that in countries where imputation system is combined with a progressive comprehen-
sive income tax any tax incentives between wages and dividends from closely held com-
panies would be eliminated.

20 We do not analyse these distortions further, because our strict focus is on tax neutral
financial and dividend policies. Weichenrieder (1998) studies tax arbitrage induced real
and financial investments in his framework.
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cases of excess credits (20a) and exemption (20c). What is paid in dividend tax
due to those decisions is saved in capital gains tax. The repatriation and onward
distribution of dividends is independent of the tax system. Equity income is dou-
ble-taxed, first in the f- and h-countries of the subsidiary and parent on their do-
mestic income, thereafter in the r-countries of the investors at the tax rates

gd ττ = .

The r-countries of the investors collect revenue from dividend tax, capital
gains tax and interest income tax. The f- and h-countries of the corporations
collect corporation tax revenue at their respective rates. Under these conditions
the deficit credits case (20b) is only slightly different, because the h-country cor-
porate tax rate exceeds the foreign one and therefore collects some corporation
tax revenue with respective incentives to delay repatriation. To see the signifi-
cance of this regime for the overall neutrality requirement for financial policies,
consider now the decision to repatriate interest income, but continuing to as-
sume classical corporation tax, without the deductibility of interest expenses

0=β , and with the uniformity condition (9) of flat-tax rates irrespective of the in-
vestors’ r-countries.

1. Interest Payments Directly to Investors

The foreign subsidiary of a multinational pays interest expenses directly to its
international investors. Assume for the moment the existence of a foreign with-
holding tax w. Analogously to (6), the total tax consequence of paying interest
expenses is zero when the following holds:

(24a) ( ) bffgff w;w τβτγτβτ ≥−=− 1 (excess credits)

(24b) ( ) w; bffgffb >−=− τβτγτβττ 1 (deficit credits)

where γ  is given by conditions (19) and depends on the withholding tax rate.
But, without interest deductibility 0=β , the standard justification for the exis-
tence of  withholding tax ceases to hold. Hence, set w = 0, and condition (24a)
is no longer feasible. The valuation factor of internal equity 1=γ  now holds with
uniform personal tax rates (9). Tax neutrality would then prevail as between de-
cisions to increase and decrease interest payments along with their non-
deductibility 0== hf ββ .21

                                                          
21 On the other hand, the reporting of foreign-source interest income is regarded as a

problem. Were there a withholding tax bw τ=  in combination with non-deductibility, no
control or obligation to report them under exemption would be required. Nor would inves-
tors’ r-countries collect any tax revenue.
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2. Repatriation of Interest

With non-deductibility of interest expenses the only consistent way is to ex-
empt them in the taxation of the parent company. In the end it will be double-
taxed when distributed onward, at the rate bτ  when paid to those investing in
the debt of the parent, or at the equal dividend tax (9) if in the form of dividends.
Withholding tax and crediting of it are consistent only with interest deductibility.

VI. Conclusion

Both the imputation system, which credits corporation tax on dividends to
shareholders, and classical corporation tax, which double-taxes dividends, are
examined as tax systems of a multinational, the ownership of which is interna-
tionally dispersed. Most international tax literature deals with the tax incentives
of repatriation within a multinational under different ways of treating repatriated
income in the taxation of the parent company. The analysis here is extended to
take the tax incentives of onward distribution into account, i.e. via the capitaliza-
tion of equalization tax and foreign shareholders’ potential imputation credit in
the market value of undistributed profits of foreign subsidiaries.

The paper concludes that, when the restriction of the imputation system in not
extending the imputation credit to dividends paid abroad is taken into account,
the imputation system effectively converts back to a classical system with dou-
ble-taxation of equity income, favouring debt finance, the system it was sup-
posed to replace. This property occurs irrespective of whether the exemption
method or the foreign tax credit is applied to the taxation of repatriated income.
As there are administrative complexities in running the imputation system so as
to avoid the cumulation of corporation tax internationally, the paper addresses
the benefits of classical corporation tax as a global system.

The particular design advocated here is to extend double-taxation to the entire
income of a corporation. Classical corporation tax, without the deductibility of
interest expenses, but combined in personal taxation with uniformity of flat-tax
rates among all categories of income from capital, is demonstrated to produce

 i. neutrality with respect to the sources of finance, if the rates of corpora-
tion tax and the personal flat-tax rates of income from capital tend to
converge to the same level in each country due to tax competition and
global harmonization efforts; the return on outside equity, internal equity
and debt would be double-taxed, first at the corporate level, thereafter at
the investor level,

 ii. fair division of tax revenues among the resident countries of corpora-
tions and investors,

 iii. administrative simplicity; income from other corporations would be non-
taxable to the receiving corporation; there is no justification for with-
holding tax on repatriated income when the payer is another corpora-
tion,
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 iv. apprehension and clarity.

The kind of system outlined above is not free from the general handicaps of
comprehensive income tax due to its obstinacy in taxing income from capital on
an accrual basis, which distorts intertemporal saving and investment decisions,
and its quality of not treating all categories of ownership equally. That is why
savings tend to be channelled through the non-taxed sector, distorting the own-
ership structure of the corporate sector. International tax competition towards
lower legal tax rates and tax harmonization efforts aimed at broader tax bases
would reduce these distortions.

The blueprint for international tax co-ordination would entail adopting

 i. true economic income as the basis of  both corporation and personal in-
come tax,

 ii. a dual approach in the latter, where all categories of income from capital
would be taxed at the same flat rate and separately from earned in-
come, which is taxed at progressive rates22,

 iii. classical corporation tax without deductibility of interest on debt as a
global system,

 iv. the exemption method in the taxation of all corporate-source income,
foreign or domestic.

and elimination of

 v. annual wealth taxes,

 vi. imputation credits, equalization taxes and other restrictions on flow-
through dividends and realized capital gains, within the corporate sector.

The line between debt and equity is thin. Non-voting preferred stock and long-
term subordinated bonds, both convertible to common stock, are economically
very close instruments except for their tax treatment. Classical corporation tax
without interest deductibility would make such distinctions irrelevant. No thin
capitalization rules in the countries hosting subsidiaries of multinationals would
be needed. The lifting of interest deductibility would of course cause transitional
problems23, but it would solve the problem of interest income taxation, men-
tioned at the outset, taxing it effectively at source, as envisaged by Cnossen
(1996).

Finally, there are the hotly debated tax havens. The funds channelled through
them mostly cannot be invested productively in their own jurisdiction, but else-
where. Therefore, if a tax haven hosts a parent company, the scheme is
                                                          

22 The splitting of income of non-listed companies into capital income and earned in-
come is regarded as necessary in those countries where marginal tax rates on earned in-
come exceed the double-tax rate on income from capital.

23 An obvious rule would be to eliminate it on all new borrowing, continuing to levy
withholding tax on long-term bonds issued before the regime shift and phasing it out on
old bank borrowing within the customary roll-over period of such loans.
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equivalent to the exemption method in non-tax havens.24 Income generated by a
subsidiary will be taxed at its host country rate of corporation tax. Income dis-
tributed by the parent to its investors will be taxed at the capital income tax rate
of their residence countries. Investment income from tax haven funds, the mar-
keting of which is registered in the investor’s country of residence, would be
taxed in the same way as income from domestic funds, with all deals reported to
the tax authorities. Investment income paid directly from tax havens to investors
would thus face at least the same effective tax burden as the one enjoyed by
non-taxed institutions from their domestic and foreign investment. Thus, the
adoption of our blueprint would be the best defence against tax havens.

Summary

Tax neutrality of financial and dividend policies of the multinational with multinational
ownership are studied using the trapped equity approach whereby all dividend taxes in the
repatriation and onward distribution stage capitalize in the market value of foreign profits.
The practice of imputing corporation tax only to the domestic shareholders converts the
imputation system effectively  back to a classical corporation tax. Imputation system also
requires complex rules for exempting flow-through dividends from equalization tax to avoid
its cumulation. In contrast, classical corporation tax is neutral in respect of the financing
and dividend decisions by adopting double taxation of interest income.
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