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THE FUTURE OF CAPITAL INCOME TAXATION IN
A LIBERALISED FINANCIAL ENVIRONMENT

This paper first gives a brief account of the main changes introduced by
OECD governments in their capital income tax rules during the 1980s with
respect to both the corporate and personal sectors. It then examines the
evolution of effective capital taxation, using a summary measure ("tax wedges")
which takes into account the different nature of national tax systems.

Finally, the paper discusses the future of capital income taxation in an
environment of increasing international capital mobility.
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Cette étude résume tout d’abord brievement les principales modifications
introduites, durant les années 80, dans la fiscalité des revenus du capital des
pays de 'OCDE tant au niveau des ménages que des entreprises. L'étude examine
ensuite I'évolution de I'imposition effective des revenus du capital a I'aide
d’un indicateur global ("le coin fiscal"), leguel tient compte de la diversité
des systémes fiscaux nationaux. Enfin, I'étude traite de I'avenir de ce type
d'imposition dans le contexte d’'une mobilité accrue des flux internationaux de
capitaux.
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THE FUTURE OF CAPITAL INCOME TAXATION IN
A LIBERALISED FINANCIAL ENVIRONMENT

David Carey, Jean-Claude Chouraqui
and Robert P. Hagemann (1)

[. Introduction

A significant feature of the 1980s has been the increase in
international capital flows. Technological advances, removal of exchange
controls, and financial market deregulation have all contributed to this
phenomenon. Concomitantly, direct investment has also increased as
multinational corporations have grown in importance and made use of locational
advantages, including the ones derived from different taxation regimes. These
developments will continue in the 1990s, with two major effects of concern to
policymakers. First, the capital tax base may become more elusive in any one
countr?/], making it more difficult to maintain revenue or to redistribute income
through the tax system. Second, capital mobility induced purely by
international tax differences can lead to an inefficient allocation of
resources and lower productivity. Issues relating to the taxation of income
from capital are therefore receiving increased attention. In particular,
proposals have been made for the harmonisation of capital income taxes across
countries, or at least closer co-operation among governments. Assessment of
these proposals requires knowledge about the impact of various tax systems upon
the budget and, more generally, upon economic activity.

The present paper aims to contribute to such knowledge by examining, for
selected OECD countries, the evolution of effective capital Income taxation in
the manufacturing sector over the 1980s. A distinction is made throughout the
paper between corporate income taxes, which affect investment, and personal
capital income taxes, which affect saving. This contribution complements the
analysis presented in OECD (1991c) showing comparable estimates of effective
tax rates on domestic and international investment in the manufacturing sector
for all Member countries in 1990 (2).

The paper is structured as follows. Developments in capital income
taxation over the 1980s are briefly reviewed in Section Il. The evolution of
effective tax rates of taxation on capital income in the manufacturing sector
is examined in Section Ill. The main policy implications arising from the
analysis are discussed in Section IV. This material is supplemented by an
annex discussing the method used for the computation of effective tax rates and
some related empirical material. A conceptual framework for analysis of the
future of capital income taxation and the international effects of changes in
capital income tax policies are dealt with in separate OECD Working Papers
(Mintz, 1992, and Delorme et al., 1993).



Il. Developments in Capital Income Taxation in the 1980s

Personal income derived from capital includes interest, dividends,
royalties, rent and capital gains, both realised and accrued. The tax on a
corporation’s income is also considered to be a tax on income from capital,
although there is uncertainty over its ultimate incidence, as is the case for
other capital taxes. In the following para%raphs, the main changes to personal
and corporate income taxation are described.

{A. Personal sector}

In most OECD countries, there has been a reduction in central government
top statutory marginal income tax rates during the 1980s from 60-70 per cent to
less than 50 per cent (Table 1). The most notable declines have been in the
United States, (from 70 per cent in 1980 to 28 per cent in 1990), the United
Kingdom (from 60 per cent to 40 per cent), New Zealand (from 60 per cent to
33 per cent), Norway (from 48 per cent to 20 per cent) and Sweden (from 50 per
cent to 20 per cent). Reductions have been more modest in Germany (from 56 per
cent to 53 per cent) and France (from 65 per cent to 57 per cent). Personal
income taxation at lower levels of government has not, on the other hand,
changed significantly.

These reductions in personal income tax rates have, in most cases,
resulted in lower marginal tax burdens on capital income (Table 2). Personal
capital income tax bases have not in general been widened to compensate for
such cuts. However, since 1986, all nominal gains in the United States have
been fully subject to tax; only 40 per cent of long-term capital gains were
taxable before. Similarly, in 1989 Canada increased the proportion of nominal
capital gains which are taxable to 75 per cent in 1989 from 50 per cent
previously. Australia also introduced full taxation of capital gains in 1985,
although only inflation-adjusted gains are taxable. Inflation-adjusted capital
gains (above £5000) are now also taxable at full rates in the United Kingdom,
whereas before 1988 nominal gains were taxed at a flat rate of 30 per cent. In
addition, Finland also increased the proportion of gains above a ceiling that
are subject to full taxation.

In a number of countries capital income is not taxed as other income and
benefits from specific favourable tax treatments. This is the case in Japan
and some European economies (Belgium, France, Italy and Portugal), where the
taxpayer may opt for a final withholding tax on interest income at a flat rate
well below the top statutory rate apFIied to other income. Similarly, final
withholding taxes at low flat rates also aﬁﬁly to dividend income in Belgium,
Greece, Japan and Portugal. These withholding tax rates were generally stable
or declined somewhat during the 1980s.

{B. Corporate sector}

~ Many %overnm_ents have reduced the statutory tax rate on corporate
income. The trend in rate reductions began in 1984-85 in the United Kingdom,
followed by Canada and the United States in 1986 and, subsequently, spread to
all other countries except Switzerland (Table 3). In some countries, the
corporate tax rate has been set equal to or slightly above the top personal

rate so as to limit purely tax-motivated incentives to incorporate.



The corporate income tax base has evolved in a much less uniform way. A
number of countries broadened the tax base by abolishing special investment
incentives and making depreciation allowances less generous; the 1986 U.S. tax
reform package and the changes in U.K. depreciation allowances during the early
1980s were particularly significant in this regard. By contrast, in some other
countries depreciation allowances became more generous. Amonﬁ the largest OECD
economies, Japan, Germany and France increased depreciation allowances during
the 1980s. In addition, Germany sianificantIy reduced Its corporate tax base
by adopting "last in and first out” (LIFO) inventory valuation in 1990.

Double taxation of dividends (at the corporate and personal levels) is
often seen as a serious distortion, discouraging corporations from using new
equity to finance their operations. Some countries have attenuated or
eliminated this double-taxation by adopting dividend imputation systems or
split rate corporate tax systems e\//vith a lower rate on distributed profits), or
by subjecting dividend income to a withholding tax instead of the higher

ersonal income tax rates which would otherwise be applicable (3). Dividends
requently continue to be subject to full double taxation, however, in
countries with a traditionally low corporate tax rate or in those which have
significantly reduced it. Belgium returned to the classical system of taxing
dividends in 1989, while Austria and Japan eliminated the favourable treatment
of distributed OProfits in 1989 and 1990, respectively. Changes in the tax
treatment of distributed profits in OECD countries in the last 30 years can be
found in OECD (1991c), Ch. 6.

“Two other items of corporate tax reform are the treatment of losses and
capital gains. Most countries have left unchanged the rules regulating the
shifting of losses through time, but some have made carry-back and
carry-forward losses more generous while others (notably the United States and
Canada) have restricted the use of these losses. The favourable treatment of
corporations’ capital gains has been eliminated partly in Canada and completely
in the United States.

{C. Trends in corporate tax revenues}

It is of interest to consider whether aggregate data on tax revenues are
suggestive of particular trends with respect to capital income taxation. Since
internationally comparable figures that identify the capital income taxation
component of personal income taxes paid are available for only a few countries,
the analysis here is limited to trends in corporate tax receipts. As can be
seen from Chart A, the share of corporate income tax receipts in total
?o_vernment revenues over the past 25 years has been either relatively stable at

airly low levels or has declined steadily in the majority of OECD countries.
Japan, Luxembourg and, to a lesser extent, the United Kingdom and Italy, are
notable exceptions.



[11. Evolution of effective capital income taxation

{A. The tax wedge methodology}

To judge the relative importance of changes in statutory rates and other
elements of capital income tax regimes, and to compare different regimes, a
summary measure of marginal effective taxation is needed for two reasons: to

ermit a joint evaluation of the different components of the tax code, and to
ocus on the effect of taxation upon saving and investment behaviour. Average
and marginal rates can differ wideg, and only marginal rates give information
about incentives and distortions. One such summary measure is the "effective
tax wedge", and the associated "tax rate". The methodology used here to obtain
this measure is the same as in OECD (1991c). Itis based on the King and
Fullerton method (4), briefly described in Annex 1.

This method consists of estimating the tax-inclusive cost of capital (p)

for a hypothetical marginal investment project, and comparing this return to
the investor with the one earned bP/ the saver (s). The difference between the
two equals the total "tax wedge". [n the absence of taxation and capital
market imperfections, arbitrage would ensure that the rate of return on a
marginal investment equalled the real interest rate (r) to be earned on a
riskless bond, which would also equal the rate of return received by a saver.
Tax systems generally give rise to two deviations from these conditions which
together comPrlse the tax wedge. First, corporate taxation causes p and r to
differ. The ditference between p and r -- the corporate tax wedge -- is an
index of how capital income taxation affects the incentives to invest. Second,
Bersonal taxes on capital income cause r and s to differ. The difference

etween r and s -- the personal tax wedge -- is an index of how the taxation of
personal interest income affects the incentives to save.

To illustrate, suppose that r (the real interest rate) is 5 per cent.
As a result of taxation, a company might have to earn 8 per cent (the cost of
capital, p) before tax to earn 5 per cent after corporate tax; in this case,
the corporate tax wedge is 3 percentage points. Alternatively, if the marginal
investment is subsidised, the company might have to earn only 3 per cent before
tax to earn 5 per cent after tax. In this case, the corporate tax wedge would
be -2 percentage points. At the same time, the return to the saver ?s) may be
reduced from 5to 1 per cent after personal taxes, giving a personal tax wedge
of 4 percentage points. The computation of s is simple, as shown in Annex 1.
The computation of p is much more complex, given that it depends upon all the
factors atfecting the present value of the expected income flow to be generated
by the marginal investment. Conceptually, p is the rate of return that equates
this present value to the cost of the project, net of discounted depreciation
allowances and investment tax credits.

In a closed economy, only the total tax wedge matters and not its
decomposition (5). A given total wedge will unambiguously reduce both saving
and investment, which are equal ex post. In an open economy, saving and
investment are no longer equal ex post, and international capital flows make up
the difference between them at the world rate of interest. Investment
decisions are only affected by the corporate tax wedge and savings decisions
only by the personal tax wedge. Changes in each wedge can have different



impacts upon saving and investment, depending upon whether capital is exported
O][ imported, and whether the country is large enough to affect the world rate
of interest.

Expected inflation plays an important role in determining both the
personal and corporate tax wedges. For instance, inflation increases personal
Interest income taxation because nominal, rather than real, interest flows are
taxed. Conversely, for given corporate tax rates and real interest rates,
corporations’ real borrowing costs are lower, the higher the inflation rate
owing to the deductibility of nominal interest payments. Inflation can also
increase corporate tax wedges through the taxation of nominal myentorr
valuation é;alns under the "first in-first out” (FIFO) inventory valuation rules
prescribed by many tax codes and by diminishing the present value of
depreciation allowances where they are based on the historical cost of assets.
In addition, inflation can influence the rate of taxation of capital gains
when the tax is based on nominal rather than real gains. Because of these
effects, it is im?ortant to account for the sensitivity of tax wedges to
variations in inflation rates.

The main strength of tax wedge calculations is their usefulness in
assessing on a comparative basis, the burden of capital income taxation across
countries (or across sectors) as well as its evolution through time. However,
the tax wedge calculations are subject to several major caveats and therefore
need careful interpretation. As such, these calculations have to be seen as
simple approximations of complex tax structures.

{B. Empirical results}
{1.} {Tax wedges in OECD countries}

Tax wedges for investments in manufacturing in all OECD countries in
1990 are presented in Table 4, the estimates having been obtained using the
data and software of OECD (1991c). Itis assumed that all lenders receive the
same before personal tax rate of return, r, set at 5 per cent. It is also
considered that the rate of inflation is equal to OECD {Economic Outlook} 49
projections for 1991 in each country, and that the representative saver either
saves through a tax-exempt institution, such as a pension fund (columns 1
and 2) or that he faces the average (columns 3 and 4) or the top (columns 5
and 6) marginal personal income tax rates in each country (5). The corporate
tax Wed?es are different, depending on the assumption made about the relevant
marginal personal tax rate because, in the King-Fullerton methodology, this
affects the discount rate used by the firm to evaluate investment ﬁrojects.
These tax wedges (and all others in this paper) are averages of the wedges for
hypothetical investments in three t Pes of assets (buildings, machines, and
inventories) using three sources of tinance (debt, new equity issues or
retained earnings), a total of nine possible investment projects. For the
background data, including the weighting matrix, see Annex 1.

The personal tax wedge is positive in all countries (except, of course,
in the case of zero personal capital income tax, when the wedge is zero by
definition%]while the corporate tax wedge is negative, in general, (except
again in the case of zero personal capital income tax). Capital income
taxation has a ne%ative impact on saving (assuming a positive interest
elasticity) and, if the typical saver pays personal capital income taxes, a



positive impact on manufacturing investment éassuming a negative interest
elasticity). In general, OECD countries subsidise manufacturing investment, at
the margin. This is particularly so for investments financed through debt, and
Eé% gonsistent with the large increase in the debt-equity ratios during the

S.

{2.} {Changes in tax wedges in five major countries}

Trends in capital income taxation over the 1980s in five large OECD
economies (the United States, Japan, Germany, France and the United Kingdom)
can be ascertained from changes in their tax wedges. The first set of personal
and corporate tax wedge calculations is based upon historical rates of interest
and inflation in these countries so as to allow for the impact of changes in
these variables on the wedges. The calculations are then repeated assuming a
fixed real interest rate -- 5 per cent -- and a fixed expected inflation rate
-- 5.5 per cent -- for all countries and all periods in order to isolate the
influence on the wedges of tax policy changes alone (7).

Estimates of tax wedges based on country-specific rates of interest and
inflation for each period are reported in Table 5, assuming that the typical
saver faces average marginal personal income tax rates. Corporate tax wedges
in the United States, France and the United Kingdom are negative, but declined
in absolute value over the 1980s, indicating a reduction in the marginal
subsidy to manufacturing investment. By contrast, the marginal subsidy
increased in Germany, while it disaPpeared in Japan, where the tax wedge has
been positive since 1985. Personal tax wedges in all five countries are
positive, have declined, and have converged somewhat (these wedges were
distributed with mean and standard deviation respectively of (3.2, 1.3) in 1980
and (2.2, 0.8) in 1990).

Given a fixed real interest rate (5 per cent) and inflation rate
(5.5 per cent, which is the average of OECD projections for the countries
considered over the observation period), and assuming that the typical saver
pays average marginal personal tax rates, personal tax wedges continue to
decline, but to a lesser extent, in all countries except Japan, where they
remain constant (Table 6). By contrast, trends in corporate tax wedges are
somewhat different in the variable interest rate and inflation rate case. The
marginal subsidy to manufacturing investment declines in the United States and
the United Kingdom; it is rather stable in Japan and France; and it increases
in Germany. The implication is that a large part of the change in corporate
tax wedges reported in Table 5 should be attributed to the fall in inflation
over the last decade.

{3. Summary}

As of 1990, marginal investment in manufacturing in OECD countries was
subsidised (corporate tax wed%es were generallh/ negative). Only if the t;gaical
saver paid no personal tax at the margin (as is the case with pension funds and
other such institutions) would the corporate tax wedge have been positive. The
personal tax wedge, on the other hand, was positive, usually larger than the
corporate wedge %n absolute value), and varied greatly across countries.
Changes in tax wedges over the 1980s for the manufacturing sector of five major
OECD countries were as follows: personal tax wedges declined, and converged
somewhat, while the corporate one generally increased, (or declined in absolute



value when neﬁative). The fall in inflation since 1980 does not account for

the decline in the personal tax wedge, ﬁiven that computations with a constant
rate of inflation yield a similar result. This is not true for the corporate

tax wedge: when computed under constant inflation, the wedge is negative and
roughly constant in two of the five major countries and increases much less in
another two. Other calculations, not presented in this paper, show that
changes in the corporate tax wedge over the 1980s are roughly similar to those
in Table 5, when computed with a fixed rate of interest. Thus, 1t is falling
inflation, rather than changes in real interest rates, which affects the

estimates of the corporate tax wedge.

IV. Policy Implications

~ The above analysis raises three major policy issues about the taxation
of income from capital:

-- If, overall, the effective taxation of income from capital is being
reduced in OECD countries, is this desirable from a global
perspective?

-- If, for a given level of capital income taxation, there is a shift
towards source-based (corporate) taxation, is this to be encouraged?

-- To the extent that the reductions in capital income taxes are
uncoordinated, and if the international spillovers from such
unilateral policy chan%es are undesirable, is it necessary to
co-ordinate tax policy

{A. How much taxation of capital income?}

What is good for one nation (low taxation of capital) given the high
mobility of capital, may not be desirable for global welfare. If the world
supply of capital is inelastic, the gradual erosion of capital income tax rates
will, everything else being equal, require higher rates of tax on other bases
in more elastic supply, raising the overall level of tax-induced economic
distortions. For example, a higher marginal rate of tax on labour can increase
the labour-leisure distortion. This could well raise the overall welfare
losses from taxation.

The erosion of the capital income tax base may also eventually undermine
the ability of c];_cl)vernments to redistribute income through progressive
taxation (8). However, it is not evident that income redistribution has to be
based on capital income taxation. First, to the extent that differences in
income are attributable to differences in human capital, redistribution through
labour income taxation or expenditure taxation would still be possible.
Second, redistribution to the poor could be improved in many OECD countries by
introducing a greater degree of means-testing for benefits. Third,
progressiveness with respect to consumption, if not income, could be achieved
converting current income tax bases to consumption bases. To the extent that
there is at least a perception that ﬁrogressive taxation requires the inclusion
of capital income in the tax base, however, the degree of permissible decline



in capital taxation may be subject to political constraint. Finally, short of
this, some degree of progressiveness with respect to consumption can be
obtained through higher indirect taxes on luxury goods and services (9).

{B. Is source-based taxation to be encouraged?}

Residence-based taxation (personal income taxes) is sometimes TJoreferred
to source based taxation (corporate income taxes) since the benefit o

overnment spending largely accrues to the country’s population (9). Ideally,
the government should be accountable for its expenditure decisions by raising
taxes on the population it serves. Thus, taxes should be assessed against
capital income regardless of where it is earned. Second, residence-based
taxation is generally seen as more efficient and more equitable than is
source-based taxation. The former, such as income or consumption taxes, can be
levied optimally on resident households taking into account their ability to
pay and preferences for the public goods and services (i.e. the desired size of
the public sector). In contrast, source-based taxes, such as production or
corporate income taxes, reduce the efficiency of the economy without leading
necessarily to optimal taxes on households (11).

Nevertheless, as described in greater detail in Mintz (1992), there are
at least two reasons why source-based corporate taxes may be seen as desirable
by governments. First, the corporate income tax may function as a withholding
tax In countries with full integration of the corporate and personal income
taxes -- in this role, the tax assists with the enforcement of personal
taxation of capital income. A second motivation for retaining the corporate
income tax is that it can also be seen as a payment for the benefits from
government services which accrue to the business sector and which help to
Increase corporate profitability (e.g. expenditures on infrastructure) (11).

However, unless there is full integration on a world-wide basis, with
personal taxes levied on both domestic and forei(?n investors (12), the
corporate tax will distort production decisions and the international
allocation of capital; investors subject to low or zero tax rates on capital
income will, in the absence of corporate tax refunds, tend to invest in
countries with low corporate income tax rates. Thus, some governments may view
corporate taxes as harmful and seek to co-ordinate tax policy in this area.
Others may consider that co-ordination attempts would undermine their ability
to pursue tax éJoIici_es aimed at attracting investment or to raise revenue on
foreign-owned capital. Clearly, there would be obstacles to reaching a
world-wide consensus regarding the desirable degree of reliance on source-based
taxation.

{C. Options for co-ordination}

If governments wish to maintain capital income taxation, what options
are available to them in a global financial market? Some experts have called
for international co-operation whereby governments would agree to a formal set
of rules relating to the definition of tax bases and possibly of tax rates -- a
sort of GATT-type agreement in the tax field (14). However, multilateral
treaty negotiation has never been sought for taxation. This reflects to a
great extent the fact that governments often have different and conflicting tax
policy objectives. First, there is little consensus over what are the "best"
taxes. Second, governments have different views regarding the relative



importance of the pure revenue-raising function of taxation and its allocative
role. Multilateral agreements would likely be perceived as an encroachment on
each government’s sovereign right to shape and implement fiscal policy.

_Faced with the twin objectives of maintaining capital income and
national sovereignty over fiscal _[pollcy, the following options, that go less

far than a comprehensive GAT

type agreement, can reasonably be envisaged to

build on existing co-operative arrangements (15):

+ i) Exchange of information. To improve enforcement of the personal

“ii)

i

and corporate income tax, governments would agree to an exchange
of information. This could involve the reporting of accounts held

bK non-residents to foreign governments. It could also entail a
sharing of information used to determine transfer pricing for
transactions of multinational corporations. But there are,

obviously, a number of significant obstacles to greater

information sharing. First, many countries have strict bank

secrecy laws that effectively protect depositors and which command
wide support from those concerned about the unwarranted intrusion
by governments into their personal affairs. Second, there exist
administrative problems in tracing company names across
jurisdictions because of different reporting requirements.

Finally, without some form of revenue-sharing between countries,
there 1s little incentive for the tax authority of one country to

allow taxpayer audits within its borders.

New provisions in bilateral treaty negotiations. All OECD
countries currently have treaties with trading partners to
eliminate double taxation of cross-border flows of income. This
form of co-operation has allowed countries to share revenue from
taxation of capital income as well as reduce tax barriers to

capital flows. Recent work by the OECD (1991c) highlights well,
however, the fact that existing bilateral aPreements, together
with different domestic tax systems, are far from providing
complete capital export neutrality (16) amonP OECD countries.
And, in any event, the objective of current bilateral treaties is

not to reduce tax competition or to limit tax evasion. The
possibility therefore arises for governments to negotiate
non-resident withholding taxes on interest incomes so that
foreign-source interest income can be taxed in the host country.
The recent experience of the EEC Members in seeking a common
withholding rate testify, however, to the difficulties that this
approach would face on a world-wide basis.

Broader informal co-ordination of tax policies. Recent years have
witnessed an increase in the degree of consultation among
governments regarding overall macroeconomic policies. This has

een motivated to a large extent by recognition that fiscal and
monetary policies can often be better formulated if the potential
international impacts (viz. spiIIovers?] of policies in another
country are taken into account. Wit resBect to tax polic%/, for
instance, it may be preferable from a global perspective for
governments, to the extent that they may be mutually interested in
stirlnulating investment and saving, simultaneously to adopt similar
policies.
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Table 2. Top personal marginal tax rates on capital income:
central and lower levels of government (1)
(excluding real estate)

o« Interest earningse  Dividend incomeee«Capital gains (b)e

e 1980 1990+ 1980e 1990ee 1980+21990

Australia  * 60.0e 48.3¢  60.0¢ 483+ + 0O (R)48.3/48.3

Austriae ¢ 62.0¢  50.0¢ 62.0e 25.0 < 50.0/0¢  50.0/0

I.Selgi.u.m- . 250 ('3) " 100 (3 200 ¢ 2500 0 O

Canadas 632+ 49.1s 632+ 49.1s (N)31.6/31.6+ (N)36.8(4)/36.8
Denmarke  +65.00 57.8¢ 65.0¢ 45.0¢ (N)65.0/0e (N)57.8/0

Finlande ¢ Oe O 67e 60.00 ¢ 0 o 0

Frances  »25.0 (3) 17.0(3)(5) 65.0(5)* 56.8 (N)0-16 (5)/0-16+ (N)0-17
Germanye E:GO (3) 53.0(3)» 56.00 53.0¢e <0 O

Greeces ende 0 nde 500 <0 O

I.cela.n:j- nd- O« n.d.e 39.8¢ « -e« (N)39.8/39.8

Irelande  ¢65.0(3) 53.0(3) 65.0¢ 53.0 (R)50.0/30.0 (R)50.0/30.0
ltalys 0 (7)» 125(7) 72.00 5000 0 O

Japane ¢ 20.0¢ 20.0¢ 35.0¢ 35.0¢ ¢ Qe (N)20.0/20.0
I._uxe.n;bour.g. -%7.0- 51.3¢ 57.00 513+ Qe O

Netherlands «72.0¢  60.0¢ 72.0¢ 60.0¢ ¢ O O

New Zealand « 60.0¢ 33.0¢  60.0¢ 33.0e ¢ Qe 0

Norwaye «48.0  40.5¢ n.d. 20.0 (N)30.0/0¢ (N)40.0/0¢
;Dortllg.al .:n.cI- 20.0-25.0 n.d.e 25.00 ¢ Qe O

Spaine  *65.0¢ 56.0¢ 66.0 56.0¢ (N)66.0/66.0¢ (N)56.0/56.0
Swedens  +50.0¢  30.0 50.0¢ 30.0 (N)50.0/50.0 (N) 30.0/30.0
Switzerland «44.0¢  44.0e 44.0e 440+ <+ Qe O

Turkeye s-=  10.0¢ -e» 10.0(8) * -e (N)50.0/50.0

United
Kingdome  ¢75.00  40.0¢ 75.0 40.0¢ (N)30.0ec (R)40.0

United States » 74.0 ~ 36.0+ 74.0¢ 36.0¢  (N)30.0 (N)36.0




Notes - Table 2
Key: SN) = Nominal capital gains taxed
(R) = Real capital gains taxed.
Notes :

1. A more detailed description of the tax treatment of personal capital income is available
the sources listed below.

2. Capital gains ons hares (in case of minority shareholder) first figure refers to short-ter
capital gains, second figure (after slash) to long-term ones (country specific definition
for short and long term).

3. Some interest earnings (savings accounts, government bills or bonds, ... ) may be exempt,
sometimes up to a certain ceiling.

4. Life-time tax allowance: CS$ 100 000 (500 000 for farmers).
5. Add 1.1 per cent to rtes from 1991 onwards.

6. Second rate applies only if transactions exceed 7th bracket of personal income tax
progressive schedule.

7. Various rates: table refers to Treasury bills or bonds.

8.  First 100 000 TL exempt.
Sources:

1980: OECD (19862, {Personal Income Tax Systems Unders Changing Economic Conditions}.
OECD (1988), {Taxation of Net Wealth, Capital Transfers and Capital Gains of Individuals}
OECD, An Inventory of Corporate Tax Provisions in OECD Member Countries, (DAF/CFA/81.10).

1990: OECD, DAFFE/CFA/WP2(91)1.



Table 3



Table 4. Personal and corporate tax wedges in OECD countries for 1991
(Assuming fixed-r of 5 per cent and country-specific inflation)

e Zero personal Average personals  Top personal
s« marginal tax rate marginal tax rate marginal tax rate

s« Personal Corporate Personale Corporate Personal Corporate

Australias O 2.1¢ 3.5¢ -2.3 4.4¢-2.9
Austriase Qe 0.4¢ 3.4¢ -2.3e 4.3+-3.0
Belgiumes Qe 0.4 0.8+ 0.1 0.8 0.1
Canadaes O 1.2¢ 4.7+ -2.0¢ 5.2¢-1.3
Denmarkes Qe 0.8 4.00 -2.0e 45024
Finlandee Qe 0.6 1.0¢ 1.6 1.0 35
Franceee Qe 0.4 0.5« 0.6 1.5¢0.6
Germanyes O»  0.8e 3.2¢ -23¢  4.3.-33
Greecese 0 -1.5¢ naae+ n.a 0.0 0.2
Icelandes Qe 1.7+ 0.0 2.4 0.0 3.7
I[relandee Qe 0.1¢ 3.0 -1.5¢ 4.20-2.3
[talyss Qe 0.60 1.4¢ 1.2 3.3--0.8
Japanes Qe 1.5¢ 150 1.3 1.5¢1.3
Luxembourge 0O  1.3¢ 2.0 -0.3¢ 4.
Netherlandse Qe 0.7+ 3.7+ -2.0¢ 4.6

-2.6
New Zealands  Oe 1.7 n.a.* n.a. 2.9¢-1.0
Norwayee O 1.7« na- na. 3.5e-1.1
Portugale  0Oe 0.2¢ 3.9¢ -2.7. 3.9.-2.7
Spaines 0O 1.3¢ 3.4 -1.2¢ 6.0.-4.0
Swedenee 0e  -0.1¢ 4.1+ -1.6¢ 4.1.-1.6
Switzerlande Qe 0.4¢ 3.0 -1.7¢ 4.2+-25
Turkeyes Qe 3.2¢ 4.4« 0.6¢ 44429
United Kingdome O 1.0e 3.4 -14s  4.3e-2.2
United Statese  Oe 0.8¢ 2.8« -0.2¢ 3.3.-0.3

Source: OECD (1991c) data file and software.



Table 5. Personal and corporate tax wedges
with average marginal personal tax rate

(assuming country-specific interest rates and inflation rates) (a)

Yearse Personal Corporate pe re S

United States

198Qese 3.1¢ -2.8¢-1.3¢+ 1.6¢ -15
1985 2.8+ -0.6¢6.7¢ 7.3¢ 45
199Qeee 2.0¢ -0.2¢2.8¢ 3.0 1.1
Japan
198Qeee 1.7¢ -0.9¢2.1¢ 3.0 1.3
1985ee 1.3+ 1.67.0e 55 43
199Qeee 1.5¢ 0.6¢59+ 53+ 38
German
198Qeee 2.6+ -0.6¢3.1¢ 3.7 1.1
1985eee 2.1¢  0.3¢5.2¢ 4.9+ 29
199Qese 2.3+ -1.6¢3.3¢ 49 26
France
1980ese 3.1+ -1.6e-0.6e 1.0 -2.1
1985eee 2.9¢ -05¢6.00 6.4 35
199Qeee 1.7¢ -0.4¢6.3¢ 6.7 5.0
United Kingdom
198Qeee 5.2 -2.7e-2.6¢ 0.2« -5.0
1985eee 4.1e -11¢48 59 17
199Qeee 3.6 -1.2¢4.4e 57 21

a. See Annex 2 for inflation rates.

Source: OECD Secretariat estimates.



Table 6. Personal and corporate tax wedges
with average marginal pesonal tax rate

(assuming fixed-r and average inflation) (a)

Yearse Personal Corporate pe re S

United States

198Q0¢ee 2.9¢ -1.2¢3.8¢ 5.0 2.1

1985¢ee 2.6¢ -1.3¢3.7¢ 5.0 2.4

199Qeee 2.3¢  (0.1¢5.1¢ 5.0¢ 2.7
Japan

198Q0¢ee 2.0¢ -0.4¢4.6¢ 5.0 3.0

1985¢ee 2.0¢ -0.2¢4.8¢ 5.0 3.0

199Qeee 2.0¢ -0.2¢4.8¢ 5.0 3.0
German

1980¢ee 3.3¢  -0.7¢4.3¢+ 5.0 1.7

1985¢ee 3.1¢ -0.7¢4.3+ 5.0 1.9

199Q¢ee 2.8¢  -2.3¢2.7¢ 5.0 2.2
France

198Q¢ee 2.6¢ -0.5¢4.5¢ 5.0 2.5

1985¢ee 2. 7¢  -0.604.4¢ 5.0 2.3

199Q¢ee 1.7¢ -0.6°4.4¢ 5.0 3.3

United Kingdom
198Qeee 4.3+ -1.7¢3.3 50 0.7
1985eee 4.0¢ -1.1¢39¢ 50 1.0
1990ees 3.3+ -1.2¢3.8 50 1.7

a. rissetequal to 5 per cent and inflation to 5.5 per centin all
countries and time periods. See Annex 2 for inflation sensitivity
analysis.

Source: OECD Secretariat estimates.
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Notes

1.+ This paper has benefited from comments by Lars Bovenberg, Francois
Delorme, Robert Ford, Constantino Lluch, John P. Martin, Jack Mintz
and Jeffrey Shafer. The authors are grateful to Yuki Kitamura for
assistance with the effective taxation calculations and to
Andrea Prowse and Paula Simonin for secretarial support. Robert
Hagemann is currently working at the International Monetary Fund in
Washington.

2.+ These estimates actually reflect tax rules as at 1 January 1991.
Similarly all 1990 effective taxation calculations presented in this
paper are based on 1 January 1991 tax rules.

3.» France has an unusual system in this regard, in that double taxation
of dividend income is attenuated through a partial imputation system
but exacerbated (since the late 1980s) by a higher corporate tax rate
on distributions than on retentions.

4.« For a thorough explanation of the conceptual basis of effective tax

wedges, see Boadway (1985). See also OECD (1991c), Annex 1, where the

method is extended to cover transnational investment. For an early
emEII’ICSJ application of this methodology to the OECD-wide area, see
McKee et al. (1986).

5.¢ See, for instance, Boadway et al. (1984) and Bovenberg et al. (1990).

6.+ Although in principle one might also want to consider savers abroad,
cross-border holdings do not appear to be very important. French and
Poterba (1991) quote the following domestic shares for the five major
countries studied in more detail in the next section: United States
92.2 per cent; Japan 95.7 per cent; Germany 79 per cent; France
89.4 per cent; and United Kingdom 92 per cent. The issue of
transnational investment, and the wedges that result from the
opéJortunity to invest (and save) abroad, are considered in OECD
(1991c), Chapter 5.

7.« These are not, of course, the only factors that affect the estimates
of tax wedges. Thus Scott (1989, p. 406) reports estimates that are
considerab ty smaller than the ones of King and Fullerton for 1980, due
partly to different treatment of depreciation. He also reports
changes in effective tax rates between 1960 and 1980 for the United
States and the United Kingdom. His estimates indicate that
investments in machinery and manufacturing have a favourable tax
treatment.

8.¢ See Sinn (1990).
9.« This method of redistribution may, however, be costly in terms of

economic efficiency because demand for luxury goods tends to be much
more elastic than that for necessities.



10.» Most OECD countries operate their personal capital income tax systems
on a residence basis. The United States differs in this respect by
including in a citizen’s tax base all income earned world-wide
regardless of residence. Most corporate tax systems operate a source
base (i.e. the tax is paid where the income is earned).

11.» See Diamond and Mirrlees (1971).

12.« In addition, from the point of view of a capital importing country,
the elimination of the corporate income tax may simply lead to a
transfer of net revenue from the domestic to foreign treasuries, as
noted earlier.

13. Giovannini and Hines (1990) propose a form of imputation that would
integrate corporate and personal taxes for each type of investor,
domestic and foreign.

14.« See McLure (1990).

15.« Existing c_oorperative arrangements include: Model Convention on Income
and Capital, OECD 1977; United Nations Double Taxation Convention

between Developed and Developing Countries, 1980; Transfer prices and

Multinational Enterprises, OECD 1979.

16. Capital export neutralitg exists when taxation does not alter the
relative returns available on investments in different countries.



Annex 1

Effective Tax Wedge Calculations: Methodology and Data

This annex contains supporting information for the effective taxation
calculations shown in Section IIB of the paper. The Kin? Fullerton methodology
used to make the calculations is first briefly discussed; for a more
comprehensive statement of this methodology, see King and Fullerton (1984) and
OECD (1991c) Annex 1, which also gives an extension to the case of
transnational investments. The relationship between the "fixed-r" approach and
international capital mobility is then discussed. This is followed by some
inflation sensitivity analyses, a decomposition of tax wedges across
asset-types and finance sources and an assessment of the impact of different
marginal rates of taxation on personal capital income upon the tax wedges.
Shl_Jpporting data for the calculations are presented in the tables attached to
this annex.

I. The King and Fullerton Methodology for Computing Tax Wedges

As noted in the text, the corporate tax wedge wc and the personal tax
wedge wp are respectively defined as follows:

W = - [eseecee [1]
c

W = [ - Seeecece [2]
p

where p is pre-corporation tax (real) rate of return (cost of capital), r is
the real interest rate and s is the post-personal tax rate of return.

It is assumed that households hold equity at the margin to the point
where the post-personal tax real return is the same as that on riskless bonds.
Accordingly, s will be the same for all financial instruments and depends on
]Ehﬁ (riskless) real interest rate, r, and the taxation of interest income as
ollows:

i
5= (1-m) (1+p) - psweee [3]

where mi is the marginal personal tax rate on interest income and p is the
expected inflation rate.

The calculation of p is considerably more complicated. p can be written
as the gross marginal return on an investment, net of depreciation, i.e.:

p = h - dessesee [4]

where h is the gross marginal rate of return on an investment and d is the
(true) depreciation rate.



The present value of the project’s earning stream, with corporate tax
rate on retained earnings t and discount rate r, is:

e 0 -(r+d-p)u
PV =S [(1-t)h-vt ple dueees [5]
e 0

(1-t)h-vtp

. r+d-p

where v is the proportion of inventories subject to FIFO valuation. The
numerator of equation [5] is the after-corporate tax gross marginal rate of

return adjusted for any inflation-related taxation of inventories (i.e. vtp).

The denominator is the real discount rate which a company uses to discount the
project’s gross returns.

Different forms of financing the investment project imply different
discount rates. The discount rates for retained earnings, new equity and debt
finance are respectively given by equations [6] to [8]:

i
~ |(1_m ) - Zeoecee

r = scecce [6]
r

. 1-z

; _ (1) (1-€) (Lt)eees e 7]

ne

d d
y (1-m) (1)

rd: i(l_t),unno [8]

where i is the nominal interest rate; zi, the accrual equivalent capital gains
tax rate adjustment for inflation; z, the accrual equivalent capital gains tax
rate; c, is the imputation credit rate; md, the marginal personal tax rate on
dividends; td, the corporate tax rate on distributed earnings.

The accrual equivalent capital gains tax rate is calculated using [9]:

2 3
T B
z=az {1+ +] [+ ] +..}e [9]

y |( 1+r|(|1+r5 |(1+r)| )



az (1+r)

atr



where a is the proportion of capital gains realised annually (assumed to be
10 per cent). zR is the statutory capital gains tax rate. zi, the .
inflation-adjustment to capital gains (which is only relevant in the United
Kingdom in 1990), is defined as:

i
Z =7 poooooooo [10]
o a

where pa is actual (as opposed to expected) inflation.

~To compute p, the present value PV in [5] is equated to the cost of a
project, C, defined as:

C= (1-A),onnoo [11]
where A is the present value of tax depreciation allowances and é;rants ona

unit of capital. A is respectively defined for declining balance an
straight-line depreciation schedules in [12] and [13]:

t
(1-b) d t oeceee
A= bt-{-—+f-gouno [12]

. t
. r+d

(1-b)td t[ 1 ]
A=bt+ [1- | +fg--|- [13]

N-1
r (1+n)

where b is the proportion of assets subject to immediate depreciation; dt, is
the tax depreciation rate; f,the proportion of assets subject to grants; g,
the grant rate; N, the tax lifetime of the asset.

~Investments will be undertaken until the cost of the marginal investment
is equal to the expected present value of its returns, i.e.

(1-t)h - thooooo.
1A= vwveres I
. r+d-p

Substituting p+d for h (equation [4]) and solving for p (1) gives:
(1-A)(r+d-p) vtp seesee
p= + -dee [15]

the basic expression to compute the cost of capital.






ll. The Relationship Between the "Fixed-r" Approach
and International Capital Mobility

The way in which the "fixed-r" approach corresponds to open economy
analysis can be highlighted by considering the following investor equilibrium
conditions. Let the marginal investor be indifferent between holding foreign
currency assets and home country assets when their after-tax returns adjusted
for expected currency movements are the same:

o

i.(l-lm ) =i (1-m) + f (1-x)eeeee [16]

where i is the nominal interest rate; m is the investor’'s marginal interest
income tax rate; x is the foreign exchange gains/losses tax rate; and fis
the expected appreciation of the foreign currency. * signifies foreign
equivalent.

Re-arranging [16], the domestic interest rate is given by:

.
=i + fosssess [17]
© o 1m

If purchasing power parity is assumed,
f = p - p*oooococ [18]

In the tax wedge calculations where inflation was assumed to be the same
in all countries, f equals zero and domestic and foreign interest rates are
identical. Accordingly, so too are real interest rates. For the tax wedge
calculations where country-specific inflation but common real interest rates
were assumed, open economy arbitrage conditions (as in [16]) are only satisfied
when the foreign exchange capital gains/losses tax rate is the same as the
interest income tax rate. To the extent that foreign exchange gains/losses are
in fact taxed at lower rates than interest income, open economy arbitrage would
instead imply higher real interest rates in high inflation countries and lower
real interest rates in low inflation countries.

Ill. Further Analysis of Tax Wedges

~Inflation interacts with nominal-based taxation systems to affect
slﬁnlflcantly personal and corporate tax wedges. As discussed in the text,
inflation raises the personal tax wedge because the inflation-compensation
component of nominal interest payments is taxed as income. Conversely, the
tax-deductability of nominal interest payments in inflationary periods reduces
the corporate tax wedge by subsidising firms’ real borrowing costs. This
reduction in the corporate tax wedge is, however, partially offset by a loss in
the present value of depreciation allowances, which are based on historic
rather than replacement cost, greater taxation of inventories valued using the
FIFO method and of capital gains, if not inflation-adjusted.



As can be seen in Table A1, where tax wedges are calculated assuming
three common inflation rates (0, 5.5 and 10 per cent) but otherwise the same
assumptions as in Table 6 of the main text, corporate tax wedges are inversely
related to inflation in all countries. The benefit which corporations receive
from lower real borrowing costs in inflationary periods outweighs the other
costs which are associated with inflation. Conversely, inflation raises the
personal wedge in all countries. Tax reforms in the 1980s generally reduced
the benefit which companies get from inflation and, with the exception of
Japan (2), the additional personal interest income taxation which individuals

pay.

Corporate tax wedge trends over the 1980s are qualitatively unaffected
in most of the countries by the range of inflation assumptions presented in
Table A2 -- corporate tax wedges always rise in the United States and United
Kingdom and decline in Germany (albeit marginally at zero inflation). But
in Japan, the increase in the corporate tax wedge observed at medium and high
inflation rates does not occur at zero inflation -- indeed, the wedge declines
in the absence of inflation. Similarly, the increase in the corporate tax
wedge in France does not occur at zero inflation -- in this case, the wedge
remains stable. Personal tax wedge trends, on the other hand, are robust to
these changes in inflation assumptions.

While the sensitivity of the trends in corporate tax wedges to the
inflation rate assumption could be a problem were inflation rates arbitrarily
chosen, the standard inflation rate assumption used in the paper was the
average for the countries considered and proved, in fact, quite realistic for
all of them. In order to verify that the trends observed in Table 6 of the
main text were not attributable to unrealistic standard inflation rate
assumptions, the calculations were repeated assuming in each country its
average inflation rate (Table A2). As can be seen in Table A2, the same trends
as in Table 6 are observed -- corporate tax wedges were broadly stable in
Japan and France, but rose in the United States and the United Kingdom and fell
in Germany.

The way in which tax systems discriminate by assets and finance sources
is indicated In Table A3, which shows an "across-asset" and "across finance
sources" decomposition of the average tax wedges shown in Table 6 of the main
text. These calculations show that the most tax-favoured asset in many
countries was machinery, both at the beginning and at the end of the decade;
the exception in 1980 was Japan, where inventories were the most favoured, and
Germany in 1990, where again inventories were most favoured. The most heavily
taxed asset was inventories in countries without LIFO valuation systems
(i.e. France, the United Kingdom and, before 1990, Germany) and buildings in
the other countries. With respect to finance, debt was the most favoured
instrument in all countries and, in countries without dividend imputation
fs,ystems (the United States and Japan), new equity was the most taxed source of
inance.

Tax wedges across assets converged in all countries over the 1980s.
Thus, the claims frequently made by governments that they were aiming to reduce
tax distortions across different asset types are borne out by the data. There
was also convergence of tax wedges by source of finance in the United States,
Germany and the United Kingdom. However, in Japan there was divergence of tax
wedges across finance instruments as the wedge on the most discriminated



against instrument, new equity, rose a great deal more than did the other
finance in wedges. This occurred because the corporate tax rate on
distributions increased in each Joeriod as Jatpan moved away from a split rate
corporate tax system. Tax wedges across finance instruments also diverged in
France, des(,fite a significant reduction in the subsidy on debt, the most
tax-favoured instrument. This divergence was due to a very large increase in
the wedge on new equity which resulted from larger reductions in the corporate
tax rate on retentions than on distributions.

There are two other issues related to sensitivity analysis of tax wedges
that deserve consideration. One is the impact of variations in r. The other
is the impact of variations in m, the marginal tax rate on capital incomes.
Variations in r, within observed ranges, do not have major consequences.
Variations in mi do: in the extreme case of mi=0, which is the case for
pension funds and other institutions, the personal tax wedge is zero, and the
corporate wedges are higher than in the case of average mi. When mi is taken
to be the top marginal tax rate, the personal tax wedge is larger, and the
corporate wedge smaller than in the average mi case. These results are given
in Tables A4 and A5. The changes in wedges across countries and periods are
also presented in these tables.

Notes

1. The discrete-time equivalent of equation [15] was actually used in the
calculations. This equation is:

(1-A)(r+d(1+p)-p)  vip
p= + -d
(1-t)(1+p) 1-t

2. The relationship between inflation and the personal tax wedge in Japan
was unchanged during the 1980s because there was no change in the
personal interest income tax rate -- it remained at 20 per cent
throughout the decade.



Table Al. Corporate and personal tax wedges
Inflation sensitivity analysis
Country specific: average marginal personal tax rate
Common factors: real interest rates, inflation expectations, average weights

o eeseee [NFLATION RATES
ee o 1080e ¢ e 1985 e « 1990 - Change 1990-1980

e« 0.0¢ 55 10.0 0.0e 55 100 00 55 100 00 55 10

United States
Corporates -0.1s -1.2+ -2.5+ -0.2¢ -1.3+ -25 09 01 -08 1.0
Personale 1.4¢ 29 40 13+ 26+ 36 11 23 32 -03 -0

Japan
Corporates 1.3 -0.4¢ -2.00 1.7+ -02¢ -20 09 -02 -13 -04
Personale 1.0+ 2.0 28 1.0 20 28 10 20 28 00 O

Germany
Corporatee 1.0¢ -0.7¢ -25¢ 0.8 -0.7¢ -23 0.0 -23 -43 -10 -
Personals 1.6¢ 3.3+ 45+ 15+ 31« 42 14 28 38 -02 -0

France
Corporatee 0.0 -0.5¢ -1.1¢ 0.0 -0.6 -12 -01 -06 -1.0 0.0
Personale 1.3+ 2.6¢ 3.5 13+ 27 37 09 17 24 -05 -1

United Kingdom
Corporates -0.3¢ -1.7¢ -2.8 -0.1+ -1.1e -2.0 03 -12 -23 0.6
Personale 2.1+ 43+ 6.0+ 2.0+ 40 55 16 33 45 -05 -1




Table A2. Corporate and personal tax wedges:
Country specific average inflation expectations (a),
average marginal personal tax rates. _
Common factors: real interest rates (5 per cent), average weights

Yearse Personal Corporate pe re S

United States

1980eee 3.2¢ -15¢35¢ 50 1.8
1985eee 2.9 -1.6¢3.4e 50 2.1
199Qeee 2.5¢ -0.1¢49 50 25
Japan
198Qeee 1.6 0.5¢5.5+ 5.00 34
1985eee 1.6¢ 0.7¢5.7+ 50 34
199Qeee 1.6 0.4¢54+ 50 34
Germany
198Qeee 2.7 0.0¢5.0¢ 5.00 23
1985eee 2.5¢ -0.1¢49 50 25
1990eee 2.3+ -1.4¢3.6¢ 5.00 2.7
France
1980eee 2.9¢ -0.7¢4.3+ 5.0 2.1
1985¢e¢ 3.0¢ -0.8¢4.2¢ 50 2.0
199Qeee 2.0¢ -0.7¢4.3¢ 50 3.0

United Kingdom
198Qeee 5.3+ -2.3¢2.7¢ 5.0 -0.3
1985ee 4.9 -1.6¢3.4e 50 0.1
1990ees 4.0¢ -1.8¢3.2¢ 5.0« 1.0

a. See Table A13, Annex 2 for inflation rates.

Source : OECD Secretariat estimates.



Table A3. Corporate tax wedges
Across asset-types and finance-sources
Country specific: average marginal personal tax rates
Common factors: real interest rates (5 per cent)
average inflation (5.5 per cent in all countries
and in all time periods), average weights

eee 1980 1985 1990

Asseteee . United States

Buildingsee 0.1 + -0.7¢+ 0.9
Machineryse -2.0 ¢ -1.7¢ -04
Inventorieses -1.1 « -1.1¢ 0.2

Source of Finance

Retained earningse 0.5 + 0.6+ 2.0
New equityee 10.2 « 7.7+ 47
Debteee -45 o -46¢ -2.8

Asseteee e« Japan

Buildingsee 0.6+ 0.9¢ 0.6
Machineryee -0.3+ -0.1e -0.7
Inventorieses -1.6¢ -1.7+ -0.1

Source of Finance

Retained earningse 2.1e 2.8+ 2.4
New equityes 5.4¢ 6.5+ 7.9
Debteee  -4.2¢ -4.7¢ -4.3

Assetese e Germany

Buildingsee -0.2¢ -1.0¢ -2.0
Machineryse -1.5¢ -1.3¢ -2.2
Inventorieses 0.3« 0.6+ -2.9

Source of Finance

Retained earningse  2.1e 2.2+ -0.1
New equityse -0.7¢ -1.0e -2.4
Debtese  -4.3¢ -4.4+ -52

AsSeteee s France
Buildingsee -1.5¢ -1.6¢ -0.8
Machineryee -1.80 -1.9 -1.6
Inventoriesee 2.9 28 1.6
Source of Finance

Retained earningse 1.3+ 1.1+ 0.4
New equityse  0.0¢ -0.2¢ 1.4
Debteee  -2.8¢ -2.8¢ -1.9

Asset . United Kingdom
Buildingses -2.2¢ -1.9¢ -1.7
Machineryse -3.9¢ -2.1e -1.9
Inventorieses  3.0¢ 15+ 05

Source of Finance

Retained earningse -0.3¢+ -0.3¢ -0.8

New equityee 0.5 0.1e -1.8
Debteee  -3.6¢ -2.3¢ -1.7




Table A4



Table A5. Personal and corporate tax wedges
(assuming fixed-r and country specific inflation) (a)

s¢ Zero personal taxes Average personal  Top personal
oo oo tax rates tax rate

YeareePersonal Corporate Personal Corporate Personal Corporate

United States
19800 0e-0.2¢ 4.1¢ -25 10.6+-5.6
19850 0°0.3¢ 2.2« -0.9 4.7+-15
19900 0¢0.3* 24 0.0 3.0.-1.2

Japan
1980ee Qe 1.5¢ 2.1 -05 2122
1985ee Qe 2.6¢ 1.2+ 14 12:04
1990es 00.9¢ 1.4+ 0.6 1.4 0.6

Germany
1980es 0+ 3.1 3.0 -04 5331
1985ee Qe 2.7¢ 21+ 0.3  3.9--18
1990ee 0+ 0.6e 2.3+ -1.6  4.6-3.7

France
198Qee 0¢1.9¢ 41 -15 4.10-1.2
1985¢e Oe 1.6 2.6¢ -0.5 2.6-0.3
199Qee 0¢0.5¢ 1.4 -04 1.4¢-0.2

United Kingdom
1980e  0¢ 0.4 7.3+ -3.7 12.8--8.4
1985¢e«  0¢0.7¢ 3.8« -1.0 5827
1990e  0°0.9¢ 3.3¢ -1.3  4.2.-2.0

a. R setequalto5 per centin each period in all countries.

Source: OECD Secretariat estimates.



Table A6. Typical capital allowances for machine

Countrye  System (a) Switch-e» Allowance ratesee  First years  Switch-overe Post
o eo Qverses ees  gllowance ratee  over periode over rateee allowances

ssees o Percente eesPercente  1styear ofe Percentee Per cente
seees S so DBeseee switch-over rates

seee 1080 1985¢ 1990 1980 1985 1990 1980 1985 1990 198019851990 1980

United
Statesee SL/DBs Yese 10.0 ACRS (b) 14.3 (d) 15.0 ACRS (b) 28.6 15.0° ACRS (b) 28.6¢

Japan (e)» SL/DBs Yese 10.0 10.0 10.0e 23.0 23.0¢ 30.0 23.0+23.0+ 30.0- 9
Germanyes SL/DBe Yese 10.0 10.0e 10.0¢ 20.0 20.0 30.0 20.0-20.0¢ 30.0e 5.
France (f)» SL/DBe Yese 11.1 11.1¢ 143+ 27.8 27.8* 35.7 27.8¢27.8% 35.7¢

United
Kingdome DBs Noe .. .. .e . 250¢ 250 100.0¢50.0¢ 25.0¢ ...

a. SL = straight line; DB = declining balance. . _ _
b. The accelerated cost recovery system (ACRS) was in place in 1985. Machinery was a 10-year

s Yearse Percentage allowance rates

oo oo 8

e Deo 14
(1) 3.. 12

v 460 10

oo 7-1Qee 9 .

The base for depreciation was diminished by 5 per cent in the presence of the investment a
A 7-year lifetime is assumed. The class of machinery being used had a 10-year tax lifetim
Assets were depreciated until a salvage value of 10 per cent of cost except in 1990, when
A 9-year lifetime for 1980 and 1985 is assumed. To capture the change in practice in 198
lifetime of the assumed asset was reduced to 7 years for 1990.

~o oo



Table A7. Typical capital allowances for buildings used in

Countrys  System (a) Switch-e  Allowance ratesees First yearse Switch-overse Post-sw

se QVerees  eeses gllowance rateee over periodee over ratee

Percent e Percente 1st year ofee  Per cent
SLeee  DBee e switch-over rate

1980 1985 1990 1980 1985 1990 1980 1985 1990 1980 1985

United Statese SLe Noe 3.5 ACRS (b) 3.2... .. .. 35 50 32
Japan (c)» SL/DBe Yess 15 15 22 35 35 6.6 35 35 6.6
Germanyes SLe Noe 2.0 See(d)See(e).. .. .. 20 5.0 10.0
Franceee SL» Noe 5.0 50 5.0.. . . 5.0 5.0 50

United Kingdome SLe Noe 4.0 4.0 ... . .. 500 500 4.0

SL = straight line; DB = declining balance. _ _ . .
The accelerated cost recovery system (ACRS) alternative method was in place in 1985. Bui
rates:

Yiears -5Percentage allowance rates

2-10es 6

11-18e 5

19e¢ 1

Assets were depreciated until a salvage value of 10 per cent of cost except in 1990, when
value remained.

German depreciation allowances in 1985 were:

YearsePercentage allowance rates

1:8e 5
9-14se 25
15-50e 1.25

German depreciation allowances in 1990 were:
YearsePercentage allowance rates

1-4e 10

5-7e¢ 5

8-25e 25



Table A8. Net present values of depreciation allowances (a)

ee s Average weights, average inflation
o oo Per cent of cost

s« Zero marginal personal tax rateses Average marginal personal tax rates

Buildingsee  Machineryse Buildingses Machinery

¢ 198041985 19901980 1985 1990 1980 1985 1990 1980 1985 1990

United Statese 20.7¢28.0 14.2¢44.9 443 324 22.0 293 144 459 453 325
Japanee 18.7¢20.4 24.3°43.3 46.2 43.4 199 216 248 442 472 43.7
Germanyee 19.2.28.8 35.2¢50.5 50.5 49.2 217 312 372 525 524 504
Francees 26.8¢26.8 16.3°42.3 42.3 29.8 29.0 28.8 17.0 434 433 30.1
United Kingdome 34.0026.0 14.7¢52.0 34.8 27.2 34.7 264 16.3 520 354 28.

a. Corresponds to variable A in the tax wedge formulae shown in Section | of this annex.



Table A9. Net present values of depreciation deductions (a)

ee s Average weights, average inflation
o oo Per cent of cost

s« Zero marginal personal tax rateses Average marginal personal tax rates

Buildingsee  Machineryse Buildingses Machinery

¢ 198041985 19901980 1985 1990 1980 1985 1990 1980 1985 1990

United Statese 42.0e56.6 37.1e91.2 89.5 84.6 46.7 59.2 37.6 932 915 849
Japanee 34.4¢35.3 48.6-79.7 79.7 86.8 36.6 374 496 814 816 874
Germanyes 31.1 +46.7 62.3.81.8 81.8 87.1 352 50.6 65.8 851 84.9 89.2
Francees 53.6¢53.6 47.9°84.6 84.6 87.7 58.0 57.6 50.0 86.8 86.8 88.5
United Kingdome 65.4¢65.0 43.2 100.0 87.0 80.0 66.7 66.0 47.9 100.0 88.5

a. These data show the present value of companies’ depreciation deductions for calculating co
taxes payable. The data are simple transformations of the present value of depreciation
allowances shown in Table A6 -- the present values shown in Table A7 are calculated by div
Table A6 data by the corporate tax rate.



Table A10. Inventories
Methods of evaluating costs (a)(b)

seee 1080 1985+ 1990

United Statesese LIFOs  LIFOe LIFO
Japanesee LIFOs  LIFOe LIFO
Germanyeses  Average (c) Average (¢) LIFO
Francesese FIFOs FIFOe FIFO

United Kingdomeee  FIFOs  FIFOe FIFO

a. LIFO is last-in, first-out.
b. FIFO is first-in, first-out.

c. Germany used the average price valuation method in 1980 and 1985.



Table A11. Corporation tax rates

seee Centrale Other government Other taxe ~ Overall  Imputation credit
sessgovernments (after taxe deductiblee  taxratee  as proportion of
sesese  (eduction)e es oo ross dividend (a)

o000 oo oo oo (Per cent

o e 1980 19851990 1980 1985 1990 1980-1985 1990 1980 1985 1990

Uniteds e 46.0 46.00 34.0¢ 6.0¢6.5 6.5¢ Yese 49.2¢495 38.3¢0 0+ O
States

Japane - Retainede 40.0 43.3+37.5¢14.3 14.5 16.8¢ Yese 54.3¢57.8 50.0

* earnings

.- Dis]yibutedo 30.0 33.3¢37.5¢12.2 13.9 16.8+ » 42.2¢47.2 50.00 0+ O
* profits

Germanye - Retainede 56.0 56.0° 50.0¢ 5.7¢5.7 6.5 Yese 61.7+61.7 56.5

* earningse

.- Dis]:[_ributed- 36.0 36.00 36.0¢ 8.348.3 8.3+ » 44.3944.3 443 36.0 36.0 36.0
* profits

Francee - Retainede 50.0 50.0¢34.0¢ ... . ¢ 50.0¢50.0 340 33.3 33.3 33
* earnings

* - Distributeds  50.0 50.0#42.0¢ ... .. ¢ 50.050.0 42.0

» profits

Uniteds e 52.0 40.0034.0¢ ... .. ¢ 52.040.0 340 25.0 25.0 25.0
Kingdom

a. l.e. sum of dividend and tax credit.



Table A12. Average marginal personal tax rates

(Per cent)

seee 1080 1985+ 1990

United Statese Intereste  28.4« 258 224
e Dividendss  47.5¢ 39.6e 32.0
s« Capital gains (a) 19.0¢ 15.8¢ 32.0

Japan e Intereste  20.0¢  20.0e  20.0
e Dividendse  35.0¢ 35.0¢ 35.0
e« Capital gainss0s 0+ 20.0

Germanyse Intereste 32.0¢ 30.00 27.0
e« Dividendse 46.00 44.0- 39.1
s« Capital gainss0s 0+ O

Francees Intereste ~ 25.0¢  26.0 17.0
e Dividendss  50.3+ 50.3+ 40.0
s« Capital gainss0s 0+ O

United Kingdome Intereste 425+  39.3 31.9
¢ Dividendse 443+ 412+ 33.3
s« Capitalgains  30.0e 30.0¢ 33.3(b)

a. For the United States, 40 per cent of long-term capital gains were added
to the personal income tax base until 1986, after which 100 per cent of
gains were added. Accordingly, the long-term ca|oital ains tax rate was
calculated as 40 per cent of the average personal dividend tax rate (on
the assumption that the average recipient of capital gains has the same
income as the average shareholder).

b. Only inflation-adjusted capital gains are taxes.

Sources: United States (except for capital gains tax rates), Germany, France
and United Kingdom: Dale W. Jorgenson & Ralph Landau (1992), (eds.)
gnternatlonal Comparisons of the Cost of Capital}, Washington, The

rookings Institution, (forthcoming). The country chapter authors in
this study are respectively: U.S. -- D. Fullerton and M. Karayamis;
Germany -- W. Liebfritz; France -- J. Alworth and F. Bourguignon;
U.K. -- M. King and M. Robson;
+ Japan: OECD.



Table A13. Expected inflation rates (a)

(Per cent)

e0e1980¢ 1985+ 1990 Average

United Statesee10.2¢¢3.8¢ 6.1+ 6.7
Japanese 5.7¢¢0.9¢ 20 29
Germanyese 4.6e2.0¢ 3.8+ 35
Franceseee12.7¢¢5.1¢  3.5¢ 7.1

United Kingdomee13.7¢¢4.9¢ 58 8.1

Average across
countries and time
periodsees ee ese 5 5(h)

a. Two-year ahead projections.
b. GNP weighted average.

Source: OECD Economic Outlook N s 28, 38, 48.



Table A14. Long term interest rates

(Per cent)

XYY} 19800 1985' 1990

United Stateseee  11.94e  11.37¢ 9.32
Japaneseee8.87¢ 6.49¢ 7.39
Germanyeseee8.450  7.04  8.83
Franceseee 13.78  11.87- 10.42
United Kingdomeee  13.91e  11.06¢ 11.81

Sources:
United States: Moody’s AAA corporate bonds rate;

Japan: Longest term life bond rates, Economic Statistics Monthly, Bank
of Japan;

Germany: 7-15 years public sector bond rate, Bundesbank;

France: Public and semi-public sector bond rates, Caisse des Dépots et
Consignations;

United Kingdom: 10-year British Government securities rate, Central
Statistical Office.



Table A15. Weights (a)

ooe Assetsees Finance

¢ Buildings MachineseInventories Retaineds New ¢ Debt
se o e garningseequity

United Statese  0.23+0.48+ 0.29  0.59+ 0.00+ 0.41
Japanee 0.31¢0.46e 0.23  0.55¢0.05¢0.40
Germanyes 0.34¢0.38¢ 0.28  0.42-0.08+ 0.50
Franceee 0.23:0.55+ 0.22  0.30- 0.11- 0.59

United Kingdome  0.24¢0.53+ 0.23  0.73+0.10- 0.17
Averagess 0.26°0.48+ 0.26  0.52¢0.04+0.42

a.» 1990 weights are used for all countries except Japan, where 1980
weights are used due to data limitations.

Source:» OECD, DAFFE/CFA(91)12, excePt for Japan which comes from J.B. Shoven
and T. Tachlbonakl "The Taxation of Income from Capital in Japan",
Reprint series N 281 Kyoto University.
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