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WHAT ISWHAT IS
A DUAL INCOME TAX?A DUAL INCOME TAX?



THE DUAL INCOME TAX:THE DUAL INCOME TAX: 
BASIC PRINCIPLESBASIC PRINCIPLES

Progressive Progressive taxationtaxation of of labourlabour (and transfer) (and transfer) 
incomeincome combinedcombined withwith a a lowlow flatflat taxtax onon all all 
capitalcapital incomeincome

The The flatflat taxtax rate rate onon capitalcapital incomeincome is is alignedaligned
withwith the the corporatecorporate incomeincome taxtax rate and rate and withwith the the 
marginal marginal taxtax rate rate onon labourlabour incomeincome in the in the firstfirst
bracketbracket

The The capitalcapital incomeincome taxtax base is base is broadbroad to to ensureensure
the the greatestgreatest possiblepossible degreedegree of of taxtax neutralityneutrality



ALTERNATIVE BLUEPRINTS FOR THE ALTERNATIVE BLUEPRINTS FOR THE 
PERSONAL TAX SYSTEMPERSONAL TAX SYSTEM

The The comprehensivecomprehensive incomeincome taxtax: : capitalcapital
incomeincome is is taxedtaxed at the same marginal rate as at the same marginal rate as 
labourlabour incomeincome

The The expenditureexpenditure taxtax: the normal : the normal returnreturn to to 
capitalcapital is is exemptexempt from from taxtax

The The dualdual incomeincome taxtax as a as a compromisecompromise: : capitalcapital
incomeincome is is taxedtaxed at a at a lowerlower marginal rate marginal rate thanthan
labourlabour incomeincome



COMPONENTS OF THECOMPONENTS OF THE 
CAPITAL INCOME TAX BASECAPITAL INCOME TAX BASE 

UNDER A PURE DUAL INCOME TAXUNDER A PURE DUAL INCOME TAX

InterestInterest
DividendsDividends
CapitalCapital gainsgains
RentalRental incomeincome
RoyaltiesRoyalties
ImputedImputed returnsreturns onon ownerowner--occupiedoccupied housinghousing
ImputedImputed returnsreturns onon capitalcapital investedinvested in in nonnon--
corporatecorporate firmsfirms

Negative Negative capitalcapital incomeincome deductibledeductible onlyonly againstagainst 
otherother incomeincome from from capitalcapital



THE CASE FOR THETHE CASE FOR THE
DUAL INCOME TAXDUAL INCOME TAX



THE CASE FOR A THE CASE FOR A LOWLOW 
TAX RATE ON CAPITAL INCOMETAX RATE ON CAPITAL INCOME

AccountingAccounting for for inflationinflation

AccountingAccounting for for capitalcapital mobilitymobility

ImprovingImproving taxtax neutralityneutrality



THE CASE FOR A THE CASE FOR A FLATFLAT 
TAX RATE ON CAPITAL INCOMETAX RATE ON CAPITAL INCOME

ReducingReducing locklock--inin effectseffects

ReducingReducing the the scopescope for for taxtax arbitragearbitrage

ReducingReducing clienteleclientele effectseffects

FacilitatingFacilitating taxtax administrationadministration



ILLUSTRATING THE INFLATION ILLUSTRATING THE INFLATION 
ARGUMENT FOR THE DUAL INCOME TAXARGUMENT FOR THE DUAL INCOME TAX

ExampleExample::
Nominal Nominal interestinterest rate = 4%rate = 4%
Inflation rate = 2%Inflation rate = 2%
TaxTax rate rate onon nominal nominal capitalcapital incomeincome = 50%= 50%

EffectiveEffective taxtax rate rate onon realreal interestinterest incomeincome::

0.5x4/(40.5x4/(4--2) = 2/2 = 100%2) = 2/2 = 100%



CAPITAL MOBILITY: WOULD A LOW CAPITAL MOBILITY: WOULD A LOW 
CORPORATE TAX RATE SOLVE THE PROBLEM?CORPORATE TAX RATE SOLVE THE PROBLEM?

IdeaIdea: : KeepKeep the the sourcesource--basedbased corporationcorporation taxtax
lowlow, but , but keepkeep the the residenceresidence--basedbased personalpersonal taxtax
onon capitalcapital incomeincome in line in line withwith the the taxtax rate rate onon
labourlabour incomeincome

ProblemsProblems: : 
HardHard to to enforceenforce a a highhigh residenceresidence--basedbased capitalcapital
incomeincome taxtax
TaxTax deferraldeferral and and locklock--inin effectseffects



SEPARATINGSEPARATING
LABOUR INCOMELABOUR INCOME

FROM CAPITAL INCOMEFROM CAPITAL INCOME



TAXING INCOME FROMTAXING INCOME FROM 
SELFSELF--EMPLOYMENT UNDER THE DITEMPLOYMENT UNDER THE DIT

The problemThe problem: the : the selfself--employedemployed earnearn
incomeincome from from capitalcapital as as wellwell as from as from labourlabour

SolutionSolution: : taxtax an an imputedimputed returnreturn to to 
business assets as business assets as capitalcapital incomeincome and and 
treattreat the the residualresidual business business incomeincome asas
labourlabour incomeincome



DEFINING BUSINESS ASSETSDEFINING BUSINESS ASSETS

DepreciableDepreciable business assets plus business assets plus acquiredacquired
goodwill and goodwill and acquiredacquired intellectualintellectual propertyproperty
rightsrights

Business assets must Business assets must bebe separatedseparated from from 
””privateprivate”” assetsassets



TAX DESIGN FOR THE SELFTAX DESIGN FOR THE SELF--EMPLOYEDEMPLOYED

IncomeIncome splitting splitting shouldshould bebe an option but an option but 
not an obligationnot an obligation

If the If the lowestlowest marginal marginal taxtax rate rate onon labourlabour
incomeincome is is alignedaligned withwith the the capitalcapital incomeincome
taxtax rate and the upper rate and the upper thresholdthreshold for the for the 
lowestlowest taxtax bracketbracket is is highhigh, , manymany selfself--
employedemployed willwill nevernever needneed to have to have theirtheir
incomeincome splitsplit



TAXATION OF INCOME FROMTAXATION OF INCOME FROM 
CLOSELY HELD CORPORATIONSCLOSELY HELD CORPORATIONS 
UNDER THE DUAL INCOME TAXUNDER THE DUAL INCOME TAX

The The incomeincome shiftingshifting problemproblem

ActiveActive ownersowners of small of small companiescompanies maymay transformtransform
labourlabour incomeincome intointo capitalcapital incomeincome. In . In thisthis wayway theythey
maymay lowerlower theirtheir total total taxtax billbill ifif the sum of thethe sum of the
corporationcorporation taxtax and the and the personalpersonal taxtax onon dividendsdividends
and/orand/or capitalcapital gainsgains is is lowerlower thanthan the (top)the (top)
marginal marginal taxtax rate rate onon labourlabour incomeincome



ONE POSSIBLE SOLUTION TO THE INCOME ONE POSSIBLE SOLUTION TO THE INCOME 
SHIFTING PROBLEM: TAXING ACTIVE SHIFTING PROBLEM: TAXING ACTIVE 
SHAREHOLDERS LIKE PROPRIETORSSHAREHOLDERS LIKE PROPRIETORS

An An imputedimputed returnreturn to to corporatecorporate assets is assets is 
taxedtaxed as as capitalcapital incomeincome; the ; the remainingremaining
part of part of corporatecorporate profit is profit is taxedtaxed as as labourlabour
incomeincome

DefiningDefining ””activeactive”” shareholdersshareholders::
OwnershipOwnership testtest
WorkWork testtest



PROBLEMS WITH MANDATORY INCOME PROBLEMS WITH MANDATORY INCOME 
SPLITTING FOR ACTIVE SHAREHOLDERSSPLITTING FOR ACTIVE SHAREHOLDERS

ActiveActive shareholdersshareholders cancan inviteinvite new passive new passive 
ownersowners intointo the the companycompany, , oror theythey cancan swapswap
sharesshares withwith otherother activeactive shareholdersshareholders
The The dividingdividing line line betweenbetween activeactive and passive and passive 
shareholdersshareholders is is essentiallyessentially arbitraryarbitrary

NorwegianNorwegian experienceexperience: : corporationscorporations subjectsubject toto
incomeincome splitting insplitting in

1992: 55 1992: 55 percentpercent
2000: 32 2000: 32 percentpercent



AN ALTERNATIVE SOLUTIONAN ALTERNATIVE SOLUTION 
TO THE INCOME SHIFTING PROBLEM:TO THE INCOME SHIFTING PROBLEM: 

THE SHAREHOLDER INCOME TAXTHE SHAREHOLDER INCOME TAX

ImposeImpose a a taxtax onon dividends and dividends and capitalcapital gainsgains at at 
the the shareholdershareholder levellevel, but , but allowallow a a deductiondeduction for for 
a normal (a normal (afterafter--taxtax) ) returnreturn onon the basis the basis valuevalue of of 
the the sharesshares to to ensureensure relief of double relief of double taxationtaxation

If the sum of the If the sum of the corporatecorporate taxtax rate and the rate and the 
shareholdershareholder incomeincome taxtax rate rate onon ((afterafter--taxtax) ) 
profits profits equalsequals the (top) marginal the (top) marginal taxtax rate rate onon
labourlabour incomeincome, , therethere is is nono gaingain from from incomeincome--
shiftingshifting, and , and hencehence nono needneed for for incomeincome--splittingsplitting



THE BASE FORTHE BASE FOR 
THE SHAREHOLDER INCOME TAXTHE SHAREHOLDER INCOME TAX

TaxableTaxable shareholdershareholder incomeincome
= dividends= dividends
+ + realizedrealized net net capitalcapital gainsgains onon sharesshares
-- RateRate--ofof--ReturnReturn--AllowanceAllowance (RRA)(RRA)

AnyAny unutilizedunutilized RRA is RRA is addedadded to the basis of to the basis of 
the the shareshare and is and is carriedcarried forward forward indefinitelyindefinitely 
for for deductiondeduction againstagainst future future shareholdershareholder 
incomeincome



NEUTRALITY PROPERTIES OFNEUTRALITY PROPERTIES OF 
THE SHAREHOLDER INCOME TAXTHE SHAREHOLDER INCOME TAX

The The stepstep--upup of basis + of basis + carrycarry--forwardforward meansmeans 
thatthat the present the present valuevalue of future of future RRAsRRAs 
equalsequals the initial the initial stockstock investmentinvestment, as , as ifif the the 
shareholdershareholder werewere allowedallowed fullfull expensingexpensing 
of his of his investmentinvestment. . HenceHence the the shareholdershareholder 
incomeincome taxtax is is equivalentequivalent to a to a cashcash flow flow taxtax. . 
It is It is thereforetherefore neutralneutral towardstowards
real real investmentinvestment decisionsdecisions
financingfinancing decisions (decisions (retainedretained versus versus 
distributeddistributed profits)profits)
realizationrealization decisionsdecisions



FURTHER ASPECTS OF THE FURTHER ASPECTS OF THE 
SHAREHOLDER INCOME TAXSHAREHOLDER INCOME TAX

The The shareholdershareholder incomeincome taxtax is a is a 
residenceresidence--basedbased personalpersonal taxtax onon incomeincome
from from foreignforeign as as wellwell as as domesticdomestic sharesshares. . 
The RRA The RRA strengthensstrengthens the the taxpayertaxpayer’’ss
incentiveincentive to to declaredeclare his his foreignforeign sourcesource
shareholdershareholder incomeincome

CorporateCorporate shareholdersshareholders shouldshould bebe exemptexempt
from the from the shareholdershareholder incomeincome taxtax to to avoidavoid
cascadingcascading effectseffects



AN ALTERNATIVE:AN ALTERNATIVE: 
ALLOWANCE FOR CORPORATE EQUITYALLOWANCE FOR CORPORATE EQUITY

IdeaIdea: : AllowAllow deductiondeduction for for imputedimputed returnreturn to (new) to (new) 
equityequity at the at the corporatecorporate levellevel

AdvantagesAdvantages ((comparedcompared to to shareholdershareholder incomeincome taxtax):):
GreaterGreater stimulus to stimulus to investmentinvestment
SimplerSimpler administrationadministration

DrawbacksDrawbacks ((comparedcompared to to shareholdershareholder incomeincome taxtax):):
LargerLarger revenuerevenue lossloss
DeferralDeferral of of personalpersonal capitalcapital gainsgains taxtax providesprovides
incentiveincentive to to accumulateaccumulate incomeincome withinwithin the the 
corporatecorporate sectorsector ((locklock--inin effecteffect))



THE NORDIC CORPORATE TAX SYSTEMSTHE NORDIC CORPORATE TAX SYSTEMS

FinlandFinland: : onlyonly 70% of dividends from 70% of dividends from listedlisted
companiescompanies areare taxedtaxed as as capitalcapital incomeincome. . 
Dividends from Dividends from unlistedunlisted companiescompanies areare taxtax
exemptexempt ifif theythey fallfall belowbelow an an imputedimputed returnreturn to to 
the the sharesshares; 70% of dividends ; 70% of dividends aboveabove thatthat
thresholdthreshold areare taxedtaxed as as labourlabour incomeincome
NorwayNorway: : shareholdershareholder incomeincome taxtax
SwedenSweden: : nono integration for integration for listedlisted companiescompanies. . 
Dividends and Dividends and capitalcapital gainsgains accruingaccruing to to ’’activeactive’’
shareholdersshareholders in in unlistedunlisted companiescompanies areare taxedtaxed at at 
a a reducedreduced capitalcapital incomeincome taxtax rate rate ifif theythey fallfall
belowbelow an an imputedimputed returnreturn to the to the sharesshares; ; 
dividends and dividends and capitalcapital gainsgains aboveabove thatthat thresholdthreshold
areare taxedtaxed as as labourlabour incomeincome



A DUAL INCOME TAX
FOR NEW ZEALAND?



NEW ZEALAND VERSUS THE NORDICS
The Nordic DIT countries:

Total Total taxtax collectionscollections: 45: 45--50% of GDP50% of GDP
Top marginal Top marginal taxtax rates rates onon labourlabour incomeincome
aroundaround 50% plus social 50% plus social securitysecurity taxestaxes
RelativelyRelatively lowlow international international labourlabour mobilitymobility

New Zealand:
Total Total taxtax collectionscollections: 38% of GDP: 38% of GDP
Top marginal Top marginal personalpersonal incomeincome taxtax rate: 39%rate: 39%
HighHigh international international labourlabour mobilitymobility

Implication: The case for the DIT may be 
weaker in New Zealand



A COMPREHENSIVE INCOME TAX 
FOR NEW ZEALAND?

Idea: Strengthen the principle of comprehensive 
income taxation but reduce distortions by
Aligning the top personal tax rate with the 30% 
corporate tax rate
Broaden the capital income tax base, e.g. by 
including capital gains in the base
Relieve double taxation of distributed corporate
profits by maintaining the full imputation system
Relieve double taxation on retained corporate
profits by allowing shareholders to add retained
taxable profits to the basis of their shares



PROBLEMS WITH THE REFORM PROPOSAL

CapitalCapital incomeincome wouldwould still still bebe overtaxedovertaxed, due to , due to 
inflationinflation
AbatementAbatement of of taxtax creditscredits likelike the the WfFWfF wouldwould
implyimply a a veryvery highhigh effectiveeffective marginal marginal taxtax rate rate onon
(real) (real) capitalcapital incomeincome ifif the the phasephase--outout werewere
basedbased onon comprehensivecomprehensive (nominal) (nominal) incomeincome
If If abatementabatement of of creditscredits werewere insteadinstead basedbased onon
labourlabour incomeincome, the problem of , the problem of separatingseparating labourlabour
incomeincome and and capitalcapital incomeincome wouldwould reappearreappear (so (so 
thenthen whywhy not not movemove towardstowards a a cleanclean DIT?)DIT?)
TaxTax competitioncompetition willwill probablyprobably force a force a loweringlowering of of 
the the corporatecorporate incomeincome taxtax rate, rate, causingcausing a a 
potential potential locklock--inin problem problem ifif the the personalpersonal capitalcapital
incomeincome taxtax rate is not rate is not loweredlowered tootoo



ALTERNATIVE SOLUTIONS 
TO THE PROBLEMS

A comprehensive ”real” income tax: include only
a fraction X of nominal income in the 
comprehensive income tax base, where X is the 
ratio of the average real interest rate to the 
average nominal interest rate

or
A clean dual income tax with a shareholder
income tax or an ACE system to prevent double 
taxation of the normal return to corporate equity
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