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WIHAT 1S
A DUAL INCOME TAX?




THE DUAL INCOME TAX:
BASIC PRINCIPLES

Progressive texation; of laneur (and transier)
Income; combined wWith 2 low fiat tax onrall
capital Inceme

The fiat' tax rate onl capitaliincome Is alignead

WIthI the corporate Income tax raterandwith the
marginal tax rate en 2ol Income 1n the: filst
pracket

Fhe capital income tax hase Is breoadi terensure
the greatest pessikle degree ofi tax neutrality.




ALTERNATIVE BLUEPRINTS FOR THE
PERSONAL TAX SYSTEM

e compreRensive Inceme: tax: capiial
lncome IS taxed at the same marginal rate as
lalbeur InCeme

TThe expenditure tax: the normal return to
capital IS exemjpt frem tax

TThe dual inceome tax as a compromise: capital
Income! IS taxediat a lewer marginal’ rate than
lalbour Income




COMPONENTS OF THE
CAPITAL INCOME TAX BASE
UNDER A PURE DUAL INCOME TAX

Interest

Pividends

Capital gains

Rental income

Reyalties

Imputed returns: 6n eWher-eceupled heusing

Imputed returnsions capital invested in nen-
Corpoelate firms

Negative capital income deductible enly against
other income from capital




THE CASE FOR THE

DUAL INCOME TAX




THE CASE FOR A LOW
TAX RATE ON CAPITAL INCOME

Accounting for /ananorn

Accountingrfior capital ooty

|mpreving| tax: reutralty




THE CASE FOR A FLAT
TAX RATE ON CAPITAL INCOME

RedUCING /Gek=/1 EITECLS

RedUcing the: SCOpE: for ax:avitiage

RedUcIng clenitelé erects

EAcitating @x-aamin/stratorn




ILLUSTRATING THE INFLATION
ARGUMENT FOR THE DUAL INCOME TAX

Example:
Nominal interest rate' = 4%
Inlation rate = 2%

ax rate on neminalrcapital mceme. = 50%

Effective tax rate on reall Interest Income:

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




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

ldea: Keep the soulice-nhased corperation tax
6V, Ut keeprthe residence-hasead persenal tax
On capital income 1R line Withl the: tax: late: o
|I20OUIF INCOMmE

Problems:

IHard te enfierce’ a high residence-hased: capital
Income: tax

Jrax deferrall and lock-In effects




SEPARATING
LABOUR INCOME

FERONM CAPITAL INCOME




TAXING INCOME FROM
SELF-EMPLOYMENT UNDER THE DIT

The proklem: the seli-employed: earn
IRceme: firemi capitalias, WellFas fiiem lakboeur

Selution: tax an Imputed return| to
BUSINESS) asSels) as capital come: and
treat the  residual bUsIness IcCome: as

labour Income




DEFINING BUSINESS ASSETS

[Deprecianle pusiness assets plus acguired
goeoedwill and acquired intellecttal prepenty.
fghts

BUSIRESS assets must: e separated firom
“private™ assets




TAX DESIGN FOR THE SELE-EMPLOYED

Inceme: splitting; should 19e: an; option! BUi
Aot an ehligation

[T the lewest marginal tax: rrete on lakoeur

Inceme: Is alignead with the: capital inceme
tax rate and the Upper threshold fier the
lowest: tax: bracket Is high, many: self-
empleyeadiwillfnever need ternave: thelr
Income: split




TAXATION OF INCOME EROIM
CLOSELY HELD CORPORATIONS
UNDER THE DUAL INCOME TAX

TThe income shifting preblem

Active ewnRers: off small' cempanies; may: transterm
lI2oUIF Income: Inter capital Inceme. 1 this Way: they,
may/’ lower thelr: tetal tax pill i the sun efi the
corperatien tex anadl the personal tax on’ dividends
anad/er capitall gains Is lower than' the (o))
marginal tax rate en lakoulrr Income




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

Anlimputed! return te corperate: assets, Is
taxead as capital Inceme; the remaining

pPart of corporate profit Is taxed as; laleur

INCOME

Defining “active” sharenoelders:
Ownership test
Work test




PROBLEMS WITH MANDATORY INCOME
SPLITTING FOR ACTIVE SHAREHOLDERS

Active sharenolders: can invite new: passive
GWEKS e the: company, or they: can swap
shiares Withrother active sharehelders

The dividing line hetween active' and passive
shiarehnolders; IS essentially  aritrany.

Nernwegian experiecnce: corperations subject te
INcoMe splitting 1n

19925 55 pPercent

2000: 52 percent




AN ALTERNATIVE SOLUTION
TO THE INCOME SHIFTING PROBLEM:
THE SHAREHOLDER INCOME TAX

Impose: a tax o/ dividends and capital gais: at
the sharenoelder level, but allew: a deduction: for
a nermal (after-tax) return on the basis value of
uiAe shiares ter ensure relief off deuble taxation

[f-the sum ofi the cerporate tax liate and the
sharehoelder Inceme tax rate: on| (aftter-tax)
profits eqguals the (tep) marginal tax rate on
lalbour Income, there IS ne gain freom Income-
shifting, and hence no need fior Inecome-splitting




THE BASE FOR
THE SHAREHOLDER INCOME TAX

llaxalle sharehoelder Inceme
= dividends
+=realized net capital ganms; en shares

- Rate-of=Returmn=Allewance (RRA)

ARy unuitilized RRA IS, addedl to the: basis of
thershane and s cariead fionvard indefinitely;

for deduction against future sharenolder
lnceme




NEUTRALITY PROPERTIES OF
THE SHAREHOLDER INCOME TAX

Fhe step-up ofi 9asis + cary-fienvard means
that the present: valuie: of future RRAS
egualsi the iniual steck Investment, as i the
shiarehoelder were allewed fullfexpensing
e hisi nvestment. Hence: the: shareholder

INCOME: tax IS equivalent tera cash flow: tax:
It 1S} therefore: neutral towards

real Investment decisions

financing| decisions; (retained Versus
distributed! profits)

realization decisions




FURTHER ASPECTS OF THE
SHAREHOLDER INCOME TAX

he sharehoelder iIncome: tax Is a
[esidence-nased persenalltax on Inceme
fron fereign as well as demestic shares.
The RRA strengthens the taxpayers
IRcentive te declane his foreign sourece
sharenolder income

Corpoerater sharenoelders shouldrve exempi
from the shareholder inceme tax te avoid
cascading effiects




AN ALTERNATIVE:
ALLOWANCE FOR CORPORATE EQUITY

Idea: Allew deductionfier Imputeadt retuim: te; (new)
equiity. at ther corporate |evel

Advantages (compared to shareholder iIncome tax):
Greater Simulus to) Investment
Simpler administration

Drawiacks (compared te sharehelder income tax):
Larger revenue 1oss

Deferral of persenal capital galns tax Provides
ncentive te accumulate inecoeme: within the
corporate sector (lock-in effiect)




THE NORDIC CORPORATE TAX SYSTEMS

Einland: enly 70%: of dividends from listed
companies; are taxed as;capital Inceme.
PIvidenas frem; unlisted comPanies; are: tax
exempt [ they fall belew an imputed return te
the shianes; 70% ofi dividends abeyve that
threshold aie taxed as labeur IncCeme

Nerwvay: shalieholder Inceme: tax

SWeden: noiintegration for listed cempanies.
Pividenads and capital gains aceruing to active:
sharehelders In unlisted cempanies are taxed ait
a reduced capital income tax rate i they: fall
pelow an Imputed return te the shares;
dividends and capital gains albeve that thresholad
are taxed as labeur iInceme




A DUAL INCOME TAX
FOR NEW ZEALAND?




NEW ZEALAND VERSUS THE NORDICS

The Nordic DIT countries:
Jiotal tax: collections: 45-50%) of GDP

Fep marginalitax rates on labeur Income
areound 50% plusiseciall SECUKILY taXxes

Relatively: lew intermational lakbouir monility,

New Zealand:
Total tax cellections: 36% of GDP
Tep marginal persenal Inceme: tax rate: 39%
Hightintermatienal’ laneur mebility,

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
orofits by maintaining the full imputation system

Relieve double taxation on retained corporate

orofits by allowing shareholders to add retained
taxable profits to the basis of their shares




PROBLEMS WITH THE REFORM PROPOSAL

Capital income would still' ve’ overtaxed, due: to
Inflation

Albatement off tax: creaits like: the Wik woeuld
Imply:a very high effective marginal tax rate on
(real)) capital income it the: phase-out: Were
9ased onl comprenensive (neminal) Inceme

I albatement of credits Were Instead based on
|I2BOUIF Income, the problem: of separating lakoeur
lncome and capital income Woeuld reappear (se
then Why not move towards a clean: DIT7)

Fax competitien Will proekakkly force: a lewenng of
e corporate Income tax rate; causing a
potentiallfleck-1nr preblem i the: persenal capital
Income tax rate Is not lowered too




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
o] g

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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