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The Confederation of European Economic
Associations held its sixth European sympo
sium in Helsinki, June 11-12th, 1987. The
event was also the Seventh Summer Meeting
of the Workshop on Public Economics, which
is organized and sponsored by the Yrj6 Jahns
son Foundation. The theme of the conference
was and is highly topical: Perspectives on Ca
pital Income Taxation in Europe. Tax reform
is on the political agenda in most member
countries. It is also a theme which gives rich
opportunities for theoretical and empirical de
bate as well as comparison of the varying ex
periences of different countries. The sympo
sium was organized by us on behalf of the
Joint Committee of the Finnish Economic As
sociations. Eleven papers were presented and
discussed by 28 authors and discussants from
10 countries. Seven of the papers are publis
hed in full length and three in the form of ex
tended abstracts in this inaugural issue of Fin
nish Economic Papers. We shall here sum
marize all the papers presented at the sympo
sium.

All European countries have tax systems
that tax income from capital, i.e. interest and

profits, very differently depending on the na
ture of the investment. The tax treatment is
typically influenced; by the asset, by the sector
of the economy in which the investment is
made as well as by the source of finance and
by the tax-paying status of the ultimate saver.
It is now standard to summarize these com
plexities of the whole system of taxing income
from capital by the calculations of effective
marginal tax rates on investment.

Many European countries have made rela
tively profound changes in their systems of
capital income taxation over the past few de
cades or are considering proposals for future
reforms. Some countries seem to switch back
and forth between more uniform and more
differentiated taxation of income from invest
ment. These may be viewed as ideal experi
ments by the economic scientists approaching
pertinent policy questions either from a theo
retical or an empirical perspective.

There exists also a considerable modern and
traditional literature on the basic arguments
of capital income taxation - whether the
governments should tax interest income as or
dinary income or at concessionary rates or not
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at all as under an expenditure tax and how the
taxation of economic profits should relate and
is capable of being related to the taxation of
interest income. This literature provides a uni
fying background of the topics dealt with in
the symposium. The papers vary from theore
tical to empirical and institutional in their ap
proach, everyone enlightening on a relevant
problem of tax policy.

The increasing degree of integration of the
financial markets motivates A/worth and Fritz
to search for the most appropriate way to
measure the effective marginal tax rate on in
vestment in open economies. The core is the
specification of the tax equilibrium in such
markets using the open interest parity condi
tion as a point of departure of their modifi
cations. Their empirical study of the six prin
cipal EC countries shows pronounced dif
ferences in the overall value of the effective
tax rates across countries. Interestingly, most
of this variation derives from the differences
in the tax depreciation rules, regional invest
ment incentives and of other levies such as
wealth taxes, but not from the differences in
the company tax rates or the system of inte
grating personal and corporate taxes. Also,
inflation tends to widen the range of effective
tax rates between the countries and across the
assets.

The unrestricted mobility of financial capi
tal modifies these basic properties; the range
of differences in the fax rates across countries
narrows significantly, and their value rises si
multaneously. The results are the same irre
spective of the assumed equilibrium condition.

Birch SfJrensen works also in the framework
of the effective tax rates on income from
capital in his investigation about Denmark.
The Danish system has recently adopted the
principle of taxing capital income deliberately
at lower rates than labour income, motivated
by the goal of lowering generally the level of
the tax rates on income from capital in order
to avoid persistent slow growth. The new
system includes still a mixture of nominal and
real elements and is in its transitional phase.
Birch S0rensen discusses thoroughly the
nature of the Danish reform and the oppor
tunities for tax arbitrage. His calculations
show that, after all transitional elements are
phased out, the reforms of the 1980's will tend
to narrow the gaps between the after-tax rates
of return to various forms of household

saving, to reduce the financing cost of invest
ment, to lower the marginal tax wedges and
tax rates on investment and to alleviate the
fiscal non-neutrality of the different sources
of finance. Finally, he makes some interesting
observations on the issues of efficiency and
equity as related to the taxation of income
from capital.

Kanniainen discusses the element of the
Nordic corporation tax systems of not forcing
the corporations into a predetermined tax de
preciation programme, but instead allowing
depreciation allowances to be chosen by the
companies within certain limits. He shows
such a system to offer no incentive or disin
centive at the margin in the long-run equili
brium, but to result in the undervaluation of
the share capital due to the market capitali
zation of the corporation tax. The latter pro
perty derives from the institutional constraint
of allowing the corporations to distribute only
out of current or accrued taxable accounting
profits. He also makes remarks on ways to eli
minate the double taxation of dividends on
intramarginal capital and of the risk sharing
properties of the Nordic system.

The tax treatment of the return on house
hold capital - housing in particular - is fre
quently focused in policy discussions as an
example of the distortionary effects of capi
tal taxation in general. Sandmo shows how
optimum tax theory can be applied to such a
topical issue. He casts the problem into the
two-period overlapping generations model.
The novelty of his approach compared to the
previous models is that now household dur
abies yield direct utility to the consumer in ad
dition to acting as a store of value. The speci
fic answers derived from the analysis, as all
results of optimum tax theory, depend on the
values of demand and supply elasticities and
on the available policy options. Nonetheless,
Sandmo's paper is a masterpiece of analysis
in showing the benefit of optimum tax theory
for any serious discussion of policy. It makes
the roles of assumptions and conclusions pre
cise and clear in each assertion of policy.

Finland is one of those few countries that
taxes neither nominal nor real interest income
derived from domestic deposits and bonds.
Y/ti-Liedenpohja calculates the inclusion of
their real interest income to the base of the
ordinary income tax to generate, due to the
tax-induced wedge in the cost of investment



finance, a stream of welfare losses, which
amounts to 0.6 to 1 percent of each year's net
national product. The present value of the
welfare losses rises to 5 to 6 percent of the
1983 non-public sector capital stock.

Knoester argues and presents some empiri
cal evidence for the view that a simultaneous
cut of taxes and public spending tends to
stimulate economic growth contrary to the
celebrated Haavelmo effect of the Keynesian
demand policies. The result derives from the
negative indirect effects of the balanced
budget policy - the forward shifting of in
come taxes reducing the share of profits in
national income and retarding growth - that
dominates its favourable direct effects on
growth.

The effect of inflation shocks on interna
tional capital movements in the face of today's
highly integrated financial markets motivates
Sinn's study. He builds an optimizing model
of a representative firm, focusing on the tax
treatment of assets under historical cost ac
counting and on transactions costs caused by
money holdings. He shows that, with any
given stock of real domestic capital, an in
crease in the rate of inflation in the home
country reduces the marginal product of
capital net of transactions costs, but simulta
neously the tax wedge between the latter and
the real rate of interest of the firm increases,
too. If the capital gains from corporate shares
and foreign currency holdings are taxed at the
same rate, the decline in the net rate of interest
causes more portfolio investment abroad and
a corresponding outflow of real capital from
the home country. His model is also compa
tible with the finding that inflation does not
translate into nominal interest rates on a one
to-one basis in the long run as the so-called
Fisher equation suggests.

The EC objective of completing the inter
nal market by 1992 implies necessarily the
suppression of the distorting elements against
capital movements from the national tax sys
tems. Bayar and Praet discuss the inherent
problems and their potential solutions in such
a process. They concentrate on the effects
caused by the adoption of an expenditure tax
in some of the member countries and point
to the likely consequent effects on the migra
tion of taxpayers and capital. They regard a
coordinated introduction of an expenditure
tax over a longer transition period feasible,
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provided certain basic principles are simulta
neously obeyed in the whole community.

Krause-Junk criticizes the current discrimi
natory tax treatment of international profits
and interest payments. Interest on interna
tional debt is taxed in the resident country of
the lender, while the borrowing country that
carries out the real investment gets no tax re
venue. The taxation of profits depends on the
legal status of the foreign firm. Business in
come from partnerships is typically taxed
totally abroad and exempted at home. The
same practice applies to corporate retentions.
In case of dividends the foreign country gains
the revenue from the corporation tax and the
source tax on dividends, and the residence
country collects any net income tax after
crediting the foreign source tax. The author
examines the causes of these tax differentials
and concludes, with certain caveats, that they
make sense neither from the allocational nor
the distributional point of view.

The switch from capital income taxation to
wage taxation is conventionally claimed to
provide more private saving. In his presenta
tion »Personal saving and capital income
taxation: A differential incidence analysis»
(which is not included in this proceedings
issue) Kos.ke/a analysed this incentive issue of
capital income taxation in a standard life-cycle
model of consumption, allowing for future in
come uncertainty of the consumers and for
rate of return uncertainty of capital. The con
ventional view is ambiguous in the simplest
life-cycle model under perfect certainty not
only because the effect of a tax change will
depend on the timing of compensation but
also because the two classes of uncertainty
bring forth the risk effects of taxation on
savings. The risk effect of income uncertainty
on private savings is negative under wage
taxation while that of capital uncertainty
under capital income taxation can be of either
sign. The analysis also explores under what
assumptions the conventional view is likely to

. hold and identifies such a case.
Sorjonen investigates the ex-dividend day

share price drop in the Helsinki Stock Ex
change and infers how the differential tax
treatment of dividends and capital gains
affects its magnitude. The measured drop in
relation to the dividend paid is less than one.
H implies that the effective tax rate on capi
tal gains is less in the market equilibrium than
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the income tax on dividends, though the short
term tax treatment of capital gains is identi
cal to that of dividends. As distributions in
Finland are taxed less heavily at the corporate
level than retentions, the author claims the
basic result should not be interpreted as sup
porting the view that capital gains are pre-

ferred to dividends.
The symposium was opened by Prof. Dr.

Helmstadter, President of the CEEA, explai
ning animatedly the aims and activities of the
confederation. Professor Maillet, Secretary
General of the CEEA, summed up impartially
the presentations and lively discussion.
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