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1 Some theoretical and economical
aspects of reforming corporate
capital gains tax

1.1 Challenges of taxing corporate (or other)
capital gains

In this article the authors will make an effort to identify
and consider (using a Nordic perspective) the main chal-
lenges and reform possibilities of corporate capital gains
taxation (specifically the tax rules for intercorporate share
alienations) in Europe. The high-level general issue of cre-
ating a functional and effective corporate tax system has
obviously been discussed frequently during the last years.!
The core issue of our article is important from the corpo-
rate taxation and economics perspective, but it also trig-
gers the discussion in the area of transactions at a group
level. Even though in principle all possible sales (alien-
ations) of different forms of company assets could be con-
sidered here, the major idea of our article is to be focused
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1 See for example the recent articles by Avi-Yonah (2016) and Kari
(2015).

on the capital gains tax viewpoint of a seller in a group
structure (our basic case: mother company - daughter
company; a two-level ownership structure). The possible
corporate capital gains tax of intercorporate? alienations
of shares is analyzed from the seller company’s viewpoint
(=tax subject).

Nowadays, the concept of so-called participation ex-
emption is widely used to refer to (possible) tax exemption
of intercorporate capital gains within a larger structure
of groups of companies. Even though the symmetric tax
exemption of intercorporate dividends may be related to
tax exemption of intercorporate capital gains, the scope of
this article does not cover tax issues of intercorporate div-
idends?. However, some relevant situations for complet-
ing the discussion on the corporate capital gains taxation,
references are made to double taxation of dividends* and
chain taxation®. In addition, even though the main focus of
this article is not on the tax avoidance aspects®, tax avoid-
ance is somewhat discussed because many of the corpo-
rate capital gains taxation regulations try to reduce the tax
avoidance possibilities.

Taxation of capital gains is not in any level an easy
and straightforward subject. It effectively touches many
different and various aspects of the determination of the

2 The term intercorporate refers in this article to the share alienations
within a larger corporate structure (group of companies). The basic
alienation case considers the taxation of mother company selling the
shares of a daughter company: can the seller company "use” partic-
ipation exemption or not? These alienations are sometimes also de-
scribed as intracorporate sales.

3 See Eicke (2009, 48) and Keskitalo (2012, 59 — 60) about the discus-
sion on the terms participation exemption and tax exemption.

4 Double taxation means that profits and payments taxable on the
corporate level are also subject to personal income tax at the share-
holder level.

5 If the profit would be taxed in several entities before the profit is
paid to a natural person, the profit would be taxed many times and
that is called chain taxation.

6 Tax avoidance refers to an action taken by the taxpayer to avoid the
payment of taxes. For more information, see Tax Procedure Act (TPA)
288.

(: © 2017 A. Torkkeli and M. Kukkonen, published by De Gruyter Open.
This work is licensed under the Creative Commons Attribution-NonCommercial-NoDerivs 3.0 License.
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tax. Capital gains taxes are also a significant research topic
from the economic efficiency perspective. In Finland and
many other European countries corporate sector has been
noticed to export capital more and more from abroad.

Corporate income taxation should improve economic
efficiency by encouraging entrepreneurship and by being
competitive and assessable. Growth of capital flows is one
of the key features of globalization. Investments, produc-
tivity and income have always also been important top-
ics in the economics related discussions. Increasing the
amount of capital is investing. Capital can be considered
to be everything that is supporting business to generate
profit. Technical progress of the country increases the pro-
ductivity of capital, and country’s output resulting from
the investment in the capital depends of the productivity of
capital. Income can be considered to be interest of capital
value according to the perfect definition of income. On the
other hand, corporate capital gains can be considered to
correspond to that interest of capital as the value increase
of the capital.

Therefore, corporate capital gains taxation is a signifi-
cant research topic from the whole economics perspective,
because findings and future development in that subject
matter may considerably boost the dynamics of the inter-
national economics. The comparative aspects and results
presented in this article are mostly based on the recent re-
sults of Anu Torkkeli’s doctoral thesis (June 2016, Hanken
publications) Structuring Corporate Capital Gains Tax Sys-
tem in the European Union — A Comparative Finnish Per-
spective’.

1.2 The various aspects of taxing capital
gain: a short summary

Based on Simontacchi (2007, 137, 142) capital gains tax-
ation has the nature of income taxation, because capital
gains are considered as an increase in the value of the asset
accrued during certain period of time. Even though there
is inconsistency in the definition of capital gains between

7 Anu Torkkeli, Publications of Hanken School of Economics, Nr 296,
Helsinki 2016. The academic opponent of Torkkeli’s thesis was profes-
sor Mattias Dahlberg from Uppsala. The co-author of this NTJ-article,
professor Matti Kukkonen has worked as Anu Torkkeli’s academic su-
pervisor at Hanken. Professor Kukkonen has earlier published a doc-
toral thesis about capital gains both in tax law (Income Tax Issues of A
Company Sale (in Finnish), Helsinki, Lakimiesliiton kustannus, 1994)
and economics (Capital Gains Taxation and realization behaviour: ev-
idence from Finnish panel data, HSE A 168, 2000).
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countries, there are certain issues that are generally con-
sidered in capital gains taxation.

Different theories of income have formulated the ba-
sis for corporate income taxation and thus also for the cor-
porate capital gains taxation over the years.? It depends
on the definition of income and the tax regime of capital
gains, whether the definition of capital gains is needed in
the tax law. If all the capital gains are taxed as normal busi-
ness income, no special rules need to be defined in the tax
law. Capital gain arises because of the value increases, and
it can either exist in an unrealized or realized form. Capital
gains are calculated as a difference between the consider-
ation received and the cost of the asset, and therefore the
capital gain describes the change in value between the end
and beginning of the period under consideration.

The discussion on whether to tax only realized or also
unrealized capital gains have been colorful. Even though
majority of the countries are currently applying realization
principle (taxing only realized capital gains), they have
noticed the weaknesses of that because they have imple-
mented special rules for special situations. The biggest
worry related to using capital gains taxation on the unre-
alized gains is that companies would not have money to
pay taxes when gains have not yet been realized, and that
that taxing methodology will increase significantly admin-
istrative work.

The theoretical (and practical) major problem issues
related to the taxation of changes in value can be listed as
follows:

e The extent of the definition of income: whether
changes in value are taxable

e Spreading of taxation of changes in value: whether
changes in value are taxed based on accrual or real-
ization

e Taxation method of inflation component of change in
value: whether taxation is applied to nominal or real
change in value

e Tax systems of changes in value: independent taxa-
tion, proportional taxation or partial or complete pro-
gression

o The effect of ownership time to the tax rate

o Tax treatment of undistributed (distributed) profit of
a limited liability company: whether undistributed
profit (hidden increase in value of shares) is under
double taxation

8 Fortheissues related to the ambiguous concept of (taxable) income
see the interesting doctoral dissertations (IBFD series) published by
Holmes (2001) and Laukkanen (2007). See also Kavelaars (2005).
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e Tax neutrality of tax treatment of different types of
capital income and taxation of changes in value of dif-
ferent taxpayers (individuals/corporate bodies)

e Deductibility of loss: deduction forward or back-
wards, limitations.

1.3 Capital gains tax issues from law and
economics perspective: the realization
principle and one example of accrual tax
rule

As Simontacchi (2007, 131-132) discusses, in most coun-
tries the income tax is operated on a realization basis,
which means that income is only taxed when realized.
Capital gains are taxed not earlier than when the alien-
ation is realized. There are some exceptions to this rule of
thumb, for example revaluation of assets is taxed based
on the accrual principle.® It has been argued (Simontac-
chi (2007, 131-132); OECD (2006, 104)) that capital gains
are not normally taxed based on the accrued tax, because
it would be difficult to get the correct value of property
at a certain moment and it may cause cash deficiency to
the taxpayer. Periodic valuation of assets may imply high
tax compliance and administration costs where there is
no obvious market to establish a fair market value, as
could be the case for certain intangible property or claims
on such property. It has been concluded (Bankman et al.
(2005, 131)) that realization does not have a single, all-
encompassing definition. In some cases it may be obvious
when the realization has occurred. For example, a sale of
property for cash is obviously a realization event. In other
cases, the time of realization is less clear. The realization
event should occur before taking the gain or loss into con-
sideration according to Evans (1992, 897) and Laukkanen
(2007, 101).

Bankman et al. (2005, 131), and Mirza and Holt (2011,
115-116) comment that the recognized gains and losses are
taken into account, for purposes of computing the tax-
payer’s gross income, only to the extent that they are also
recognized. An item of property, plant and equipment sat-
isfying the recognition criteria should be recognized ini-
tially atits cost. The cost of an asset is measured at the cash
price of the date of acquisition. Capital gains are consid-
ered to be realized in the alienation, and ownership trans-
fers in the alienation. As Kavelaars (2005, 127) and Laukka-
nen (2007, 100) discuss capital gains cannot be taxed be-

9 For more discussion on the accrual principle, see Kavelaars (2005).
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fore the realization, because income is contingent, the tax-
able amount cannot be defined accurately, and taxation
should not happen before income is available for invest-
ments with an exact amount. As Laukkanen (2007, 101),
Simons (1938?77, 87), and Simontacchi (2007, 132) state
there are such alienations, however, in which ownership
is not transferred. Most of these alienations have specific
features, or they do not occur very often.

The total gain of an investment is the sum of running
yield, unrealized change in value and realized change in
value. Taxable income is however the amount that is de-
fined to be taxed. Often only realized change in value is
taxed. Generally realization has meant selling or change
of property. Applying realization principle has been often
seen as a practical compulsion due to issues related to
valuation of property and liquidity.’® This principle has
also considered as a political reality and necessity. There
are also philosophical and ideological viewpoints on that
what is considered as income. Applying realization prin-
ciple is related to the acceptance of the society for that
principle. For example, the realization event as the basis
for taxation can be justified as the best solution, because
it corresponds to the definition of income for individu-
als. Unrealized increase in value is considered uncertain.™
Knuutinen (2009, 90) concludes that the concept of real-
ization of investment instrument or other property item
can be reviewed from the viewpoint of liquidity, exclusion
of risk, and measurability. In a conventional alienation sit-
uation the realization meets all those three requirements.
Those transactions, which do not meet all those three re-
quirements, are problematic. In those cases an evaluation
is needed, whether realization has taken place from taxa-
tion point of view or not.

The liquidity requirement of the concept of realization
has been met once property has been moved to money.
In this case the taxpayer’s ability to pay tax increases,
when the paying ability is measured in cash. If realiza-
tion would be analyzed only from this perspective changes
from one fund to another inside a fund company would not
be considered as a taxable transaction. Because this any-
how leads into taxation of capital gains, the improvement
of the taxpayer’s liquidity position has not been as a nec-
essary requirement for realization. If the taxpayer borrows
money from a bank with the same amount as money in-
vested to the bank, this is not considered as realization.
Therefore as Knuutinen (2009, 90-91) and Melz (1986, 66)

10 Schenk (2004b, 374-377).
11 Chorvat (2003, 75), Rosenberg (1988, 371), and Schenk (2004a,
377-382).



50 —— A.Torkkeliand M. Kukkonen

conclude, the improvement of the taxpayer’s liquidity po-
sition is not an adequate requirement for realization.

From the perspective of risk exposure, realization
means closing the risk exposure of the position. Realiza-
tion principle is often justified by the fact that the risk of
the investment is permanently removed and income be-
comes certain in connection with the realization. Normally
the sale of the investment instrument makes sure that the
variation of the value in the investment instrument does
not anymore affect the financial position of the taxpayer.
Realization principle is two-way in that it can be either fa-
vorable or unfavorable to the taxpayer depending on the
case in question. The taxpayer tries to avoid taxation in a
situation, in which tax burden would increase, and tries
to activate taxation when realization would lead into de-
ductibility of loss. An investor can eliminate the risk re-
lated to the investment object with a hedging instrument
without a realization event. Also, a realization event can
be simulated with hedging instruments without tax con-
sequences.!? As a rule, changes in the economic tax expo-
sure do not have significance for taxation. The realization
event should be as per the definition of private law. On the
other hand, the investor can alienate an instrument based
on the private law, but at the same time synthetically cre-
ate a corresponding position and still stay as the economic
and risk owner. An alienation event defined in the private
law generally is enough to trigger taxation, although the
economic risk position would not have changed. Therefore
as Knuutinen (2009, 91-92) concludes, the change of the
taxpayer’s risk position is neither adequate nor sufficient
requirement.

The measurability viewpoint in regard of realization
has the focus on valuing and calculating income. As
Holmes (2001, 113) states often realization is seen to make
it possible to define objectively and accurately enough the
amount of income received from the investment. Knuuti-
nen (2009, 92) comments that the chance for measurabil-
ity cannot alone signify realization. The viewpoint of valu-
ation and computability is valuable for example in differ-
ent exchange situations, in which the liquidity position of
the taxpayer is not changing and changes in risk position
are marginal. Based on Ault and Arnold (2004, 194) and
Bittker (1981, 5-16-5-17) economically realization means
changes in the taxpayer’s liquidity and risk position. Lig-
uidity, exclusion of risk, and measurability requirements
are significant when analyzing realization in taxation, be-

12 Goldberg and Watson (1996, 62-67); Paul (1996, 3); Weisbach
(1997, 495-506).
13 See also Paul (1996, 21).
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cause in taxation realization is analyzed as a formal, pri-
vate law related transaction rather than as an economic
transaction. The distinction between owning and alienat-
ing property is formal and dependent on definitions. It is
important for the functionality of the tax system that how
realization has been defined in the tax rules.

Based on the paying ability of tax and horizontal jus-
tice, the ultimate purpose in measuring the amount of in-
come is for the basis of the fair division of the tax burden.
When applying the realization principle, the amount of in-
come is often measured in a wrong way compared to the
economic accrual of income. Based on Knuutinen (2009,
93) that is because economically income can be consid-
ered to be earned as an asset appreciates, not when it is
sold.’s Bittker (1974?27, 3) and Knuutinen (2009, 93) con-
clude that the tax system becomes more complex, when
the concept of realization requires many rules on defin-
ing it and those preventing from exploiting it'¢. As stated
by Holmes (2005, 175-180) and Pechman (1987, 118) even
though realization has the biggest significance in the peri-
odicity of income, it also has a role in questions related to
the scope and allocation of income. For example, in death
situations income could be left without realization, which
is one example of the lock-in situations.'” Application of
the realization principle is one of the factors that are trig-
gering most tensions between the form and content. In the
United States’ tax policy the realization requirement has
been seen as the linchpin of the tax policy.'® Laukkanen
(2007, 102) argues that in the United States tax deferrals
and artificial losses have generated anti-abuse provisions
for the tax law?®. Also tax planning and tax avoidance ex-
ist most in situations, in which tensions between the form
and content are biggest. Brooks and Head (1997, 61) and
Knuutinen (2009, 93) state that tensions between the defi-
nition of capital gains and the Haig-Simons’ concept of in-
come have been the most significant reason for the players
of the tax planning and tax avoidance to operate especially
in the area of capital gains taxation. In this area of taxation
the term tax avoidance has been most in use.?°

14 See also Paul (1996, 50); Powell (1922, 376); Rosenberg (1988, 383);
Simons (1955, 84).

15 See also Halperin (1998, 494); Hasen (2004, 400); Land (1996, 48);
Potter (1999, 879); Rosenberg (1988, 380, 494).

16 See also Halperin (1998, 498).

17 See also Poterba (1987, 157); Shaviro (1992, 66); Shuldiner (1993,
559). For more details on the lock-in effect, see Kukkonen (2000).

18 Guerin (1985, 907).

19 See also Evans (1992, 897).

20 See also Staveley (2005, 609).
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In the realization principle the taxpayer may utilize
the right to decide her- or himself about the alienation ac-
tions and on their timing. The taxpayer can use the options
to realize or not to realize depending on the tax impacts.
Relating taxation to such transactions that the taxpayer
can decide her- or himself are raising questions on justice.
Tax law cannot regulate these decisions for the taxpayer.
Applying formal realization events may also lead taxpay-
ers to realize such transactions that they would not carry
out without those formal tax rules. This makes taxpayers
to approach the tax avoidance situations. In addition to
justice, another aspect to consider is efficiency when us-
ing the realization principle. Immediate efficiency losses
are arisen because of the unnecessary transactions done
due to tax avoidance and related costs. Realization princi-
ple has also been considered to affect different efficiency
issues because of its effect on the decisions of investors.
One of those efficiency effects is the lock-in effect. Kukko-
nen (2000, 154-161) comments that investors are unwill-
ing to sell such shares that include a lot of accrued gain,
and the realization principle can help investors to avoid
the taxation.?! The lower tax rate has been justified for cap-
ital gains because of the lock-in effect. But lower tax rate
may trigger other efficiency issues and increase items dis-
turbing justice, even though the lock-in effect may be re-
duced.?? Realization principle fulfills the requirement of
legal certainty, but it dismisses justice and efficiency as
Knuutinen (2009, 95) states. That principle can also been
seen to make investing riskier, increase the complexity of
tax law and add tensions to tax systems. Justice issues may
arise vertically so that a wealthy investor has more options
than a less wealthy investor. Justice can also arise horizon-
tally by favoring capital income over earned income.??

The current EU-level harmonization of some corpo-
rate tax situations leads in effect to accrual taxation of
capital appreciation. One clear example of this trend is
the most recent anti-tax-avoidance directive (ATAD (EU)
2016/1164) which will cover all taxpayers that are subject to
corporate tax in a member states, including subsidiaries of
companies based in third countries. It lays down anti-tax-
avoidance rules for situations that may arise in five specific
fields:

1. Interest limitation rules.
2. Exit taxation rules, to prevent tax base erosion in the
state of origin. Corporate taxpayers may try to reduce

21 See also Blum (1957, 256-259); Cunningham and Schenk (1993,
344-350).

22 Kornhauser (1985, 869); Land (1996, 50).

23 See also Hasen (2004, 398-399); Land (1996, 48—49).
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their tax bills by moving their tax residence and/or as-
sets, merely for aggressive tax planning purposes.

3. General anti-abuse rule.

4. Controlled foreign company (CFC) rules.

5. Rules on hybrid mismatches.

Based on these rules a tax is levied on the transfer of
assets if:

1. Assets are transferred from the taxpayer’s head of-
fice to its permanent establishment (PE) in another
Member State or third country in so far as the Member
State of the head office no longer has the right to tax
the transferred assets due to the transfer;

2. Assets are transferred from a PE in a Member State to
the head office or another PE in another Member State
or in a third country in so far as the Member State of
the PE no longer has the right to tax the transferred
assets due to the transfer;

3. The tax residence is transferred to another Member
State or to a third country, but not with respect to as-
sets that remain effectively connected with a PE in the
first Member State;

4. A business carried out by a PE is transferred out of a
Member State to another Member State or third coun-
try in so far as the Member State of the PE no longer
has the right to tax the transferred assets due to the
transfer.

The taxable base is formed by the difference between
market value and value for tax purposes at the time of exit
of the assets concerned. This means in effect an accrual tax
on capital appreciation (gain) which was discussed (from a
more theoretical perspective) in detail earlier in this article
(accrual or realization based tax?). If assets are transferred
to another Member State, those Member States are obliged
to allow taxpayers to value the assets at market value. In
such cases taxpayers also have the right to defer tax claims
arising from exit taxation by paying in installments for five
years. This means that there is a postponement possibility
for the actual payment of capital gains tax. If a taxpayer
chooses to defer a tax claim, interest may be charged and,
if there is an actual risk of non-recovery, securities may
be demanded by the Member State involved. EU member
States should apply this provision by January 1, 2020.
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Table 1: Comparison of the corporate capital gains taxation models in the European Union countries (2014)

Capital Full Partial Full exemption of Partial exemption Full exemption No
gainstax  exemption exemption capital gains on on capital gains on on capital gains corporate
exemption oncapital oncapital some otherassets some shares and on other assets capital
gains on gains on in addition to some other assets than shares gains tax
shares shares shares in addition to shares exemption
Austria Belgium Cyprus Portugal Poland Croatia
Bulgaria France Estonia Greece
Czech Italy Hungary Slovakia
Republic
Germany Slovenia Spain
Ireland
Latvia
Lithuania
Luxembourg
Malta
Netherlands
Romania
United
Kingdom

2 Comparison of the current
European corporate capital gains
tax models

2.1 A common playground?

The international viewpoint to the corporate capital gains
taxation (tax systems of intercorporate share alienations)
can provide some visibility to how the corporate capital
gains taxation system should be developed in the future
and what a future corporate capital gains taxation model
could be. Economic integration takes place most efficiently
between such countries, of which the cultural, linguistic
and social background is similar and which are located
near to each other. The common Nordic market area en-
hances the diversification of the production and export
and strengthens the competitiveness of the companies of
the area also outside the area. The capital gains tax sys-
tem perspective is an important research focus because it
would be valuable to the society to re-focus on the inno-
vation at the EU level and to re-allocate capital resources
across firms and innovations systems. This means that in
theideal situation the results of the studies among the area
of the capital gains taxation would serve as a trigger for
EU-wide development of the economic innovations. Even
though the main focus is in the system level approach, the
current corporate capital gains taxation models in the indi-

vidual countries have played a significant role in the cap-
ital gains taxation development so far, and it may not be
possible to introduce a huge harmonization activity to get
rid of all features developed in the country-specific corpo-
rate income tax regulations. The tax exemption principles
of the European Union countries can be split to some key
principles or models (see Table 1).

Corporate capital gains are taxed based on the net
distributions in Estonia (double taxation avoided because
only taxed at corporate level). In Germany 95 percent of the
capital gains from the sale of shares of resident and non-
resident companies are fully exempt regardless of the level
of shareholding, length of the holding period or number
of voting rights. In Netherlands the minimum ownership
share is defined based on the paid-in capital, and there are
additional requirements based on wealth and the level of
taxation. United Kingdom’s corporate capital gains taxa-
tion is a combination of the source and residence based
taxation, and tax exemption applies to substantial share-
holdings in trading companies.

The future focus could have at least a couple of inter-
esting considerations. Tax rate harmonization could stay
at a reasonable level, which will not remove fully the natu-
ral life cycle of companies seeking for the most competitive
location for the business. The economic impact of differ-
ent corporate capital gains taxation systems and corporate
capital gains taxation renewals could be investigated fur-
ther. Corporate capital gains taxation could also be devel-
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Table 2: Comparison of the corporate capital gains taxation models in the Nordic countries (2016)

Denmark Finland Iceland Norway Sweden

Tax rate 22 20 20 25 22

Capital gains tax treatment | Ordinary Ordinary Ordinary Ordinary Ordinary

in normal case income income income income income

Capital gains tax exemption | Sale of Sale of shares  Sale of shares  Sale of shares  Sale of
subsidiary and business-
group shares related shares

oped so that it supports the innovations and development
type of work. The tax exemption principles of the Nordic
countries can be split to a couple of key principles (see Ta-
ble 2).24

Common feature of the development of the corporate
capital gains taxation in the Nordic countries has been
lowering the corporate income tax rate to follow the inter-
national corporate income taxation trend of the last years.
Flat proportional tax rate is used as the corporate capital
gains tax rate. Rates could be still aligned between coun-
tries in the future.

Requirements for the subject and object companies for
the tax exemption have been defined in the corporate cap-
ital gains tax regulations of the Nordic countries. Sweden
has paid attention to tax avoidance by creating special tax-
ation rule for shell companies as object companies and
trading companies as subject or object. Norway was using
a percentage limit for tax-exempt items in 2008-2011. Den-
mark has created special regulations regarding the hold-
ing company structures as alienator to avoid tax avoidance
situations. Key differences of the Nordic corporate capital
gains taxation models are in the regulations created for tax
avoidance and the regulations created to identify a share
ownership with business relationship.

The various identification requirements complicate
the interpretation of the exemption rules. In some cases
there is only a thin line between normal tax exemption
and tax avoidance. As an example of this ambiquity see
below for a published Finnish tax case from the Supreme
Administrative Court concerning the business nature of a
two-level corporate ownership structure between an in-
vestment company and business company. This case re-
flects the current tax law interpretation of Finnish partici-
pation exemption rule.

24 For more details for these countries, see Torkkeli (2016, chapter
5).

Example: The Finnish participation exemption rule:
Business Income Tax Act6 b §

The Supreme Administrative Court Decision (KHO) 2012:73
(for an opposite interpretation see KHO 2012:74) indicates
that the transfer of assets so that the business relation-
ship remains between the parent company (the old busi-
ness company) and the new company continuing the busi-
ness means that the Tax Procedure Act 28 § cannot be ap-
plied and the Business income Tax Act 6 b is applied even
though the mother company (seller) is effectively “only” a
holding company.?*A Oy had been involved in establish-
ing B Oy in 1998, after which A Oy sold its business to B
Oy. A Oy had gained based on the participation agreement
done in the connection of the establishment of B Oy roy-
alty income up to 236 000 euro until the year 2006. B Oy
had operated within premises which A Oy had acquired
and renewed for that purpose and rented to B Oy. A Oy had
rented apartments to the employees of B Oy and in 2003—
2006 cars to the use of B Oy. B Oy had started the business
on August 11998 partly with the machinery and equipment
of A Oy. A Oy had alienated its production machinery and
equipment to the use of B Oy without a consideration for
the first three years. In December 2001 B Oy was commit-
ted to pay to A Oy on the production machinery and equip-
ment a total compensation of 410 000 Finnish markka. A
Oy had granted loans to B Oy and guaranteed loans of B
Oy. The only shareholder and member of the board of A
Oy had been working as a chief executive officer and mem-
ber of B Oy during the time period between the establish-
ment of B Oy and the alienation of shares in 2006. When
the above-stated items were taken into account as a whole,
A Oy was considered as a company carrying out business
and the shares of B Oy belonged to the fixed assets of A Oy
based on the operational and administrative relationship
described above.

25 See also Kukkonen and Walden (2015, 427-429); Torkkeli (2016,
191-192).
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3 Tax reform: an advanced model
for taxing intercorporate capital
gains

3.1 General remarks

In the current economic situation, there are actually sev-
eral significant options to renew the corporate income tax-
ation in Finland, all Nordic countries and more generally
within the EU. To increase the competitive edge of the EU
in the world economy, the member states should consider
a general-level tax harmonization between the countries.
That could boost the latent entrepreneurs or ideas for en-
terprises to implement new business activities in other Eu-
ropean Union countries. However, the actual (real) tax har-
monization in the European Union requires skillful tax
and public finance specialists to negotiate the common fu-
ture outlook and also to build the needed authorities not
only to administer the European Union -wide corporate
taxation system but also to manage that change so that
the subsidiarity of the member states is not neglected. It
is yet difficult to assume that a common tax base (see be-
low) could be a real possibility in the near future, at least
not for the SMEs.

Common corporate tax base?: The most recent proposals

The newest EU-level proposals on a Common Corporate Tax Base
(CCTB) and a Common Consolidated Corporate Tax Base (CCCTB)
were published on 25 October 2016 (Corporate Tax Reform Package).
With these proposals, the European Commission intends to proceed
in a two stage approach, first aiming at an introduction of CCTB,
and when that would be achieved, the legislative process relating
to the introduction of a CCCTB could be started. The re-launch fol-
lows the lack of progress in the Council concerning the 2011 proposal
(COM(2011) 121). The 2011 proposal was withdrawn when the 2016
CCTB and CCCTB proposals were published.

The current CCTB provides for the determination of a single set
of rules for the calculation of the corporate tax base. Companies op-
erating across borders in the EU would therefore no longer have to
deal with 28 different set of national rules when calculating their tax-
able profits. Contrary to the 2011 CCCTB proposal, the latest proposal
is mandatory for groups of companies beyond a certain size, namely
those with a consolidated turnover exceeding EUR 750 million. Com-
panies that remain under this threshold would be given the possibil-
ity to opt in to the system. Under CCTB, companies will still have to
file a separate calculation and tax return in all Members States where
they have a taxable presence.

The CCTB proposal includes tax exemption for corporate divi-
dends and also for capital gains (with minimum of twelve months of
ownership time and 10% investment level). The proposal would also
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introduce an extra deduction for research and development costs. For
R&D expenditure up to EUR 20 000 000, taxpayers will be entitled
to a yearly extra super-deduction of 50% (above 25%). Small starting
companies would be granted an enhanced deduction of an additional
100% for R&D expenditure.The proposal addresses also the problem
of debt receiving a more favourable tax treatment than direct capital
investment. This proposal concerns the corporate tax base and it is
not meant to harmonise the various national corporate tax rates.

One possible and a very major tax reform change re-
garding company taxation could at least in principle be a
total focus shift from the company (firm) level tax to the
owner-investor level tax (Example: the Estonian tax sys-
tem). This may not be the most realistic way. If the com-
pany tax is effectively or formally reduced to zero, there is
no lock-in incentive for capital asset owners and there is no
effective or nominal capital gains tax. This kind of focus
change would also abolish the legal interpretation prob-
lems of participation exemption systems. The dividends
and capital gains (at least regarding alienations within
groups of companies) are already tax-exempt in most of
cases considering the realizations of limited companies.
At the same time the overall levels of company taxes have
been going down. The tax rate is “only” 12,5% in Ireland,
even in Finland the corporations pay not more than 20%
as maximum tax.

Comprehensive business income tax (CBIT) model has
been under the most serious consideration for future Eu-
ropean level tax model. In that model, the uniform tax-
ation of the different forms of financing is implemented
by eliminating the interest deduction of the debt. In CBIT
model, double taxation would exist and taxation would
not be neutral. However, Hjerppe et al. (2003, 86)) argue
that from the fiscal perspective, the comprehensive busi-
ness income model would be more profitable than the al-
ternatives, the economic ACE model and the cash flow tax
model.26 Mooij and Devereux (2008) comment that CBIT
can be accompanied by an abolition of personal taxes on
capital. Therefore, it avoids double taxation of some sorts
of capital income - such as dividends — and broadens the
base to currently exempt types of capital income — such
as that earned by institutional investors. A disadvantage
of the CBIT model is that it raises the cost of capital on
debt-financed investments. Fewer investment projects will
be profitable at the margin and thus investment declines.
This effect is opposite to the ACE model. The broaden-
ing of the base under CBIT will raise corporate tax rev-
enue. If the overall tax revenue is to be maintained, the
CBIT model allows for a lower corporate tax rate. This de-

26 See also Myrsky (2014, 96).



DE GRUYTER OPEN

creases the cost of capital on equity-financed investments
and may attract mobile economic rents or paper profits
of multinationals. This is opposite from the ACE model:
the CBIT model is shifting the tax burden away from rents
towards the marginal investment return. If mobile rents,
credit constraints and multinational profit shifting are im-
portant relative to marginal investment decisions, then the
CBIT could be attractive.

You can easily argue that the corporate capital gains
tax system should be developed paying attention to the
functionality and freedom of the market. Especially divi-
sion to the sources of income is currently considered ham-
pering the operational and structural structures of com-
panies. Keskitalo (2012) has considered in his disserta-
tion study that Sweden’s corporate capital gains taxation
model is flexible and vast, and that could be used also as
a starting point for renewals in Finland. At the same time
the changes to the tax base should be analyzed. It would be
worthwhile to exclude the distribution of profits from the
tax base. This would mean that dividends, capital gains
and other profit distributions would be tax-exempt regard-
less of their source state.

Keskitalo’s idea is that in this way the tax exemp-
tion would become applicable without the provisions on
ownership time, ownership share and asset type. Corre-
spondingly, capital losses, dissolution losses and write-
offs could not affect the corporate tax base directly or in-
directly. Keskitalo (2012, 925) argues that it should also be
investigated, whether it would be possible to allocate the
corporate tax to that part of the taxable business income
that the company distributes as profits to shareholders.
This basic idea is actually well in line with the current Es-
tonian corporate capital gains taxation model.

3.2 A new combined Nordic model?

Neither the total harmonization or the total abolition of
corporate tax should probably be a dictating force in the
short term at least. The main focus could instead be in set-
ting up cross-border bodies for investigating the corporate
capital gains taxation systems, searching for best prac-
tices, investigating the impacts of the corporate capital
gains taxation systems to economics and sharing knowl-
edge and information to EU member states on other EU
member states. This would improve the quality of the pos-
sible changes in the future corporate capital gains taxation
systems. Even Constitution Act supports the approach —
when interpreting a wider context — that the corporate in-
come taxation is set out so that EU member states are in
the equal position with each other based on the corporate
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income taxation system. It is also possible that in the fu-
ture harmonization of the corporate income taxation be-
tween the EU member states could be made easier with a
multilateral agreement, which would make implementing
of changes quicker.

The somewhat more limited tax harmonization option
would be to renew, as a start, the corporate tax systems
and taxation of corporate gains through the harmoniza-
tion of tax rates or, more specifically tax exemptions be-
tween the Nordic (dual income tax) countries. Taxation of
corporate capital gains is one challenge that the Nordic
and European countries could start cooperating more to
enhance the entrepreneurship, to increase the overall eco-
nomic activity and to speed up the dynamics of the econ-
omy. Harmonization discussions have here two important
aspects. First, cooperation in the area of corporate capi-
tal gains taxation inside the Nordic countries is a neces-
sity, because all the Nordic countries are not part of the
European Union. Second, the Nordic countries could lead
the way to building cross-border corporate capital gains
taxation development bodies. After having shown some
results, the whole European Union could start seeing the
value of that kind of renewal and may start building simi-
lar kind of bodies inside the European Union.

This would also mean that a more modern and multi-
disciplinary approach would be used for the corporate tax
reforms in Europe. More cooperation and organizational
bodies working towards the common targets of a good cor-
porate income tax system is needed both at the level of the
Nordic countries and European Union. The future corpo-
rate income taxation should be challenged with new cross-
scientific perspectives. In addition, the focus should be in
the cross-border taxation issues, because in the current
globalizing world there is no way to avoid situations, in
which there are group companies in the Nordic countries
and European Union but also in the third countries. To
ease the companies to allocate their time as much as pos-
sible to drive the business itself in an international arena
instead of paying much money and spending a lot of time
for administrative tax questions, the corporate income tax-
ation should be as simple as possible.

According to our view, a functional and realistic cor-
porate capital gains tax system for intercorporate capi-
tal gains (share alienations) can be created by combining
the current features of the Danish, Dutch, and UK corpo-
rate capital gains taxation system (see the Figure 1 above).
More focus should be allocated on the interface between
the group taxation overall, group structures and corporate
capital gains. The current corporate capital gains taxation
systems in the Nordic countries and in the European Union
have been mostly prepared purely from the taxation point
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Figure 1: A possible realistic Nordic model for taxing intercorporate
capital gains

of view except for the flow-through approach that has been
applied in a couple of countries. A new corporate capital
gains tax system should utilize more efficiency and sim-
plicity as the features of a good taxation system. Corporate
capital gains taxation system should not cause too much
administrative work for tax authorities, and at the same
time the tax regulations should be simply understandable
and usable for companies.

Denmark and United Kingdom have clear object com-
pany requirements with ownership share and substantial
shareholding that could be used in a new future corpo-
rate capital gains taxation system. Netherlands have de-
veloped tests, with which companies can test, whether
the ownership share in an object company are business-
related. By combining the provisions for the object com-
pany applied in Denmark, Netherlands, and United King-
dom, it would be possible to decide, whether the share-
holding in an object company is substantial and business-
related. In summary, defining a future corporate capital
gains taxation system would require renewal not only
in the creation phase of the new system by setting up
new cross-border bodies and combining multidiscipline
knowledge but also in the implementation phase by defin-
ing the regulations so that they include enough practical-
ities for following the regulations as well as linkages be-
tween different subject matters or scientific areas. In the
future model it would be reasonable to clearly describe the
corporate capital income taxation model as a wholeness
and then make the needed references to the generic cor-
porate capital income tax regulations inside the Business
Income Tax Act such as business income and deductible
cost.

Separation of the direct investment shares and port-
folio shares create the baseline in the future development
as well as identification of substantial shareholdings and
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business relationship. Subject (selling company) require-
ments could be simplified so that the subject company is a
legal person.

Object (the target company to be sold) requirement
could include at least two options:

— As the first option, the requirement could be that
the object company is a subsidiary company, which
means that the owner company owns the certain per-
centage of the equity and the equity is divided into
shares (based on the Dutch feature).

— As the second option, the ownership share should be
10 percent or more, which ensures that the object of
the alienation is business-related (based on the Dan-
ish feature).

Less than 50 percent of the total assets of the object
company should be passive, which ensures that the object
of the alienation is business-related. The meaning of the
passive assets could be defined more accurately than in
the Netherlands to avoid interpretation issues. In addition
to these requirements, the future corporate capital gains
taxation model should refer to the definition of business
income.

More attention should be still put in the future stud-
ies for the corporate capital gains taxation from the per-
spective of an effective and neutral group and double tax-
ation. More focus should also be given on the taxation top-
ics from the viewpoint of the economic growth and busi-
ness innovation. The viewpoint of the group could be in-
vestigated further and the future corporate capital gains
tax model drafted above could then be compared to the
flow-through approach, in which the focus is rather on the
terms of holding company and subject company instead of
the simple and clear corporate capital gains tax model.
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