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Major question is the bottom left quadrant of the chart.  Ed would include economic 
rent as capital income.

But if you define capital income as the reward for deferring consumption (plus a risk 
premium), then economic rent may alternatively viewed as either a reward to the 
labor of the entrepreneur or a windfall (such as from the discovery of valuable 
mineral deposits or oil in one’s backyard).

Note that the normal return is amount that is necessary to induce people to invest in 
equity shares in a business and includes a risk premium that reflects the predicted 
variability of investment returns.

Ed in his papers distinguishes between “risk” and ”uncertainty”.  Risk in his view (and 
mine) is akin to variance – like a coin toss, where you know the distribution of 
outcomes but not the outcome of a single or small number of events.  Uncertainly is 
when you have no idea of the underlying distribution.
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To give a brief preview, Ed’s vision in his BEIT proposal is much more akin to a tax on 
permanent income than to a tax on Haig Simons income because of the way (with 
exceptions) that he treats capital gains.
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More generally, changes in the relative price of present and future consumption 
affect people differently depending on their planned pattern of future consumption, 
so one can use different measures of well-being,.
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Biggest point here is that changes in net worth arise at the business activity level and 
are hard to measure because the time pattern of future net revenues resulting from 
most current expenditures is very hard to discern.

There are different responses to this difficulty in measuring the change in firm 
valuation produced by different outlays; i.e., the amount of capital income.  One 
response is to try to measure capital income at the individual investor level.  Ed’s 
solution is to impute a normal return to the investor’s basis in financial assets (and 
allow a corresponding deduction at the firm level).  

Another approach would measure capital income of individuals by looking at financial 
payouts (dividends and interest) plus net changes in the market value of the financial 
asset.  But this is difficult in the case of ownership of non-publicly traded companies.
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For simplicity of exposition in this presentation, I divide firms into two polar 
categories – 1) new firms with no current revenue, but which are building towards 
revenues that will begin in the future, and 2) established firms with a steady stream 
of revenues.  In fact, all firms are a combination of both, generating both current 
revenue and new sources of either growth or decay.

Ed’s BEIT proposal works differently in the case of stable firms and growing or 
declining firms.

This slide illustrates an example of a new firm started by an entrepreneur in year 1, 
which starts to generate a steady stream of revenues (net or current operating costs 
and depreciation) in year 8.

The entrepreneur’s “labor income” in year 1 is the discounted present value of the 
future stream of revenues that beings in year 8.  Her capital income is the return for 
waiting until year 8 to earn profits - that is, the appreciation in value when the profits 
become closer to beginning.  In the example, the labor component is 2/3 of the 
entrepreneur’s income from starting the firm.

The capital share would vary positively with the discount rate and the length of time 
before profits begin.
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Kleinbard’s papers on BEIT include an extensive discussion of the Atkinson-Stiglitz 
theorem and how it has affected both economists’ and lawyers’ approaches to tax 
policy analysis.
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In general, it is impossible to achieve neutrality across all margins because some 
activities are administratively or politically very difficult to tax – such as labor used in 
home production, returns to household capital (imputed rent), unrealized 
appreciation of assets in privately-owned businesses, and foreign-source profits of 
foreign-resident companies.

Given these non-neutralities, however, efficiency consideration dictate similar 
treatment or activities that are very close substitutes.  Kleinbard’s proposal focuses in 
particular on neutrality across methods of finance (due to the ambiguous definitions 
of debt and equity), among types of firms (corporations vs. pass-throughs), among 
capital investments in different assets, industries or countries, and among different 
locations for reporting profits of multinational corporations.

He favors a lower top rate on capital than on labor income and addresses the 
problem of how to distinguish between labor and capital income within owner-
managed firms.

And he is willing to accept differences in tax rates based on the tax residence of 
multinational corporations and would address this concern by keeping the corporate 
tax rate low (25%) and modifying the definition of corporate residence so it is more 
based on real activities than simply on place of incorporation.

9



The COCA deduction and the tax on imputed returns make the taxation of debt and 
equity equivalent in risk-adjusted terms.

All firms pay the business enterprise tax (other than sole props) so there is no tax 
reasons to choose whether a firm is a C corporation or a pass-through.

Capital income (including economic rent) is taxed at flat rate of 25%; labor income 
(which excludes economic rent) is taxes at graduated rates up to a maximum of 40%.
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In the slides that follow, I seek to compare structural alternatives with a common set 
of tax rates and focus on differences in tax bases and what incomes qualify for a 
preferential rate.
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This is an asset worth $1,000 with a 6 percent yield ($60 per year) at the business 
level.

The interest rate is 3 percent, which at a 40 percent debt-capital ratio makes interest 
payments equal to 1.2 percent of asset value.  The equity yield is 8 percent ($48 on 
$600 of equity).

BEIT allows a COCA deduction equal to 6 percent of the asset value.  The present 
value of the deduction is invariant to the rate of depreciation.  (With expensing, a 
$1,000 immediate deduction is equivalent to a permanent deduction of $60 per 
year.)

Both shareholders and lenders impute a 6 percent return to their asset value.  So 
imputed income of asset holders is $60, which pays the capital income tax rate of 25 
percent.  So the combined firm /investor tax rate under BEIT is 25%.

Under CL, assuming economic depreciation, interest but not equity returns are 
deductible.  The corporate tax rate is 25%,  Dividends are taxes at the capital income 
rate.  Retained earnings result in realized capital gains, taxed at 25% and unrealized 
capital gains, tax-deferred.  Interest income is taxes at the ordinary income rate of 
40%.  The result is a combined rate of 39.1 percent.
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This slide compares taxation of corporate debt, corporate equity, and taxation of 
equity in a partnership.

BEIT is fully neutral, a 25% tax rate in all cases. MTM is also neutral, but at a 40% rate.

CL is close to neutral between debt and equity. Debt benefits from the corporate 
interest deduction, but there is still a corporate taxon the leveraged return.  And 
interest pay the 40 percent rate. Equity faces the full corporate tax, but benefits from 
deferral of unrealized capital gains and the lower rate on realized capital gains and 
dividends.   Pass-throughs pay a lower rate if eligible for the QBI deduction.

MTM is also fully neutral among the three alternatives, but at a 40% rate.

As Kleinbard notes, CL could favor debt if the investor is in a lower tax bracket.  So CL 
results in portfolio specialization and arbitrage across assets among households and 
between households and non-profits.
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The tax-exempt saver example is important because US taxable shareholders hold 
only about 25% of US corporate stock (Rosenthal and Austin, 2106); the remainder is 
owner by qualified retirement plans, tax-exempt institutions, and foreign investors.

Under BEIT and MTM, there is no tax at either the corporate or investor level, absent 
special rules to impose tax on retirement plans, tax-exempt institutions or foreigners.

Under current law and most integration proposal, the tax rate on corporate capital 
income is 20 percent, under this example with a corporate rate is 25 percent and 
interest deductions accounting for 20 percent of pretax corporate profits.

Both BEIT and MTM would result in a large tax cut on corporate source income 
relative to current law. Proponents could argue, however, that full exemption is what 
the law intends.
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With full expensing BEIT still taxes at 25% because expensing is equivalent to the 

COCA deduction.  So BEIT (and MTM) effectively eliminates all business investment 

preferences (except for refundable or tradable credits), whether intentional or 

accidental.

CL claws back some of the preferences through taxes on individual investment 

income, but preferences in this example cut the tax rate under CL almost in half and 

make CL for generous than BEIT.

Integration claws back more of the firm level preference than CL because credit is 

given only for corporate taxes paid and dividends are assumed to face the ordinary 

income tax rate of 40%.
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This slide summarizes the effects of tax preferences for the marginal investment 
under the different systems.

BEIT and MTM both allow full exemption for the tax-favored saver, but provide not 
benefit to otherwise tax-favored investment.

CL provides a different, but almost equal benefit to both the tax-favored saver and 
the tax preferred investment.

Integration provides larger benefits to the tax-favored saver than to the tax-preferred 
investment.
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This slides shows the effects of preferences on pass-throughs.   Bottom line is 
expensing reduces ETR to zero under all the options except BEIT and MTM (the latter 
because MTM does not apply to non-publicly traded assets).   And since there is no 
corporate level tax under any option, the ETR is always zero for tax-exempt savers.
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This slide presents the taxation of economic rent as Ed would view it.  There is a 25 
percent tax at the firm level, but not tax at the individual level… Let’s unpack this.

Economic rent occurs because value has been created in excess of the investor’s basis 
in the asset.  But once new value has been created, new investors will pay the market 
price for the share.  So the prior examples might accurately describe a current 
investor in Apple getting a normal return, for example, but not the earlier owners.

But the firm pays tax on its profits in excess of deductions for existing real assets, 
reflecting its return from intangible assets.  So the tax has been shifting from the 
original investor (with a zero basis) to the firm, but nothing else changes.

But is this the right way to look at it?
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International income shifting may be on reason ED wants to tax economic rent at 25 
percent instead of 40 percent.

Note that for normal returns, BEIT works perfectly for internationally mobile capital.  
The tax is paid by the shareholder, who is much less mobile internationally, than the 
capital owned by the firm.  But there is a problem with intangible profits, which BEIT 
would tax at the firm level.

The other issues is how the accrued gains associated with the firm’s current excess 
return on its invested capital (them difference between firm value and the basis of 
real assets) was previously taxed.   If those gains were exempt, then that exemption is 
the equivalent of expensing of this excess value and the relevant example is the 
competitive firm with expensed capital.

It all depends on how capital gains associated with either entrepreneurial “sweat 
equity” or windfall changes in asset value were taxed.
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Three sources of capital gains:  1) retained earnings of corporate normal returns, 2) 
windfalls, and 3) entrepreneurial income.   Kleinbard would tax 1) as accrued, would 
exempt 2) even when realized, and 3) would impose a special reduce rate tax on 3) 
when new firms go public, but no tax on 3) if the entrepreneurial returns were 
earned within an existing firm.

MTM would tax all gains accrued within publicly-traded companies, but would tax 
gains on privately-held firms only when realized (possibly with a deferral charge).

All systems could be made more comprehensive by taxing unrealized gains on assets 
transferred at death, with the exception of the consumption tax which does not need 
to tax any reinvested gains.
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A very important point made in other presentations:  Kleinbard’s emphasis that we 
should be looking at the progressivity of fiscal systems as a whole, not just tax.  A 
moderately progressive tax with a large role for government social problems can 
generate more progressive outcomes than a steeply progressive tax with a smaller 
public sector.

Final comment:  BEIT is a major contribution to the work on capital income taxation, 
which has received less attention than it deserves (including from me, until now).

It does not, however, solve the problem of preventing the wealthiest among us from 
paying very low rates on their accrued capital gains.  I am not aware, however, of any 
robust solution to that problem.
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