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Abstract

The main objective of this thesis is to provide the reader a basic knowledge
about the issue of effective and nominal corporate tax rates. The theoretical
part is concerned with the different approaches to the effective tax rates and
with the corresponding methods of their calculation. The main contribution of
the thesis presents the empirical part, which tries to assess the real corporate
tax burden of Czech companies. The data required for the computation were
collected according to PX stock-index and we applied the methods of backward-
looking micro approach. The obtained results were subjected to a thorough
analysis. In fact, the companies taking part in the research pay on average the
income tax 17,07% in the period 2008-2012, which is significantly lower than the
nominal tax rate 19%. Although the current academic literature reports about
steadily declining effective tax rates, it does not correspond to our results. The
reason for this might be caused by the nature of micro method used, that reflects
the sensitivity of the economic cycle’s development. The observed period in the
research coincides with the time of the world economic crisis, that may inflict

an undesirable bias.
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Abstrakt

Cilem této prace je uvést Ctenaie do problematiky korporatnich efektivnich
a nomindalnich sazeb dané. Teoretickd ¢ast se zabyva ruznymi pristupy k
efektivnim sazbam dané a od nich se odvijejicimi metodami vypoctu. Avsak
hlavni piinos této prace spociva predevsim v empirické ¢asti, kterd vyhodnocuje
realné korporatni zatizeni ¢eskych spolecnosti. Data potfebna k vypoctu jsme
shromazdili podle indexu Prazské burzy cennych papiru a aplikovali na né
metody zpétného mikro pohledu. Ziskané vysledky jsme podrobili dikladnému
rozboru. Spolec¢nosti, zahrnuté do vyzkumu, ve skutecnosti plati prumérné
17,07% dan z pifjmu v letech 2008-2012, tedy dan nizsi nez je soucasna nominalni
sazba 19%. Dalsim dulezitym poznatkem prace je, ze ackoliv soucasné aka-
demicka literatura poukazuje na stale klesajici efektivni dané, nase vypocty
tomuto tvrzeni neodpovidaji. Pri¢ina tohoto nesouladu muze byt dana po-
vahou pouzité mikro metody, ktera reflektuje citlivost na vyvoj ekonomické
aktivity. Nami pozorované obdobi se prolind s obdobim svétové ekonomické

krize, coz muze zpusobit nezadouci zkreslen.

Klasifikace JEL F15, F23, F43 H25
Klicova slova statutarni korporatni danova sazba, efek-
tivni korporatni danova sazba, mikro pok-

led, makro pohled
Délka prace 57 553 znaku

E-mail autora kj.kucerova@gmail.com

E-mail vedouciho prace jansky@fsv.cuni.cz


http://ideas.repec.org/j/F15.html
http://ideas.repec.org/j/F23.html
http://ideas.repec.org/j/F43.html
http://ideas.repec.org/j/H25.html
mailto:kj.kucerova@gmail.com
mailto:jansky@fsv.cuni.cz

Contents

List of Tables ix
List of Figures X
Acronyms xi
1 Introduction 1
2 Corporate taxation 3
2.1 Integral vs. absolute theory . . .. .. .. ... .. ... .... 3
2.2 Current situation of corporate taxation in Europe . . . . . . .. 4
2.3 Development of statutory corporate tax rates in EU over time . 5
2.4 Statutory corporate tax ratesin 2012 . . . . . . ... ... .. 8

3 Effective corporate tax rates 11
3.1 Definition of effective corporate tax rate (ETR) . .. ... ... 11
3.2 Different approaches for computing ETR . . . . . ... ... .. 12
3.2.1 King and Fullerton method . . . . ... ... ... ... 13

3.2.2  Devereux and Griffith method . . . . . . ... ... ... 15

4 Empirical research 22
4.1 Description . . . . . . .. 22
4.2 Literature review . . . . . . .. .. L 23
4.3 Data . . . . ... 24
4.4 Methodology . . . . . . .. . ... 25
45 Results. . . .. .o 26
4.5.1 The ETR based on total profit before taxes paid . . . . . 26

4.5.2 The ETR based on gross operating profit . . . . . . . .. 28

4.5.3 Development of the ETR in 2008-2011 . . . . . . . . .. 29



Contents viii
5 Conclusion 32
Bibliography 36
A The structure of Czech subsidiaries I
Thesis Proposal 11



List of Tables

2.1

4.1
4.2
4.3
4.4
4.5
4.6

Taxes on Corporate Income in Relation to GDP in Selected

Countries (percent) . . . . . . . ... 8
Corporate tax rate in Czech Republic . . . . . . ... ... ... 22
PX index companies . . . . . . ... ... 25
Effective tax rates - total profit before taxes paid . . . . . . .. 27
Effective tax rates - gross operating profit . . . . . . .. .. .. 28
ANOVA - ETR (TPBT) . . . . ... . . o . 30
ANOVA - ETR (GOP) . . . . . . ... o o 30

A.1 The structure of Czech PX index subsidiaries . . . . . .. . .. I



List of Figures

2.1 Statutory Corporate Income Tax Rate . . .. ..
2.2 Average corporate taxation in the EU (1980-2007)
2.3 Statutory corporate tax rates in 2013 . . . . . . .

4.1 ETR (micro approach) 2008 - 2011 . . . . . . ..



Acronyms

EATR Effective Average Tax Rate

EBT Earnings Before Tax

EC Extraordinary Charges

El Extraordinary Income

EMTR Effective Marginal Tax Rate

ETR Effective Tax Rate

EU European Union

FTSE 100 London Stock Exchange index
GOP Gross Operating Profit

OECD Organisation for Economic Co-operation and Development
SP 500 Standard & Poor’s Stock Index

TPBT Total Profit Before Tax



Chapter 1
Introduction

At the time of deepening economic integration, when the mobility of goods,
services, and capital becomes more important than in the past, the tax systems
are still under full control of individual governments. In this context, the
question arises, whether the European market is efficient in the presence of
powerful multinational companies and at the same time in the absence of tax
harmonization. The majority of authors publishing in this area coincises that
the current situation is unsustainable and in the near future it will be essential
to adopt required reforms to enable equal conditions to all companies, thus, to
ensure a well-functioning common market.

The fundamental tool of the tax policy is particularly the statutory tax
rate. During the last two decades we observed the radical decrease in statutory
corporate tax rates within Europe. Nevertheless, the statutory tax rate does
not say much about the real tax burden in particular countries, which is one
of the main decisive factors for tax designers and for companies choosing a
location for its investment. For this reason, we use effective corporate tax rate
to obtain a comprehensive overview, how much the companies actually pay in a
particular country. The value of the effective tax rate includes, per se, different
treatments to determine the tax base, which is crucial for computation of the
real tax burden for corporations.

The empirical contribution of this thesis is a research aimed at the real tax
burden of Czech companies. We examine, how much the companies actually
pay for income taxes under the Czech tax legislation. We will be concerned with
the comparison between the current statutory level of corporate tax 19% and
the effective tax rates of observed companies during the period 2008-2012. The

research tries to show, to what extent the real tax burden has been influenced
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by the economic crisis.

The thesis is structured as follows. Chapter 2 gives the reader a basic
view of different theories to corporate taxation and it reports the evolving of
statutory corporate tax rates in Europe over time. Chapter 3 presents different
approaches of methods how to compute the effective corporate tax rates. The
empirical part of the thesis is contained in Chapter 4. And Chapter 5 briefly

summarizes the results obtained from the empirical part of the thesis.



Chapter 2
Corporate taxation

Let’s begin with a framework of corporate taxation. Corporate tax belongs to
the group of direct taxes, in other words, it cannot be shifted onto others, com-
pared to indirect taxes. Corporate taxation is considered to be the youngest
form of taxation ever within the construction of different tax systems. Nowa-
days, the corporate tax is levied on profits generated by a company, which
is based on accounting profit. Consequently, the accounting profit has to be
adjusted according to particular tax legislation to obtain the tax base. The cor-
porate tax base as mentioned in Mirrlees Review (2011) is, in almost all OECD
countries calculated, as profits generated by a company net of allowances for
interest payments and depreciation costs. Two important questions occur with
this definition: How this corporate tax base influences the expected invest-
ment and what is the difference in tax base when we consider different types
of financing of this investment?

In essence, we distinguish two types of financing of the investment - financ-
ing through debt or equity. Financing through equity can be either internal
(retained earnings) or external (issuing new shares). Both types of financing
are treated differently, when we want to obtain the corporate tax base. We will

discuss it in detail in the next sections.

2.1 Integral vs. absolute theory

Szarowska (2011) mentions two main approaches to corporate taxation, which
are broadly discussed at present. The integral approach acquires the fact, that
all taxes are paid by individuals at the end and the measurement of real eco-

nomic welfare is thus very complicated to obtain. This approach criticizes the
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presence of corporate taxation, because ultimately, concerning the profit of the
company, it becomes the profit of the individuals. From this perspective, the
profit is hence taxed twice, firstly in the form of income tax imposed on cor-
porate profit, and secondly at the level of personal income, when the tax is
imposed on dividends transferred to shareholders. The followers of this ap-
proach deal in their analyses with the issue, how to incorporate this tax rate
into the personal income taxation. These analyses indicate that the presence
of this tax causes higher production costs, resulting in higher product prices.
Another problem arises with transforming the accounting profit into the tax
base. The removal of the corporate tax would simplify the tax administration
and decrease compliance costs. A disproportionate complexity of different tax
regimes induces the multinational companies to manipulate with their tax base
and thus decrease their taxes paid. The construction of the corporate tax is
recognized, therefore, as inefficient as well as unfair, because it does not comply
with the principle of justice. The tax rate increases usually linearly, which is
in contradiction with the neutrality of introducing taxes.

The absolute approach approves the existence of corporate taxation. Fur-
thermore, its followers claim that, notably, multinational companies are inde-
pendent decision making individuals that have a big impact on the economic
processes. This taxation can be understood as a compensation for limited
liability of companies. Nevertheless, this is also in contradiction with the prin-
ciple of tax neutrality. This approach also emphasizes the importance of this
tax, because while some special types of profits may, either in legal or illegal
way, escape from the personal tax base, this cannot happen on the corporate

taxation level.

2.2 Current situation of corporate taxation in Eu-
rope

The tax systems within the European Union are created and administered by
national governments, and can be considered as widely distinct. The member
states keep in possession of full control over the formulation and implementa-
tion of corporate tax policy. A corporate tax is imposed on a taxable profit of
the company, in essence, on a difference between revenues and expenses. There
is, however, significant evidence that the computations of a taxable profit differ

across countries as well as a level of corporate taxation. The cooperation among
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member states is based, in particular, on the bilateral treaties, although accord-
ing to Djurovi¢-Todorovi¢ (2002) they are attempts for tax harmonization on a
higher level within the European Union or OECD countries. Nowadays, in the
time of deepening economic integration, when the mobility of goods, services,
and capital became more important than in the past, current tax systems turn
out to be ineffective and call for reform.

Generally speaking, some international companies suffer from double tax-
ation of the same profits, thus domestic companies can benefit from that on
the particular market. Such multiple taxation results also in higher compliance
costs. On the other hand, governments may complain about tax avoidance of
multinational corporations that are shifting their profit out of high tax coun-
tries to low tax countries called tax havens. (Mirrlees Review 2011).

In this context, we often hear about two terms: tax avoidance and tax eva-
ston. We should be very cautious when and how we use these terms because
we have to clearly distinguish between them. It might seem that these acts are
similar, however in practice, the difference is crucial. Wargo (2012) defines tazx
avoidance as a legal way to minimize taxes paid while tax evasion is consid-
ered as a willful attempt to defraud the goverment by not paying taxes. Taz

avoidance as well as tar evasion represent a big issue for national authorities.

2.3 Development of statutory corporate tax rates

in EU over time

During the last two decades, we observe a radical decrease in nominal! cor-
porate tax rates, particularly, in developed countries. The growth of powerful
multinational companies, relocating their real activities and taxable profits to
countries with more favorable tax regimes, inevitably, initiated a constraint on
reforming the tax systems. These taz-cuttings have often been accompanied by
the reduction of allowances or broadening of the tax base. The expansion of in-
ternational capital mobility has resulted in downward pressure on the statutory
corporate tax rate. The European countries, where the tax rates were steadily
very high, have experienced the most dramatic change in taxation during the
last three decades, similarly, the declining trend has been observed all over the

world. The changes of corporate taxes in Europe were accompanied by reduc-

'Nominal = statutory
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tion of tax rates in U. S. and Japan. Identically, a moderate decrease of tax

rates was recorded also in other continents (see Figure 2.1).

Figure 2.1: Statutory Corporate Income Tax Rate

Africa All Asia Er;pe_- Lathmenca

Source: Abbas et al. (2012, p.8).

Figure 2.2: Average corporate taxation in the EU (1980-2007)
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Figure 2.2 operates with data from 32 European countries - 28 EU’s member
states and above that Iceland, Norway, Switzerland, and Turkey. The graph
ilustrates the average corporate tax rates from 1980 until 2007.

In the beginning of the 1980’s, we observe a slight increase in statutory
corporate tax rates, which shows, in particular, the trend of Western Europe.

The data for Eastern European countries were collected principally from the
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beginning of the 1990’s. In 1980, the average tax burden in Europe depicts 45,6
%. The top average rates reached between 1982 and 1985 approached the 50
% level. Since then, the corporate tax rates have sunstainably declined except
a negligible growth in the period between the years 1995 and 1997. By 2007,
the average statutory mean in Europe had reached 24,1 %, nearly half of the
level in 1980.

The remarkable thing about the graph is the difference in the development
of statutory tax rates among Eastern and Western European countries since
1996. Eastern Europe seemed to be more ambitious in reducing the tax rates.
For instance, the Czech Republic has reformed its tax system nine times since
1992. Bulgaria and Poland adopted eight and seven reforms, respectively. On
average, the 11 Eastern European countries, presented in this research, have
decreased their statutory tax rates from 31,5 % in 1996 to 18,9 % in 2007, while
the rest of the European countries lowered their tax rates from 36,3 % to 26,8
% during the same time. The downward trend is also expected in the future.
(Heinemann et al. 2010).

The tax burden of the companies operating in European countries appears
to be half of the tax burden that was imposed thirty years ago. However, this
information might be misleading. Per se, the statutory corporate tax rates do
not include the information about a variety of different tax regimes and different
treatment of computing the tax base. Several studies have been published on
this issue, why the states are step by step adopting lower statutory tax rates.
Among them the study Devereux et al. (2008), which tries to explain the decline
as a result of tax competition between countries.

In this context, there is a significant fear from the race to bottom. The
possible consequence of the decline of tax rates on corporate profit would cause
the decrease in tax revenues and difficulties for national governments to provide
their public service. Boss (2005) and Piotrowska & Vanborren (2008) analyze
what happened to tax revenues complying with the evolving of statutory cor-
porate tax rates in European countries over time. It turns out that taxes on
corporate income correspond to the financing of public expenditures to a more
or less unchanged extent (see Table 2.1). In addition, there are no significant
changes of the level and the structure of total tax revenues. Soerensen (2006)
points out that this paradox between the decline of tax rates and increase in
tax-to-GDP ratio may be caused by increasing corporatization on one hand,
and base broadening on the other hand. Recently, we have observed beginning

attenuation of sectors, where non-corporate organizational form used to dom-
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inate. Mooij & Nicodéme (2007) argue that the paradox in Europe may, to
a large extent, be explained by growing the corporatization and shifting from
personal income to corporate income. According to their outcomes, since the
beginning of the 1990s income shifting may have raised the share of corporate

tax revenue in GDP by 0.25 percentage points.

Table 2.1: Taxes on Corporate Income in Relation to GDP in Selected
Countries (percent)

Year 1980 1990 1995 2000 2001 2002 2003
Austria 14 14 15 20 31 23 20
Belgium 22 24 28 36 36 35 34
Czech Republic . .49 38 44 46 48
Denmark 1.4 15 20 24 31 29 28
Finland 1.2 20 23 60 43 43 35
France 21 23 21 31 34 29 26
Germany 2.0 1.7 1.1 1.8 0.6 1.0 1.3
Greece 09 16 20 46 38 38

Hungary . . 1.9 2.2 2.4 2.4 :
[reland 14 1.7 28 38 36 3.7 39
Italy 24 39 36 29 36 32 28
Luxembourg 66 65 75 72 75 86 7.9
Netherlands 2.9 3.2 3.1 4.2 4.1 3.5 3.0
Poland . .28 25 1.9 2.0

Portugal . 23 25 41 36 .

Slovak Republic . : . 2.8 22 27 :
Spain 1.2 29 .8 30 28 32 31
Sweden 1.2 1.7 28 40 29 24 20
UK 29 36 28 36 35 29 28
EU 15 21 26 27 38 36 34

Source: Boss (2005)[p. 3].

While the statutory corporate tax rates were declining, the EU 15 average

tax revenues increased slightly since 1980.

2.4 Statutory corporate tax rates in 2012

The tax conditions create an important factor for investors to take decisions
about locating a new investment. The statutory corporate taxes perform a sim-
ple comparison between states. This approach is used because of its simplicity

and availability of data. Despite the fact, that the pressure on tax harmoniza-
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tion from the EU and OECD has recently intensified, the statutory corporate
tax rates still differ a lot across the European Union. Among the lowest tax
- countries we range Ireland with the corporate tax rate reaching 12,5 % and
Cyprus with 10 %. Conversely, on the other side of tax ranking we may find
France with 33 % or Belgium with almost 34 %.

Figure 2.3: Statutory corporate tax rates in 2013

40% ) 3 @]

35%

30%

25%

20% 1

15%

10%

5%

Denmark
Gibraltar
Luxemburg
Malta
Partugal
Romania
Slovenia
Switzerland

5]
=
=
=
=
w
=
=]
o
=

Czach Republic
Slovak Republic

Source: Author’s computation using data from Nexia International (2013).

The remarkable exception is the Isle of Man, where no corporate income
taxes are charged irrespective of domestic or foreign country - apart from rental
profits from Isle of Man property, and local banking services, both are taxed
at the rate of 10 %.

Switzerland, a country which worth mentioning in detail, provides very
special tax treatment for foreign investors, it offers a ’tax bargaining’ with
tax authorities to multinational companies choosing their headquarters in the
Swiss Confederation. As discussed in Fuentes (2013),the country consists of 26
sovereign cantons. The tax policy does not exclusively belong to the federal
goverment, however, it also proceeds on the cantonal level. The federal corpo-
rate income tax is levied at a flat rate of 8.5 % from the tax base. Although
the federal government induces tax harmonization within cantons, they still
remain in control of different tax areas such as the setting of the applicable tax
rate KPMG (2011). Several cantons levy progressive taxes with rates rising
in line with either profits or the return on equity, alternatively, some cantons

have remoted linear structures recently. Despite the lower tax rates in inter-
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national comparison, the tax revenues from corporate taxation are comparable
with other OECD economies, which indicates a broader tax base. Nevertheless,
Switzerland widely attracts high attention of investors due to its friendly tax
conditions.

In general, Western European countries still hold standardly higher statu-
tory tax rates compared to Eastern European countries. The mean statutory
corporate tax rate is 22,78 %. The Czech Republic with 19 % is significantly

below the European average.



Chapter 3
Effective corporate tax rates

The EU’s member states apply diversified methods to calculate a taxable profit
in respect of domestic or foreign income. In other words, the accounting profit
has to be adjusted to generate the taxable profit. Discrepancies among coun-
tries may be inflicted by different accounting systems, different treatment of
dividends received from subsidiaries, different treatment of capital gains or
losses, and different treatment of depreciation. This can be partly reduced by
comparing effective corporate tax rates (ETR). (Djurovié-Todorovi¢ 2002).
When we want to compare real corporate taxes levied on companies in dif-
ferent countries and understand their usefulness, we need to focus on detailed
analysis of effective tax burdens. Although the level of statutory taxes gives
some information, it is very limited. From this perspective, the real influence
of taxation on economic activity is determined by statutory tax rates supple-

mented by the elements composing the tax base. (Elschner & Vanborren 2009).

3.1 Definition of effective corporate tax rate (ETR)

According to the comprehensive study made for International Monetary Fund
(Abbas et al. 2012)[p. 5], we derive definitions of the effective average tax rate

and the effective marginal tax rates.

(i) “The effective average tax rate (EATR) is the ratio of the present value
of taxes to the present value of profit. This can be calculated for any
discrete investment project, including one where a positive economic rent

is expected ex ante.”

(i) “The effective marginal taz rate (EMTR) is a special case of the EATR,
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where a project just breaks even, i.e. yields a post - tax economic rent of

nil. This is the relevant rate for companies operating at the margin.”

3.2 Different approaches for computing ETR

As discussed in the previous section, the ETR is a measure that facilitates
the way to tax policy makers to examine the real tax burden on companies
in a particular country. Furthermore, it provides the reasonable comparing
of the tax burden between different countries. We distinguish two different
approaches of calculation. One approach uses the data collected either from
aggregate accounts on macroeconomic level or from existing firm’s accounts on
microeconomic level. In accordance to these ex-post data, the methodology is
called backward-looking macro or micro approach. Similarly, we derive forward-
looking method based on utilization of ex-ante data. This approach deals with
future prospects of current investment. This approach can be also calculated
using either macro or micro data. Computations are made considering, notably,
the rate of return during the life of investment and other endogenous factors.
Giannini & Maggiulli (2002).

The described methods above, evidently, cannot reflect the same values.
There is no generally accepted effective tax rate applicable to all tax policy
questions. The subject of study is fundamental for selection of the appropriate
approach. For instance, we are interested in transfers of tax burden from
corporate profits to the labor force. Thus, we will be more concerned with the
backward-looking data. Generally speaking, these data are useful when we want
to examine the allocation of tax burden in the society or impact of tax law on
cash flow in the companies. In addition, they better explain the correlation
of tax revenues to the economic cycle. They may provide a sufficient view of
taxes in the company, but they cannot assess tax policy driven by tax policy
makers. (Giannini & Maggiulli 2002).

We favor the forward-looking indicators in case we measure the effectiveness
and the competitiveness of the tax regimes in terms of future investment deci-
sions of companies. Moreover, the forward-looking approach is able to absorb
relations between different tax systems and take them into account. From this
perspective, it is a very useful tool to distinguish the important drivers of ETR
and to compare differences in tax burden across countries. Nevertheless, the
approach suffers from many shortcomings caused mainly by its hypothetical

nature.
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In the next section, I am going to describe two models using the forward-

looking approach for the computation of ETR.

(i) King and Fullerton method (K&F method)

(i1) Devereux and Griffith method (D&G method)

These models enable comparisons of the tax wedge! between countries be-
cause they include the information of different tax regimes and international
tax treaties. The latter was used for the purposes of the European Commission.

Simultaneously, we will briefly emphasize their advantages and disadvantages.

3.2.1 King and Fullerton method

K&F method firstly published in King & Fullerton (1984) is used for comparison
of the taxation of income from capital for four countries. The original purpose
of this comparative study was to explore the inducements to invest and safe
in the private nonfinancial corporate sector taking into account tax regimes in
each country. The influence of the tax imposed on the investment is measured
by computing the effective marginal tazx rates, where King & Fullerton (1984)
describe margin as “a small increase in the level of real investment in the
domestic nonfinancial corporate sector, financed by an increase in the savings
of domestic households”.

At first, we derive the tax wedge w which is a difference between the rate of
return on investment and the rate of return on savings provided to finance the
investment. Let p denote the pre-tax real rate of return on marginal investment
project, net of depreciation and s denote the post-tax real rate of saving used
to finance the project.

w=p-—s (3.1)

The effective tax rate ¢t we define to be the tax wedge divided by the pre-tax

rate of return on investment.

(3.2)

Alternatively, we can define the effective tax rate that excludes the information
about tax rate. We simply divide tax wedge by post-tax real rate of return on

savings.

L According to Investopedia (2013), tax wedge is a measure of market inefficiency caused
by imposing a tax on production or service. Equilibrium between supply and demand curve
is shifted while creating a wedge of death weight loss.
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ty = (3.3)

We consider also the real interest rate denoted by r, which has an important
impact on decision making for investment or savings. The real interest rate is

a difference between the nominal interest rate ¢ and the inflation .

r=i-—m (3.4)

We may be interested in the minimum rate of return on the investment
before taxes are paid. This minimum pre-tax rate of return is a measure when
the saver is indifferent between taking a project and lending money at market
interest rate. We call it the cost of capital. It depends upon different factors
considering the nature of assets and industry, the form of financing used and the
type of the saver, who provides the financial support. For a given combination
of indicators mentioned above, we derive the function expressing the relation

between cost of capital and real interest rate.

p=c(r) (3.5)

The relationship between the market interest rate and the return on savings
depends on the tax treatment of personal income. Let m denote the marginal
personal tax rate on interest income and w, is the marginal personal tax rate

on wealth. Hence, we derive the post-tax real return on saving as follows.
s=1-m)(r+m)—m—w, (3.6)

For each project we compute (3.5) and (3.6) and subsequently we obtain the
tax wedge and the EMTR.

In the following paragraph, we are going to briefly recapitulate the main
pros and cons of this applied method, which were summarized in Giannini &
Maggiulli (2002). King and Fullerton performed a simple model, which enables
reasonable comparison of countries using different tax systems across the time.
That was the reason why this method has been several times applied for the
purposes of the European Commission and OECD. The model emphasizes the
specific features in different tax regimes that create the real corporate tax bur-
den. While using the K&F method, it is very crucial to take into consideration

all shortcomings that may occur.
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e The model assumes cost of capital being lower or at least equal to rate
of return on the particular investment and it does not include a possible
loss. Some tax regimes also permit an option to carry losses from adverse
period to periods when the company reaches profit. Moreover, they may
provide different kinds of tax provision, for instance, in the form of tax

credit. None of these factors are involved in the original model.

e The information about the type of financing, either through equity or
debt, is strictly exogenous in the model. Thus, the company does not
minimize its costs in the model, this factor is considered as given. In

practice, the situation is rather opposite.

e The K&F method is constructed to compute tax wedge under current tax
legislation. In other words, the computations are valid if only the condi-
tions are not changed in the future. In other words, risk and uncertainty

are excluded from the model.

e The K&F method examines the impact on a marginal investment. How-
ever, the real economic market is often imperfect which can cause that the
investment generates economic rent. Thus, investors may face a choice
between two or more exclusive projects which are expected to earn more

money than the minimum required rate of return.

e The K&F method assumes, that the decision where to invest exclusively
depends on the capital taxation. Under real circumstances, other taxes
not related to corporate profit may play their roles as well as compliance
costs. For instance, investors would take into consideration trade taxes,

payroll taxes, and energy taxes.

3.2.2 Devereux and Griffith method

The D&G method firstly published in Devereux & Griffith (1998) follows and
works up the methods developed by King & Fullerton (1984) and OECD (1991).
The original model is applied to a dataset of US multinational companies op-
erating on the European market. The D&G method examines the inducements
why companies decide to undertake their investments across the borders, which
is, per se, considered to be costly nevertheless still advantageous. The model
provides an evidence that the effective average tax rate (EATR) has an impact
on the choice where to locate the investment. Unlike the K&F method, this
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model derives except the effective marginal tax rate (EMTR) also the effec-
tive average tax rate (EATR). In the next two paragraphs, we are going to
implement the computations at first for domestic investment and secondly for
international investment. To understand the model fully, we are going to per-
form the situation firstly in the absence of tax and subsequently, in the presence
of tax. To derive the model, we use the study made for European Commission
(Commission Staff Working Paper - SEC(2001) 1681 2001). As it was already
discussed above, generally, we distinguish between three types of financing an
investment: debt, retained earnings or new equity. From the perspective of an
investor, the cost of the new investment is one unit in case of financing through
retained earnings as well as in case of new equity, however, debt financing costs

zero unit.

Domestic investment in the absence of tax Assume that J denotes the rate
of depreciation and 7 the rate of inflation in the period t + 1, hence, we derive
the unit of capital as (1 — 0)(1 — 7). In addition, we suppose that the return
generated by the unit of capital in the period ¢ + 1 equals (p+0)(1+ 7), where
p is the real rate of return on the investment. We take into account that no
uncertainty or risk is present. Thus, the real rate of interest r can be expressed
as

(1+7r)(14+7)=(1419). (3.7)

In case of equity finance, the net present value to the investor denoted R* is

1—-9)(1— 1 1 —
R, 1=00-m++d)0+m _  1+p por
L+ 1+r 1+r

(3.8)

The net present value of the investment transferred to a shareholder may be
seen as a net present value of the economic rent generated by the investment.
In case of marginal investment p = r, the net present value of the investment
R* equals zero. However, more frequently we obtain p > r.

In case of debt finance, we acquire the equation for net present value of the

investment as

1-0)1-m)+p+)(1+m)—(1+i p—r

R*=0 = .
i 1474 1+

(3.9)

Clearly, we can see that from (3.8) and (3.9) we obtain the same values. Thus,
in the absence of tax, investor would be indifferent between equity and debt

finance.
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Domestic investment in the presence of tax Suppose that the corporate
taxation has been introduced, then the nominal return on the investment, net of
interest payments?, is taxed at the rate 7. Consequently, we take into account

the shareholder’s nominal discount rate denoted by p.

p=i (Tf;) (3.10)

where

m' reflects the value of the shareholder’s marginal personal income tax rate on
the interest income, and

z reflects the value of the shareholder’s marginal personal effective capital gains
tax rate (for detailed information about this rate see King & Fullerton (1984)).
Considering three different types of financing, we apply outcomes derived above
on the situation determined by taxes to obtain the value of the hypothetical

investment.

a) Investment financed by retained earnings

Initially, we compute the investment financed by retained earnings—in other
words, by deferred dividends. The shareholder’s decision is on one hand influ-
enced by the corporate tax rate and on the other hand by different allowances

and personal taxes imposed on dividends.

(i) The shareholder, taking the investment, reduces dividends in the period
t. Conversely, he will expect the return from the investment through
dividends in the period ¢+ 1. From this perspective, we need to multiply
the money flowing from the shareholder in the period t by a rate -,

corresponding to the various indicators of personal taxation.

(7i) Given a present value of allowances A, then the net present value of the

cost of the investment reflects (1 — A).

(#i) The nominal return of the investment in the period ¢ + 1 is derived as
(p+ d)(1 + 7) is taxed at the rate 7.

(iv) The net present value of the reduced cost of the investment in period ¢+ 1
is (1—=60)(1+m)(1—A).

2In case of deducting the interest from the tax base, which is applied in most of the
countries of the EU.
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Combining these elements we obtain post-tax net present value (economic

rent) of the hypothetical investment

1-H)1-mA-A)+{p+d)1+m)(1—71)
I1+p

REE =~ | —(1 - A) +
(3.11)

After adjustment, we acquire

R = 11—p {p+9)A+m)A—=7)=[1+p) - A =0)(1—-m)](1—A)}.

(3.12)

b) Investment financed by new equity
By new equity we mean issuing new shares. In the period ¢, we introduce
the rate of tax allowances denoted by 7¢. Unlike the case of retained earnings,
the shareholder inserts 1 — 7¢ in new equity in the period ¢ and in the period
t+ 1, the shareholder’s income will decrease at the same rate to repurchase the
shares issued, thus (1 — 7¢). We derive the post-tax net present value of the
investment financed by new equity as a summary of two elements: post-tax net
present value of the investment financed by retained earnings and net present

value of the additional cash flows arising through the use of new equity finance.
RNE = RRE 4 pNE (3.13)

where

NE (1= —=718)  p(l—=7)(1—10)
FNE = (1= ~)(1—10) + Tt~ s . (3.14)

c) Investment financed by debt

Consider the difference from financing by equity, the shareholder does not
give up dividends in the first period ¢, instead of this he borrows a required
amount. In the period ¢ + 1, he is supposed to pay the amount back increased
by interest (1 — 7¢)(1 + 7). We assume that the interest is deductible, which
reduces the net cost by (1 — 7¢)iT. Logically, the dividends paid in the period
t + 1 are used to pay back the debt. Thus, the decrease of the net income to
the shareholder may be expressed by v(1 — 7¢)(1 4+ i(1 — 7)).

Again, we derive post-tax net present of the hypothetical investment fi-
nanced by debt as a summary of post-tax net present value of the investment

financed by retained earnings and net present value of the additional cash flows
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arising through the use of debt finance.
RP = REE + P (3.15)

where

P2 1y - W) 3010

d) Summarization of different types of finance
The post-tax net present value of the hypothetical investment, so called

economic rent, can be overwritten into a general form

R=R" 1 F, (3.17)
where
0 if financed by retained earnings
F =< FNE if financed by new equity (3.18)
FP if financed by debt

Definition of ETR

(a) Effective marginal tax rate (EMTR)

Initially, we aim at marginal investment—such project that gen-
erates no economic rent. The shareholder is indifferent between under-
taking and not undertaking the investment. Using the analysis so far, we
derive the cost of capital denoted by p, in other words the pre-tax rate
of return on the investment, combining (3.12) and (3.17) determined by
R=0

. (1—A)

5 F(1+p)
(1+m)(1—7)

Y14 m)(1—71)

{p+o0(14+m) —7}—

—4. (3.19)

The EMTR is defined as the proportionate difference between p and the
real post-tax rate flowing to the shareholder s, where
_i(l-m) -7

=~ 7 - 3.20
5 1+7 ( )
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Thus, in the absence of personal taxation, s equals r. The EMTR is

EMTR=2"2 (3.21)
S

(b) Effective average tax rate (EATR)
Devereux & Griffith (1998) considers the case, when shareholder chooses
among two or more projects. Assume, that the shareholder due to limited
amount of capital can select only one project. Then he will compare these
investments through EATR.

Intuitive computation EATR would be derived as the propor-
cionate difference between net present value of the investment in the
absence of tax and the net present value of the investment generated in

the presence of tax:
R*— R
R*

However, this rate suffers from the fact, that investments which are

EATR =

(3.22)

marginal in the absence of tax (R* = 0) cannot be included in the equa-
tion. Therefore, Devereux and Griffith come up with new approach. They
replace R* in the denominator by the net present value of the income

stream in the absence of tax, p/(1 + r). Subsequently, we obtain

R —(1—-2)R
p/(L+r)

where R* is defined in (3.8) or in (3.9), z in (3.10) and R in (3.17).

EATR =

(3.23)

To perform EATR, it is necessary to choose a level of profitabil-
ity, pre-tax rate of return on the investment p. For comparison of taxation
within countries, it is required to set the value of pre-tax rate of return
on the investment as constant. We may compute the EATR and EMTR
at different levels of p.

International investment D&G method has been extended to report also the
treatment of international investment, using similar approach as was published
in OECD (1991). The principals of governing the international investments
are exactly the same as in case of domestic investment, therefore, we are not
going to perform them in detail again. The model considers a parent company
located in country j. This company undertakes an investment in country i

through a fully owned subsidiary. The model assumes for the simplification
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that shareholders resident in country j as well, so that the equilibrium condition
defining the value of the firm does not change with respect to the domestic
investment. Similarly, the international investment may be financed by retained
earnings, issuing new shares to parent company or borrowing the money from

the parent company.



Chapter 4

Empirical research

4.1 Description

The objective of this empirical research is to examine the difference between
effective corporate tax rates and statutory corporate tax rates by Czech com-
panies and to assess the evolving of effective tax burden in the Czech Republic.

In essence, we do work with two hypotheses:

(i) The average effective corporate tax rate is significantly lower than the

statutory corporate tax rate.

(7i) The effective corporate tax burden follows the European decreasing trend.

Table 4.1: Corporate tax rate in Czech Republic

Year 2008 2009 2010 2011 2012
Taxrate 21 % 20% 19% 19% 19%

Source: Author’s computations.

The statutory tax rates evolving across the time are shown in the Table 4.1.
Despite the fact, that the country has adopted a relatively low flat rate, which
complies with the case of the Czech Republic, it is often accompanied by broad-
ening the tax base. One of the main tasks of this paper will be the assessment
to what extent the tax base has been adjusted. Therefore, we aim at capturing
the effective tax burden for Prague Stock Exchange traded companies which

represent a diversity of sectors.
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The empirical part is organized as follows. Section 2 provides a concise sur-
vey through literature review. Section 3 and 4 describe the data and method-

ology used. And finally, section 5 summarizes the results.

4.2 Literature review

Our empirical research is consistent with studies applied to US companies in
Yin (2003). Yin (2003) examines the effective tax burden of public companies
included in S&P 500 stock-index and reports the development of the ETR
during the period 1995-2000. This paper points out that the level of the ETR
has been historically the lowest in the year 2000, the levels have decreased from
30.11% in 1995 to 27.98% in 2000.

Our computations are based on corporate income tax as the main decisive
factor of the tax burden. To a certain extent, the calculations follow Sebastian
(2011), which main objective is to present a complex study of the tax burden of
companies traded on the Bucharest Stock Exchange. Sebastian (2011) argues
that other factors, for instance payroll taxes, royalties, real estate taxes or social
contributions, play an important role concerning the tax burden, nevertheless,
we do not take these factors into consideration.

Such researches are not only a subject for academic literature, however,
they have been several surveys made exclusively for media purposes. The
study commissioned by Bloomberg Businessweek (2009) shows that effective
tax rate varies a lot for U.S. companies. In 2009, the statutory tax rate in the
USA was set out at the level of 35%. For the list of companies taken from
S&P 500 stock-index, they obtained very different values of the ETR ranged
from essentially zero to almost 400 %. None of the companies taking part in
this study paid exactly 35% of the pre-tax income. Bloomberg Businessweek
(2009) alerts the paradox that troubled sectors such as car industry, banks and
real estate business, are taxed at the highest ETR.

Similar research has been published in the UK. Mail Online (2013) reports
that “almost one in four of Britain’s biggest companies paid no corporation
tax in 2012”. The analysis contains data of companies traded in FTSE 100
stock-index and it shows that there is also a significant number of companies
that utilize the advantages provided by government in the form of tax credits,
while paying no corporate taxes in the UK.

A few studies were published for the Czech Republic as well. Janickova

(2013) reports the declining trend of the effective tax burden for Moravian-
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Silesian region that corresponds to trends occurring in Europe. The paper
compares the effective tax burden obtained on the basis of backward-looking
micro approach with the results of other two measurements. It considers firstly
the backward-looking macro approach and secondly the corporate tax quota—a

share of corporate tax paid on GDP of Czech republic.

4.3 Data

For our research, we chose the list of companies registered in the PX stock-index
that offers a portfolio of 13 listed companies (see the Table 4.2 below). They
are publicly traded and, therefore, often well-known in the Czech Republic.
Another reason why we picked up this sample is that the companies are in
varying areas of industry. Among them, we may find industrial sectors which
were severely harmed during the economic crises. We are going to determine
how does this influence their real tax burden.

Six of the performed companies are located in other countries within Eu-
rope, evidently, such companies do not correspond to the Czech legislation.
Nevertheless, these companies operate on the Czech market through a number
of subsidiaries, which are a subject for Czech tax law. Therefore, we include the
appropriate subsidiary into our research, instead of the parent company (for de-
tailed structure see the Appendix A). With the help of MagnusWeb database
operated by Cekia web, we captured the financial reports and collected the
data from last four years—thus, 2009-2012. The financial reports are primarily
based on the IFRS accounting method, which differs from Czech accounting
standards. Standardly, the IRFS requires that a public traded company has to
report consolidated financial statements. Mladek (2009)[p.238-239] describes
the consolidation as follows. “Consolidation involves summing all the asset,
liabilities, income and expense of the parent and its subsidiaries, eliminating
inter-company profits and creating a financial report as if no individual entities
existed.” It is necessary to admit that for several companies 2012 data were
not available, therefore, we were forced to work with data from the year 2008
till 2011.1

Regarding the limited number of observed companies, we deal also with
companies generating a loss for more than two years, which were usually taken

out of the research. In our portfolio, we have two companies providing banking

IThis exception concerns VIG, ORCO, PEGAS NONWOVENS, FORTUNA, and AAA
Auto. CETYV provides data only in 2011 and 2012.
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Table 4.2: PX index companies

Name Branch
CEZ Energetics
KOMERCNI BANKA Banking
TELEFONICA 02 C.R. Telecommunication
OKK KOKSOVNY Mining industry
UNIPETROL Chemical, pharmaceutical, rubber industry
VIG Insurance industry
CETV Media and entertainment industry
PHILIP MORRIS CR Beverages and tobacco industry
PEGAS NONWOVENS Textile, leather industry
ORCO Real estate business
CESKA SPORITELNA Banking
AAA AUTO Car industry
FORTUNA Media and entertainment industry

Source: Author’s computations using Official Prague Stock Exchange website (2013) avail-

able from http://www.bcpp.cz/ .

services and one insurance company. Generally speaking, financial companies
may be taxed at the lower statutory tax rate, however, in our case they are
taxed at the standard corporate tax rate (for detailed specification which com-
panies can obtain the status of being taxed at lower tax rate see Ceské téetni
standardy 2013 (2013)).

4.4 Methodology

To minimize the effect of one-time anomalies, we average the outcomes of the
ETR obtained in last four years (Bloomberg Businessweek 2009). This research
will coincide to existing literature in applying the backward-looking approach
using microeconomic data. Szarowska (2011) points out that this approach
may not be accurate when we want to examine the impact of tax policy on
tax incentives. On the other hand, it enables to measure the real effective tax
burden according to the size or sector. Nicodéme (2007) shows summarization
of the most common methods in order to assess the effective tax burden. Ac-
cording to Siroky et al. (2012), that follows Nicodéme (2007), we are going to
apply two different methods how to compute the ETR. In the framework of
using micro approach, the ETR is always a ratio between income tax denoted
by t and the tax base.
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(a) Initially, we compute the tax base as a total profit before tax paid (TPBT),
in other words, the summary of earnings before tax (EBT') and differ-
ence of extraordinary items (extraordinary income FT and extraordinary

charges EC):

13
ETR, = . 4.1
Ha EBT + EI - EC (41)

This method is expected to be the most advantageous in case we want to

compare the ETR with statutory tax rates.

(b) Secondly, we compute the tax base as gross operating profit (GOP),
thus, the difference between total operating revenues and cost of good

sold reduced of other operating charges and taxes and private expenses:

t

(4.2)

4.5 Results

This part of the empirical research is focused on the comments to our mea-
surements. We aim at acquiring the corporate effective tax rates according to
backward-looking micro approach for all 13 companies included in PX stock-
index. It is essential to mention that six companies reported their income taxes
as a positive value during particular years—in other words, in a form of tax
credit. This status would cause a bias in our outcomes. For this reason, we
took the problematic years out of the research. As already discussed above, in
the two following subsections we report the average outcomes obtained in four
consecutive years. In the third subsection, we aim at obtaining the outcomes
for particular years.

Concerning corporations, the Czech law does not permit to pay out the
tax credit. However, the state may provide tax allowances in the form of
tax holidays or other tax incentives. The positive value of income tax paid
on the balance sheet shows the accounting value, which can be carried onto
the following years. The Czech law coincides to other European countries in

carrying the loss up to five years.

4.5.1 The ETR based on total profit before taxes paid

Initially, we present the outcomes based on the methodology, where the tax

base is computed as a total profit (or possible loss) before taxes are paid (i.e.
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profit on ordinary activities + extraordinary income - extraordinary charges).
As we can see on the Table 4.3 below, the outcomes vary across the companies,

as well as across the sectors.

Table 4.3: Effective tax rates - total profit before taxes paid

Name ETR (TPBT) Min Max St. deviation
CEZ 20,73%  20,00%  21,56%  0,006641747
KOMERCNI BANKA 16,46% 15,17%  18,12%  0,010780266
TELEFONICA 02 C.R. 18,44%  13,23%  21,58%  0,031386838
OKK KOKSOVNY 437%  000% 13,10%  0,061772928
UNIPETROL 21,00% 21,00%  21,00% 0
VIG 15,54% 0,00%  21,51%  0,089882579
CETV 219%  -2,19%  -2,19% 0
PHILIP MORRIS CR 20,15% 19,66%  21,24%  0,006413292
PEGAS NONWOVENS 12,35% 8,53%  19,90%  0,053371552
ORCO 38,34% -27,04% 103,72%  0,653813678
CESKA SPORITELNA 2028% 17.81%  22,15%  0,015777618
AAA AUTO 30,02% 19,81%  39,97%  0,094743032
FORTUNA 6,36% 0,90%  16,63%  0,072661188

Source: Author’s computations.

None of the companies pays exactly 19% tax. This may be explained in
following manner, the accounting profit that we consider in our computations
is not identical to a taxable profit, that creates the tax base. In fact, five
companies pay on average more than 19%. The rest of the companies pays
standardly a lower rate than the statutory level is. The high tax company is
ORCO with the effective rate 38,34%. ORCO shows significantly higher stan-
dard deviation, this has been caused by big jump from the year 2008 to 20009.
This large ETR may be explained by deferring and carrying the tax liabil-
ity onto following years. In the time when the deferred tax became payable,
the real estate business experienced negative demand shock corresponding to
a world economic crisis (during the period 2008-2009) and after a moderate
recover, the business plunged into next recession.

The lowest effective tax rate shows the company CETV. However, this
outcome is obtained only from the year 2011. The data available from other
years reported positive income taxes, which did not meet our criteria and they
were taken out of the research. Therefore, we could not ensure the objective
average and the outcome might be misleading. The mean value of all companies

taking a part in this research is 17,07%, which is almost two percentage points



4. Empirical research 28

below the statutory corporate tax rate. As we can see on the Table 4.3, two
companies (OKK KOKSOVNY and VIG) paid at least in one year the tax rate
equal to zero and another company (FURTUNA) was very close to zero with
0,90%.

4.5.2 The ETR based on gross operating profit

Table 4.4: Effective tax rates - gross operating profit

Name ETR (GOP) Min Max St. deviation
CEZ 20,51%  20,14%  21,54%  0,00593484
TELEFONICA 02 C.R. 24,35% 1578%  40,85%  0,100271829
OKK KOKSOVNY a.s. -1,06%  -3,15% 0,00% 0,01484096
UNIPETROL 19,59%  19,59%  19,88% 0
VIG 10,67% 0,00%  17,55%  0,064918953
CETV 0,90% 0,90% 0,90% 0
PHILIP MORRIS CR 21,27%  20,50% 22,83%  0,009413422
PEGAS NONWOVENS -45,58% -57,04% -37,13%  0,084001883
ORCO PRAGUE 15%  -1.27%  -1,03%  0,001195971
AAA AUTO 4,35% -45,73%  91,87%  0,524765161

Source: Author’s computations.

In the following paragraph, we are going to summarize the outcomes based
on the method using gross operating profit as a tax base. Unfortunately,
in this survey we excluded three companies (KOMERCNi BANKA, CESKA
SPORITELNA and FORTUNA) because of the accessibility of required data.

The obtained average values differ from -45,58% by PEGAS NONWOVENS
to 24,35% by TELEFONICA O2 C.R. Similarly, the outcomes differ across
the years by individual companies as we can see when we look at standard
deviations. The mean value is 5,38%. By PEGAS NONWOVENS, the ETR is
negative because of higher cost of good sold in comparison to total revenues.
By OKK KOKSOVNY the negative value has occurred only in 2010 and in
the following years 2011 and 2012 the tax reached zero. In ORCO case, the
negative value is caused by disproportionately high private expenses.

According to Szarowska (2011), the usage of gross operating profit in de-
nominator counted profit before being net of depreciation. This is essential
in case we want to acquire a tax base, which does not vary too much under

different tax legislation. It enables unbiased and reasonable comparison of dif-
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ferent countries. In the next paragraph, we look at the companies from the

perspective of consecutive time periods in our case years 2008-2011.

4.5.3 Development of the ETR in 2008-2011

Unfortunately, the year 2012 does not include all PX index companies, because
few of them do still not provide the 2012 data.? Therefore, we decided to
interpret the values obtained just for individual years 2008 - 2011. Figure 4.1
shows the evolving of the ETR computed according to backward-looking micro
approach for PX stock-index companies.

The results in the Figure 4.1 show that the ETR based on TPBT have
increased in the period 2008-2010. Conversely, in 2011, we can see a slight
decrease. Unlike these results, we observe the rapid decline by the ETR based
on GOP which reached the top level in 2008 with the value 32,98% and the
bottom in 2011 with negative value -1,17%.

Figure 4.1: ETR? (micro approach) 2008 - 2011

35,00%
30,00%
25,00%
I ETR (TPET)
20,00%
ETR (GOP)
15,00% MEDIAN (TPET)
MEDIAN (GOP)
10,00%
ssssas STR

5,00%

0,00%
2008 2009 2010 2011

-5,00%

Source: Author’s computations using pattern? in Janickovd (2013, p. 86).

2for detailed structure see the Appendix A

SETR (TPBT) - effective tax rate based on the method using total profits before taxes;
ETR (GOP) - effective tax rate based on the method using gross operating profits; MEDIAN
(TPBT) - median based on the method using total profits before taxes; MEDIAN (GOP) -
based on the method using gross operating profits; STR - statutory tax rate

4Janickova (2013) shows almost an identical research aimed at companies located in
Moravian-Silesian region, that uses the backward-looking micro approach which has been
applied also in our empirical part in order to obtain the ETR values.
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The objective of this paragraph was to examine, if the companies follow the
European trend in decreasing the effective tax burden. When we look at the
ETR based on GOP, the values have progressively decreased. Nevertheless, in
case of the E'TR based on TPBT we observe rather an opposite trend. With the
help of statistical one-way ANOVA test, we test, whether there is a significant
difference, in our case significant decrease in the values obtained during 2008-
2011. We define the null hypothesis in the way that the mean values obtained
for different years are equal. The alternative hypothesis is that at least one

year is different from the others.

Table 4.5: ANOVA - ETR (TPBT)

Source of Variation SS df MS F  P-value F crit
Between Groups 0,0253 3 0,0084 11,1432 0,3444 2,8588
Within Groups 0,2731 37 0,0074

Total 0,2984 40

Source: Author’s computations.

Table 4.6: ANOVA - ETR (GOP)

Source of Variation SS df MS F  P-value F crit
Between Groups 0,50997 3 0,1999 0,8630 0,47 29752
Within Groups 6,0161 26 0,2314

Total 6,6158 29

Source: Author’s computations.

The p-value for the ETR based on TPBT is 0,34 (see the Table 4.5). There-
fore, we cannot reject the hypothesis at the 5% significance level nor at the 10%
significance level. Similarly, we derive the p-value for the ETR based on GOP,
which approaches the value 0,47 (see the Table 4.6). That is even higher than
in case of the ETR based on TPBT. That implies the same result, we cannot
reject the hypothesis at the 5% significance level nor at the 10% significance
level.

This is mainly due to the limited number of observations and another reason
for this may be that, unlike the macro approach, the micro approach is very

sensitive to the fluctuations of an economic cycle and markedly absorbs them.



4. Empirical research 31

The observed period in our research mingles with the time of the world eco-
nomic crises. This recession touched almost all industrial sectors. Therefore,
the obtained outcomes reflect the development of the economic growth and
might cause a bias to our calculations. In the beginning of 2008, we observed
the first signs of incoming crisis. In 2009, the Czech economy as well as whole
European has been still fully in recession. In 2010, the economic activity expe-
rienced a slight recovery. However, in 2011 the economy plunged into another
attenuation.

Other important indicators are the medians, which were obtained for the
individual companies. While the effective tax burden based on GOP for in-
dividual years was declining throughout the observed time, the GOP median
shows a slight increase in the period 2008-2009, which is also not consistent
with decreasing trend. Fundamentally, an interesting thing about the graph is
that the TPBT median is almost all the time above the average ETR levels
based on TPBT.



Chapter 5
Conclusion

Within the theoretical framework of this thesis, we try to point out about the
complexity of current corporate taxation in Europe accompanied by associated
costs. We summarize the fundamental problems related to corporate taxation
and, ultimately, agree on the necessity of adopting new reforms on the multi-
national level. We outline the important distinction between statutory and
effective tax rates and present different forms of the effective corporate tax
rates obtained through different methods of calculation.

In the empirical part, we aim at the situation in the Czech Republic. Two
hypotheses arise as a main objective of our research. Whether the effective
corporate tax rates are below the statutory tax level and whether the effective
corporate tax rates follow the European decreasing trend. For our compu-
tations, we collected the data of all listed companies in PX stock-index and
we applied two different methods. The companies are publicly traded and,
therefore, often well-known. In addition, this sample contains companies oper-
ating in varying areas of industry. Among them, we may find industrial sectors
which were severely harmed during the economic crises. Due to an interest
of the real tax burden of Czech companies, we chose the methods based on
backward-looking micro approach.

And it turns out, that companies doing business within sectors in extensive
decline have shown higher effective tax rates. Moreover, the results indicate
that the companies pay on average from zero to almost double value of the
statutory level. The mean value of all companies taking a part in this research
is 17,07%, which is almost two percentage points below the statutory corporate
tax rate. On the other hand, we did not find significant evidence that the

effective corporate tax rates have declined recently. The results show that the
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effective tax rates have increased in the period 2008-2010. Conversely, in 2011,
we observe a slight decrease.

As a possible extension of this paper, we would suggest to extend the num-
ber of observed companies in order to ensure more objective outcomes. The re-
sults obtained through backward-looking method using micro approach might
be compared to computations using a macro approach, which uses the data
collected from aggregate accounts on macronomic level in the Czech Republic.
This approach better analyzes selected parts of tax legislation and also com-
prises different types of financing. It would be beneficial to find out, whether
the different sources of financing have an impact on effective tax rates and if

so, to what extent they differ.
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Appendix A

The structure of Czech subsidiaries

Table A.1: The structure of Czech PX index subsidiaries

Subsidiary Parent company Country
OKK KOKSOVNY New World Resources Plc UK
VIG Vienna Insurance Group Austria
PEGAS NONWOVENS Pegas Nonwovens S.A. Luxembourg
ORCO Orco Property Group S.A. Luxembourg
CESKA SPORITELNA Erste Group Bank AG Austria
AAA AUTO AAA Auto Group N.V. Netherlands

Source: Author’s computations using Official Prague Stock Exchange website (2013) avail-
able from http://www.bcpp.cz/ .
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