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Abstract:
uniquely characterized by the so-called shielding al-

The Norwegian dividend tax regime is

lowance, which implies that the shareholders are entitled
to receive a nearly risk-free yield of the investment
without tax, unlike the rest of the dividend. This article
attempts to evaluate the arguments behind these rules.
These arguments are embedded in economic theory on
neutrality; in particular, the issue is to what extent
the dividend tax increases the financial costs of a
company. The Norwegian and international debates
among economists show that the central issue today is
to what extent the company’s financial cost is decided
on international or domestic financial markets. In the
former case, the Norwegian dividend tax does not
affect the company’s financial cost. Arguments against
the shielding allowance regime are also evaluated. The
article ends with a brief discussion of a recent proposal
to extend the shielding allowance regime to all types of
capital income or to some of them.

Keywords: Dividend Tax; Shielding Allowance; Finan-
cial Costs of Companies; Nordic Comparison

1 Introduction

The relationship between the taxation of the company
and the taxation of its shareholders is a core issue in tax
policy and, at the same time, a difficult one. The main
pattern is that the company is taxed currently for its
income, whereas shareholders are taxed for dividends
when they are distributed. However, how this is done
varies considerably, historically and in a comparative
perspective. All kinds of solutions appear, from taxing
both the company and the dividends without any special
rules—often referred to as the “classical system”—to
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full integration of the taxation of companies and share-
holders; in other words, from full economic double tax-
ation to single taxation of distributed company profits.
Most systems today seem to be somewhere in between
these two extremes. If integration is wanted, taxation
can be reduced at the company or the shareholder
level. It is most common to reduce the taxation of
the shareholder, not least because by a reduction of
the taxation of the company, such as a deduction for
distributed dividends, it would be difficult to carry out
a corresponding taxation of non-resident shareholders.

Searching for the rationale behind such integration
rules leads to a more fundamental question: why tax
companies at all? The answer to this question may have
an impact on the relationship between the taxation of
the company (provided it is taxed) and its shareholders.
Historically, it has sometimes been assumed that there
are certain benefits connected with doing business in the
form of a company (the company as a juridical person,
the benefits of shareholders’ limited responsibility for
the company’s debt) and that these benefits could be a
basis for taxing companies as such, leading to economic
double taxation.

However, this so-called benefit principle is not in
high-esteem these days because there is normally no
clear relationship between the assumed benefits and the
income of a company. Instead, modern economic theory
assumes that the company tax in the end is born by
individuals. So why not tax the shareholders instead of
the company? This could be done in at least two ways.
Firstly, the shareholders could be taxed currently, as is
the general rule for partnerships and under controlled
foreign company rules (CFC rules). Such rules can be
carried out in practice where there are only a few
shareholders, but this would be much more difficult with
many shareholders and in particular when the shares
are traded a lot (typically on a stock exchange). It
would also be difficult to tax nonresident shareholders
currently. Secondly, company income could be taxed
on the shareholder level at the time of distribution
of dividends. This method, however, would provide
the taxpayers with the option to postpone taxation of
company income as long as they can and wish, and it
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would create lock-in effects. It would also raise transfer
pricing and related issues (shareholders could benefit
from the company in other forms than through divi-
dends). Taxing foreign shareholders would be difficult
for both legal (tax treaties) and practical reasons (NOU
2014).1 From this perspective, the company tax can be
regarded as a pre-payment of the shareholders’ taxes.
In addition, there is the question of the incidence of
company tax. The reasoning above assumes that the
company tax is in the end borne by the shareholders.
However, that may not be so, wholly or partly. A
generally accepted view is that a company tax is not
born by the company’s shareholders alone but wholly or
partly by others, notably the employees of the company
(through lower salaries) or customers (through higher
prices, if possible).?

The focus of this article is how the relationship
between company and shareholder taxation is dealt with
in current Norwegian tax law compared to rules in other
Nordic countries. It turns out that the Norwegian rules
differ from those in other Nordic countries not only in
their practical design but also in the basic considerations
on which they are based. Therefore, the article attempts
to provide a critical analysis of these considerations as
a basis for legal policy discussions. The ambition is not
to make conclusions concerning the Norwegian rules nor
to discuss alternatives.

The next section provides an overview of the com-
pany /dividend taxation in Nordic countries. Thereafter,
Norwegian rules on the shielding allowance and its
rationale are presented and investigated to answer the
question asked in the article’s title and provide a basis
for legal policy discussions.

This article discusses situations where the share-
holder is an individual. For company shareholders other
considerations apply; this is briefly explained in section
2.5.1 below.

2 Company dividend taxation in
the nordic countries
Sweden has a classical system. The company tax rate is

20,6 percent (from 2021). The tax rate for dividends is
proportional at 30 percent. For non-listed shares, only

1 See for instance NOU 2014: 13 p. 58.
2 See for instance NOU 2014: 13 p. 57. See also section 3.5.4
below.
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5/6 of the dividend is taxable, which implies a tax rate
of 25 percent.

This implies that the total of the company and
the dividend tax amounts to 44.98 percent (41.05
percent in the case of non-listed companies). This is
considerably lower than the top marginal tax rate for
earned income, and therefore an additional set of rules
apply in order to prevent income shifting from earned
income to capital income. These rules apply when the
shareholder (or a relative) is active in the company to
a considerable extent. If this is the case, dividends and
share capital gains exceeding certain limits and below
certain maximum amounts are taxed as earned income.

Denmark also has a classical system but with
progressive taxation of dividends in two brackets. The
company tax rate is 22 percent. The dividend tax rate
is 27 percent on a yearly dividend income of 58,900
DKK (2023) and 42 percent above that. The idea is
that the lower rate—presumably applicable to portfolio
investments—together with the company tax, is generally
at the level of capital income tax rates and that the
higher rate together with the company tax is at the level
of the highest marginal tax rates on earned income.

In Finland, the company tax rate is 20 percent. The
dividend taxation is different for listed and non-listed
shares. On listed shares, 85 percent of the dividend is
taxable as capital income, whereas 15 percent is tax-
free. The tax rate is 30 percent up to € 30,000 and 34
percent above that.

On unlisted shares, the rules are rather complicated.
First, it must be decided whether the dividend is above
or under eight percent of the mathematical value of
the shares. If the dividends are under eight percent
of the mathematical values, then there is a difference
depending on whether the dividend is under or above
150,000 euro. If the dividend is under that amount,
then 25 percent of the dividend is taxable as capital
income (where the tax rates are the same as for capital
income on listed shares). The remaining 75 percent is
tax-free. The 150,000 euro limit applies to all dividends
from unlisted shares that a taxpayer receives on different
unlisted shares in the same year. When the dividend
amount exceeds 150,000 euros, then 85 percent of the
dividend is taxable capital income, whereas 15 percent
is tax-free, parallel to what applies to dividends from
listed shares.

If the dividend is higher than eight percent of
the mathematical value, the same rules as described
above apply to the dividend up to eight percent of the
mathematical value. For dividend amounts exceeding
the eight percent limit, 75 percent is regarded as earned
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income and taxed according to progressive tax rates.
The remaining 25 percent is tax-free.

The pattern that emerges is that dividends are
taxable as capital income, but some of them are tax-free
(the higher the dividend amount). For high dividends,
75 percent is regarded as earned income to prevent
income shifting.

Iceland also has a classical system. The company
tax rate is 22 percent, and the tax on dividends is also
22 percent, above a rather moderate tax-free amount
(ISK 300,000; for families, ISK 600,000). The combined
effect of the company and dividend tax is a tax rate at
approximately the same level as the top marginal tax
rate for earned income.

In Norway, the company tax rate is 22 percent
(2024). As of 2006. dividends are taxable income for
(individual) shareholders. The tax rate (2024) is 37.84
percent. However, the shareholders are entitled to a so-
called shielding allowance.® This allowance is calculated
as an almost risk-free yield of the taxpayer’s cost price
of shares (plus unutilized allowance, as explained below
in section 3.3).

It is important to underline that the Norwegian
system differs in principle from the Danish even if
they both operate with two tax rates for dividends—
Denmark 27 and 42 percent, Norway zero and 37.84
percent. The Danish system is a traditional progressive
tax rate system where the tax rate depends on the
aggregate amount of an individual’s dividend income
in a certain year. The Norwegian system, by contrast,
refers to the income from every share regardless of
the total amount of the individual’s dividend or other
income, and it depends on whether and to what extent
the dividend from the share in question exceeds the
shielding allowance.

Further, the Norwegian system differs from the
systems in Sweden and Finland. In Sweden, no share
income is tax-free, but complicated rules apply to
draw the borderline between capital income and earned
income; in addition, a somewhat lower tax rate applies
for capital income from unlisted shares. In Finland, as
in Norway, parts of the dividend are tax-free but in very
different ways. In Finland, a certain percentage of the
dividend (varying with the circumstances) is tax-free. In
Norway, the tax-free amount—the shielding allowance—is
calculated as part of the yield of each investment.

3 This allowance is called skjerming or skjermingsfradrag in
Norwegian. The rules are found mainly in the General Tax Act
(hereinafter GTA) of 26 March 1999 no. 14 sec. 10-12.
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On this basis, it is concluded that the Norwegian
rules on dividend taxation differ significantly from the
rules in the other Nordic countries. In addition, the
Norwegian system seems to be unique also in a broader
international comparison. This asks for a more detailed
explanation of the system, how it works, and not least
its rationale. This is the focus of section 3.

It is worth noting that this overview shows that the
rules for taxing dividend distributions in the Nordics
are deeply influenced by the so-called Nordic Dual
Tax System, which is characterized by rather low and
proportional tax rates on capital income and progressive
tax rates on earned income. This system provides a
possibility for shifting earned income to capital income
by distributing dividends instead of paying (higher)
salaries. The taxation of dividends may be used as an
instrument to counter such income shifting, as will be
illustrated in the description of the Norwegian rules in
the following.

3 The shielding allowance rules in
Norway

3.1 The dividend taxation rules until 1991

The current Norwegian rules went into effect in 2006. A
brief historical approach is appropriate to understand
their rationale and function.

Before the tax reform in 1991-which introduced the
Nordic Dual Tax System in Norway—the rules on the
taxation of companies and dividends were somewhat
complicated, with different rules for municipal taxation
and state taxation. Under municipal taxation, old rules
from 1911 had been retained, according to which the
company was taxed on its profits, and the dividend
was tax-free in the hands of the shareholders. For state
taxation purposes, however, dividends were taxable
to the shareholders. The company was entitled to a
deduction for the distributed income, but this was
restricted to the company’s net income in that year.*
The state taxation rules were a single taxation system
of distributed company profits for dividends distributed
the same year, but they had elements of economic
double taxation for other dividends.

4 This rule was the result of a rather long development; see
Zimmer in Skatterett 2022 pp. 124 on pp. 150-152.
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3.2 The tax reform of 1991

The tax reform of 1991-in force from 1992-was first
and foremost a company and capital tax reform. The
company tax rate was reduced to 28 percent (down from
ca. 50 percent) combined with a considerable widening
of the tax base. Neutrality in capital taxation was
considered important, and this resulted in a propor-
tional and rather low tax rate (by the standards of
that time) for capital income of 28 percent. However,
the tax rates for earned income were still progressive,
with a top marginal tax rate slightly below 50 percent.
This tax rate structure followed the Nordic Dual Tax
System. Neutrality in the taxation of capital income was
considered to require single taxation of company profits.
For this purpose, an imputation system was introduced.
On certain conditions, shareholders were entitled to full
imputation, and considering that the tax rate was the
same for company profits and for dividend income—28
percent—the practical result was to make dividends tax-
free in the hands of the shareholders.?

Such rules would make it extremely profitable to
distribute dividends instead of paying (higher) salaries
to employees who were also shareholders. To counter
such tax planning, a complicated so-called division
model was introduced (not only for companies but
also for sole proprietorships). This model applied if
at least 2/3 of the shareholders were active in the
company. The company income was divided into a
personal income part (assumed to reflect the value of
work) and a capital income part. The personal income
part was allocated to the active shareholders/employees
according to their shareholding. Personal income was
taxed according to the same progressive taxes as earned
income, regardless of any distribution of dividends. This
system was internationally unique at that time and not
likely to have been copied later.6

5 A parallel system was established for share capital gains: when
computing capital gains on shares, the individual share’s part of
the retained profits of the company was added to the cost price
of the share. For simplicity, capital gains are not focused upon
in this article.

6 It differs from the rules in Finland and Sweden (see section
2 above), according to which the high dividends under certain
conditions shall be taxed at the tax rates for earned income, in
that the Norwegian rules applied regardless of any distribution
of income and in that the rules on splitting the company income
into capital and earned income differed considerably.
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3.3 The tax reform of 2004-2006

After approximately ten years, this system broke down.
There were mainly two reasons for this. Firstly, as
expected in 1991, the division rules became the object
of widespread tax planning and—most importantly—
lobbying. The rules were liberalized (to make life easier
for “family companies”), and the result was that it

7 Therefore,

became rather easy to get around them.
income that should have been taxed progressively as
earned income under the division model was considered
capital income. Secondly, the development of EU/EEA
tax law implied that the imputation rules (making
distributed dividends in practice tax-free) could not be
upheld. The reason was that the imputation credit was
granted only to dividend distributions from companies
resident for tax purposes in Norway to shareholders
resident for tax purposes in Norway. Thus, they did not
apply to cross-border dividends (both ways). Further, it
was considered too complicated to extend the imputa-
tion rules to cross-border dividends.

Consequently, the imputation rules for dividends
(and the parallel rules for share capital gains) had to be
abolished, and the division model had to be reformed or
replaced by something else to prevent income shifting.

This cleared the way for the introduction of the so-
called shareholder model® (in force from 2006) which is
still in force. This model contains two sets of rules—the
reintroduction of the dividend tax and the introduction
of the shielding allowance.

Firstly, the (re)introduction of the dividend tax
would solve the income-shifting problem that the di-
vision model was intended to take care of.? The sum
of 28 percent company tax and 28 percent dividend tax
(on the remaining 78 percent of the company profits)
amounted to a combined tax of 48.16 percent, which was
close to the level of the top marginal tax rate of earned

7 However, the rules were made stricter for groups of taxpayers
that were considered to be in a special position to exploit the
rules, such as lawyers, accountants, and doctors.

8 This rather uninformative term was chosen obviously because
other models discussed by the committee (in NOU 2003: 9) were
based on changing the tax rules at the company level.

9 At this time, the company tax was exclusively a state tax.
The introduction of the dividend taxation also meant that the
rules were applicable regardless of whether the shareholders were
active in the company or not. Therefore, while the personal
income computed as a part of the division model (of 1991) was
a proxy for earned income, that is — of course — not the case for
dividend income under the 2004 reform.
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income (exclusive of employers’ social security contri-
bution). Thus, income shifting from earned income to
capital income would not save much tax.

Even if this part of the reform implied that Norway
went from single to economic double taxation of dis-
tributed company income (with some modification, see
below), this fundamental change in approach was not
focused upon in the preparatory works. The focus there
was almost exclusively on the need to replace the divi-
sion model with new rules to fight income shifting more
efficiently.'® This is remarkable since the obligation for
individual shareholders to pay taxes on dividends was
made general, regardless of whether income shifting was
a practical possibility. The duty to pay dividend tax
was introduced also for listed shares and on parts in
investment funds even if income shifting is virtually out
of the question in such cases. This implies that the
introduction of the dividend tax had wider functions
than to counter income-shifting. Furthermore, these new
rules reintroduced the difference in taxation between
dividends and interest. Even if the shielding allowance
reduced this difference somewhat compared with a full
classical system, it would still be profitable to provide
loans instead of more equity to the company. Therefore,
to counter tax planning, a rule was introduced that
stated that interest on loans from individuals (whether
shareholders or not) to a company shall be taxed almost
as dividends (economic double taxation with a shielding
allowance).!!

Secondly, the introduction of the so-called shielding
allowance was based on neutrality considerations. Be-
fore discussing neutrality, it is necessary to provide a
short outline of the rules of the shielding allowance.

3.4 The shielding allowance

The shielding allowance is supposed to reflect an ap-
proximate, risk-free yield of the shareholder’s invest-
ment in the shares. The allowance is calculated on
each share in a company, even if the taxpayer owns
more shares in the same company (the significance of

10 See for instance St. meld, nr. 29 (2003-2004), p. 79. The text
starts out by outlining the income shifting problem and later
argues that a dividend tax will build a bridge between the tax-
ation of individuals and companies, and, therefore, the division
model could be repealed. In Norwegian: “Pa den maten vil en
utbytteskatt bygge bro mellom person- og selskapsbeskatningen,
og delingsmodellen kan avvikles for aksjeselskaper”.

11 GTA sec. 5-22. The rule was first proposed in NOU 2003: 9
p. 216 and 220.
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this is explained below). The allowance amounts to
a so-called shielding allowance basis multiplied with
an approximately risk-free interest rate. As a point of
departure, the shielding allowance basis is the taxpayer’s
cost price on each share. Thus, a taxpayer who owns two
or more shares in the same company may have different
cost prices on the shares and, by implication, a different
shielding allowance basis for each share. Since the rules
are not perfectly symmetrical (see below), the shielding
interest rate is slightly above the risk-free rate.

The shielding allowance is deducted from the
dividend before calculating the tax.'? If the dividend
amount is lower than the shielding allowance, the so-
called unutilized shielding allowance can be carried
forward to be deducted in future dividends on the same
share or in capital gains on the sale of that share a later
year.

In addition, the unutilized allowance can be added
to the cost price of the share. This means, firstly, that
the shielding allowance basis increases, which implies
that the discounted value of the shielding allowance
remains the same even if it has effect only a later year.
Secondly, adding an unutilized shielding allowance to
the cost price of the share means a reduction in the
taxable capital gain on the sale of the share. However,
to mitigate tax avoidance, there is one important ex-
ception: when a share is sold, the unutilized shielding
allowance can only bring a taxable capital gain down
to zero, as it cannot increase or establish a loss. This
means that for the unutilized shielding allowance to be
fully deductible, the taxable capital gain on the sale
of the share must amount to at least the same sum as
the unutilized shielding allowance on that share. If the
capital gain is lower, then only parts of the unutilized
shielding allowance will be effective. If the share is sold
with a loss, the total unutilized shielding allowance loses
its value without being utilized.

12 The tax rate for share dividends (and share capital gains)
is formally 22 percent, as for capital income generally. However,
in reality, the tax rate for share income is 37.84 percent (2024).
This follows from a rule which requires that the amount of the
share income shall be increased by a factor of 1,72 before the
tax is calculated (with the 22 percent tax rate) — (100 x 1.72) x
0.22 = 37.84. The reason for most of this higher tax rate is the
reduction of the company tax rate from 28 to 22 per cent over the
years 2014—2019. The idea behind most of this increase is that
the sum of the company tax and the dividend tax should remain
unchanged even if the company tax rate were reduced. This was
thought to be necessary to counter income shifting. However,
the increase beyond this in 2022 and 2023 was no parallel to
a lowering of the company tax rate and was purely politically
motivated.



100 —— Frederik Zimmer

Furthermore, an unutilized shielding allowance can-
not be transferred to another share that the taxpayer
owns, not even to shares in the same company. The
reason for this strict rule is the danger that without
such a rule, many “year-end transactions” would emerge
for tax planning reasons. The right to the shielding
allowance is allocated (for practical reasons) to the indi-
vidual who owns the shares at the end of the year. Not
all taxpayers have the right to a shielding allowance, and
this most notably applies to companies and most non-
resident individuals. Therefore, it would be profitable
tax-wise for companies and non-resident shareholders
to sell their shares to resident individuals right before
the end of the year and buy them back afterwards. Of
course, such transactions can often be countered by the
general anti-avoidance rule. However, this problem was
considered so important that a stricter rule was needed.
This, however, implies a lack of symmetry, which means
that the shareholder cannot be certain that he/she
will enjoy the shielding allowance in full. As already
mentioned, this is compensated with a somewhat higher
shielding interest rate than the risk-free interest rate (in
practice, for many years, by adding 0.5 percent to the
risk-free interest rate).'3

In its pure form, these rules mean that the share-
holder is guaranteed to uphold the economic value of the
allowance. This implies, as economists use to underline,

13 The following example may illustrate the shielding allowance
rules. Assume that the shareholder’s cost price of a share is 1000
and the shielding allowance interest rate is 2 percent. The first
year the shielding allowance is (1000 x 0.02 =) 20. If the company
distributed 30 in dividends on that share this year, 20 is tax-free
because of the allowance, and 10 is taxable as dividend income.
However, if the company distributes only 10 as dividends, then
the whole amount is tax free because the shielding allowance
covers it. In addition, there is an unutilized shielding allowance
of 10. This can be utilized in two ways; firstly, it can be carried
forward and deducted in dividends distributed a later year or
in a capital gain on the sale of the share. Secondly, it can be
added to the shielding allowance basis the following year(s). In
the example, this means that the shielding allowance for the
next year is ((1000 + 10) x 0.02 =) 20,2. Assume instead that
the share is sold in the following year for 1050. This results in
a capital gain of (1050 — 1000 =) 50. However, the unutilized
shielding allowance can be deducted from the gain, resulting in
a taxable capital gain of 40. However, the unutilized shielding
allowance can reduce the capital gain to zero but cannot create
or increase capital loss. Thus, if the share is sold for 1005, the
gain of 5 is reduced to zero, but no loss is created. If the share is
sold for 95, the unutilized shielding allowance cannot be utilized
at all. It cannot be transferred to another share, not even to a
share in the same company owned by the same shareholder.
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that a part of the risk connected to the investment is
transferred from the shareholder to the state. This, in
turn, implies that when a dividend tax with a shielding
allowance is introduced, the investor can increase his
investment in shares (for instance, by moving invest-
ments from bonds to shares), thereby upholding the
same risk profile in his investment portfolio and by
implication the expected profits connected with the
risk profile, as before the dividend tax was introduced.
This also means that the investor’s required rate of
return will not increase as a result of the introduction
(or enhancement) of a dividend tax with a shielding
allowance.!* Furthermore, this means that even a high
dividend tax (with a shielding allowance) will not lead to
less investment in the shares or reduced access to capital
for the company.'® However, this does not apply in full
in the current Norwegian system because an unutilized
allowance cannot be transferred to other shares, as
explained above.

3.5 The rationale of the shielding
allowance!®

3.5.1 Introduction

This brings us to the hard questions, not least for
non-economists, because the rationale for the shielding

14 See NOU 2022: 20 p. 196: “Dersom investoren gker aksjein-
vesteringen, vil bade forventet avkastning og risiko gke, noe som
vil motvirke effekten av skatten, slik at bade forventet avkastning
og ristko blir lik som den var i utgangspunktet, for skatten ble
innfort” (In English, as per the writer’s translation): “If the
investor increases the investment in shares, both the expected
rate of return and the risk will be same as it was before the
dividend tax was introduced.”

15 NOU 2022: 20 p. 196: “Den delen av aksjeinntekten som
bestar av renprofitt, kan beskattes hardt pa aksjonerens hand
uten at det forer til at aksjoneren wvil investere mindre i
aksjen eller at selskapet far mindre tilgang pa kapital” (In
English, as per the writer’s translation): “That part of the share
income, which consists of pure profits can be heavily taxed on
shareholder level without the shareholders wanting to invest less
in the share or that the company’s access to capital is reduced.”
However, a high dividend tax may induce the investor to invest
in other assets than shares.

16 The shielding allowance was introduced by a change to the
GTA, dated 10 December 2004 no. 77, which went into force
from 1 January 2006. The rules were first proposed in NOU
2003: 9 mainly chapters 9 and 10. Other preparatory works are
St. meld. nr. 29 (2003-2004) chapter 8 and Ot. prp nr. 1 (2004-
2005) chapter 5 (the Government’s proposal to the Parliament).
The rules were evaluated in Meld. St. 11 (2010-2011) pp. 69
(chapter 6) and discussed in NOU 2014: 13 pp. 96 (briefly) and
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allowance is deeply embedded in economic theory. The
core of the theory is that the allowance attains various
forms of neutrality effects.

At the outset, it is worth noting again that the
neutrality arguments discussed in the following apply
only where the investor in question is an individual. In
cases where the investor is a company, the participation
exemption rules'” wusually apply. Since there is no
dividend tax in these cases, there are no effects of the
kind that the shielding allowance shall compensate for in
order to establish neutrality. In cases where the partici-
pation exemption does not apply to company investors
a dividend tax is triggered. There is, nevertheless, no
right to a shielding allowance.

3.5.2 Financial and investment neutrality

The economic reasoning starts with realizing that a
tax on dividends increases the financial costs of the
company, which is not intuitively obvious. This is be-
cause a tax on dividends implies that a possible investor
will require a higher dividend than without a dividend
tax (the investor’s so-called required rate of return, in
Norwegian avkastningskrav). If this requirement is not
satisfied, the investor will look for investment in other
assets (loans, real estate). Seen from the company’s
perspective and in an economic view, equity capital has
its own cost for the company in the form of the need to
distribute higher dividends than without a dividend tax
(even if dividends are no cost from a legal or accounting
perspective). The shielding allowance mitigates this

NOU 2022: 22 pp. 196. The majority in the last-mentioned
committee—to which all the economists in the committee
belonged— proposed to keep the shielding allowance rules. The
minority—three of the four lawyers in the committee (including
this writer)—proposed to abolish them. One rather unique
aspect of the share allowance rules is that they probably can
be traced back to the works of one individual, namely Peter
Birch Sgrensen, who is an economics professor at the University
of Copenhagen. He was a member of all the above-mentioned
committees in Norway. His basic text is printed as an appendix
to NOU 2003: 9 at pp. 303. His theory is further developed in
appendixes to NOU 2014: 13 at pp. 334 and NOU 2022: 20 (only
available digitally). It is fair to say that Professor Birch Sgrensen
has greatly impacted the introduction and the sustainability of
the shielding allowance rules.

17 “Fritaksmetoden” in Norwegian. The Norwegian rules are
not really a participation regime because there is generally
no minimum holding requirement (except for investments in
companies outside the EEA). Nevertheless, the ordinary English
expression for such rules is used here.
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effect because it shields parts of the dividends from
the dividend tax. Thus, an increased dividend is not
necessary for investments in new shares to interest an
investor and, therefore, such a dividend tax will not
increase the capital costs of the company. Seen from
the company’s perspective, this means (under certain
conditions) that it is not unfavorable to finance invest-
ments with new equity compared to taking up a loan or
using retained profits from earlier years (often referred
to as “financing neutrality”), because the investment
in new shares will not increase the investor’s required
rate of return. Similarly, seen from the perspective of
the investor, it is not unfavorable to invest in shares
compared to providing a loan to the company (often
referred to as “investment neutrality”).

Of course, certain conditions must be fulfilled for
this neutrality effect to take place. The reasoning here
takes as a point of departure the consideration of an
individual who plans to invest in a company. If the
investment has the form of a loan to the company, the
investor will receive interest income. Interest on the loan
is deductible for the company (as a general rule) and
taxable for the creditor/investor. Investment in shares
leads to income in the form of dividends. Dividends are
taxable to the shareholder and not deductible for the
company. Therefore, without a shielding allowance, the
yield of an investment in shares would be taxed both on
the company and shareholder level. Thus, the taxpayer
has an incentive to provide loans to the company instead
of investing in shares. A shielding allowance will provide
single taxation also for dividend income up to the value
of the allowance (though the taxation takes place on the
company level because the distribution of dividends is
not deductible, whereas taxation of interest takes place
on the investor/creditor level).

However, investors of course often plan for a higher
yield than can be obtained by providing a loan. This
requires investing in equity. Perhaps surprisingly, the
theory implies that it is not necessary to extend the
right to the shielding allowance to this higher yield.
This is because a higher yield is difficult to obtain
by providing loans. Thus, if the investor goes for a
higher yield, providing a loan is not an alternative;
the only alternative is to invest in shares. Therefore,
the investor will have an incentive to invest in shares
even if dividends exceeding the shielding allowance are
taxed heavier than interest. Even after tax on dividends
exceeding the shielding allowance, the income is higher
than after-tax income from loans. The conclusion of
this reasoning is that the shielding allowance does not
need to cover the yield on equity resulting from the
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risk taken by equity investments as compared with
providing loans. A shielding allowance based on the risk-
free yield is sufficient to obtain investment neutrality
and also financing neutrality seen from the company’s
point of view because the dividend tax does not make it
necessary to increase the dividend distribution to obtain

investors in shares.!®

3.5.3 Neutrality in 1991 vs. 2004

These considerations throw some light over the different
reasoning in 1991-when the argument was that all divi-
dends received by individuals should be tax-free in order
to reach single taxation of distributed company profits—
and the argument introduced in 2004 that dividends
should be tax-free only to an amount reflecting the risk-
free yield of the investment. In 1991, the perspective
was that all capital income should be taxed at the
same rate (neutrality in capital taxation). This required
that dividends were tax-free since the same amount had
been taxed on the company level. In 2004, the focus
was, as regards neutrality in capital taxation, on the
significance of the dividend tax for the capital cost of
the company more specifically and that lead to another
result.

This reflects a shift in, and a narrowing down of,
the neutrality concept. The rules of 2004 focus on
the neutrality of financing the company with equity
or loans. The 1991 rules, however, focused on the
neutrality of all capital income, also including income
from investments outside the companies (such as in real

18 The exact level of the shielding allowance (the allowance
rate) is not essential for this reasoning. In theory, the system
aims to be symmetric in the sense that the taxpayer is taxed
for share income above the shielding allowance and benefits
from a deduction to the extent that the shielding allowance
exceeds the share income. The taxpayer should benefit from the
shielding allowance whether the share income is higher or lower
than the shielding allowance. Since the system ideally would
guarantee the taxpayer this benefit and the taxpayer therefore
bears no risk, there is no reason for including a risk element
in the shielding allowance interest rate in addition to the risk-
free rate. Therefore, the shielding allowance rate should reflect a
risk-free interest. As mentioned above, the system is, in practice,
not totally symmetric, and therefore, the rate has been set a
little higher. In NOU 2022: 20 p. 198, a somewhat higher rate
is discussed on a more principled basis, mainly based on the
fact that shareholders may have to borrow money to pay the
dividend tax (if the whole dividend amount are reinvested) and
that the loan interest rate is higher than the risk-free rate.
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estate). For instance, if a dividend tax is introduced or
increased in an investment in shares under a shielding
allowance regime, it may nevertheless be profitable
over providing loans, as explained above. However, the
increased dividend tax—and, by implication, the lower
profits after tax—may induce the investor to invest
in something other than companies, such as directly
in real estate. As for a yield exceeding the shielding
allowance, an investment in shares is taxed both on the
company and the shareholder (investor) level, whereas
a direct investment in real estate is taxed only on the
investor level. Even if also the risk-free yield on a direct
investment in real estate is taxed, the investor may
nevertheless find such an alternative more profitable.!®

In sum, the reintroduction of the tax on dividends
has had the effect of not only bringing back the different
tax treatment of equity and loans,?? but it has also led
to different taxation of dividends and other forms of
capital income more generally.

3.5.4 The significance of international financial
markets

It is generally assumed that the reasoning above con-
cerning the effect of dividend tax does not apply to all

19 This reasoning applies even if the tax rate for dividends and
income from real estate is the same. Under current Norwegian
rules, the big difference between the tax rates (22 percent for
real estate vs. 37.84 percent for dividends) extends this effect
considerably. On the other hand, the reasoning does not apply
if investment in the real estate is sufficiently large to amount to
a business in itself. In that case, the so-called business model
(“foretaksmodellen” in Norwegian) applies, which will lead to
tax effects parallel to the share investment under the shareholder
model.

20 This effect has increased significantly through the increase in
the dividend tax since 2013 (from 28 percent to 37.86 percent),
while at the same time, the capital income tax rate (both within
companies and outside) was reduced from 28 percent to 22
percent.

In NOU 2014: 13 p. 97, it seems to be assumed that the
tax favoring of loan capital over equity would disappear if the
rules on the shielding allowance were wholly symmetric (which
they are not, as explained in section 3.4): “Svakhetene i prak-
tiseringen av skjermingsregelen bidrar til at personbeskatningen
bare delvis motvirker gjeldsfavoriseringen pa selskapets hand.”
(In English, as per the writer’s translation): “The weakness of
the shareholder model implies that the taxation of individuals
only partly mitigates the favoring of loan financing on company
level” However, this view is not convincing because dividends
above even an ideal shielding allowance are taxed harder than
interest.
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financing of companies. Of course, the reasoning does
not apply if the company funds itself with loans or with
its own retained profits. Further, it is commonly agreed
that it does not apply to all equity financing either.
To the extent that the company funds itself in inter-
national capital markets, the cost of capital is decided
in international markets and is therefore not affected
by the dividend tax in a small economy like Norway’s.
Therefore, even if the Norwegian dividend tax increases
the required rate of return for Norwegian investors, this
will not affect the financial costs of the company because
the company will choose to finance itself internationally.
Therefore, in such cases, a shielding allowance is not
needed to counter the companies’ increased capital cost
because the Norwegian dividend tax will not affect this
capital cost. This is also the general view among the

21

supporters of the shielding allowance.”* Of course, if

the dividend tax is not followed by expected increase in
dividend distribution, a Norwegian investor may want
to invest in something other than the shares of the
company. In a well-functioning capital market, however,
the company will nevertheless be able to fund itself
without increasing the capital costs.

An important question is how far-reaching this
insight concerning the funding in international markets
is. It is assumed, also by people who strongly favors
the shielding allowance system, that the effect of this
allowance is very low for listed shares, even if they are
listed on the Norwegian stock exchange, if the value of
the shares is first of all decided on international capital
markets.?2

21 See for instance NOU 2003: 9 p. 190: “For investeringer
som kan finansieres i det internasjonale kapitalmarkedet, er det
lonnsomheten av selve investeringen etter bedriftsbetalt skatt,
men for utbytteskatt, som har betydning for hvorvidt den blir
finansiert eller ikke” (In English, as per the writer’s transla-
tion): “For investments that can be financed in the international
capital market it is the profitability of the investment itself after
company tax but before dividend tax, which is of significance as
for whether it will be financed or not.” See also NOU 2022: 20
p- 205 and the following footnote.

22 See Birch Sgrensen i NOU 2003: 9 p. 304: “virkningen af
kapitalafkastningsfradraget [dvs. skjermingsfradraget] pd norske
borsnoterede selskabers finansieringsomkostning md [...] an-
tages at vaere meget lille, sa lenge kursene pa deres aktier for-
trinsvis er bestemt pd det internationale marked” (In English,
as per the writer’s translation): “The effect of the shielding
allowance on Norwegian listed companies’ financing cost must
be regarded as being very small, as long as the exchange value on
their shares are first and foremost decided on the international
market of shares.”
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The importance of international capital markets
is the basis for a critique of the shielding allowance
model, which has been forwarded by Swedish economists
Lindhe and Sédersten (2012).22 These authors argue
that in a small open economy (like Norway’s), “the
internationally determined rate of return requirement
on large company shares may have a very substantial
impact on the rate of return requirement for small

» 24
company shares”,

where large companies refer to
companies that are internationally traded, and small
companies refer to companies that are domestically
traded. They conclude: “Such a link considerably weak-
ens the effect of the rate of return allowance [i.e.
shielding allowance] also for small domestically owned
companies and even imply a detrimental effect on small
company investment incentives.”

This insight is an argument for exempting shares
in listed companies from the shielding allowance rules,
which would have been a significant advantage from an
administrative point of view. This was considered but
rejected in Meld. St. 11 (2010-2011) p. 82. The basic
consideration was that such an exception would create
uncertainty for the investor because he/she could not be
certain that the shielding allowance would be granted
in the future, especially if the company became listed.
In addition, taxpayers might avoid the restriction by
owning listed shares through non-listed companies.

The theory supporting the shielding allowance has
been updated mainly in light of Lindhe and Soéder-
sten’s critique.2’> NOU 2022: 20 refers to this updated
analysis. A closer discussion of this goes far beyond
the competence of this writer. However, the reasoning
seems to be that the effect of the shielding allowance
will be affected by how well diversified the investor in
a domestically traded company is. The less diversified,
the greater the impact of the shielding allowance on the
required rate of return and, by extension, the capital
cost of the company. This is because the well-diversified
investor may shift investment, for instance, from bonds
to shares and thereby uphold the risk and the expected
rate of return in his portfolio, as explained at the end
of section 3.4 above.

23 See Tobias Lindhe and Jan Sédersten: The Norwegian
shareholder tax reconsidered. In International Tax and Public
Finance (2012) 19.424-441. See also Jan Sodersten: Svensk
dubbelbeskattning i retur. In Skatterett 1995 pp. 3.

24 Lindhe and Soédersten op. cit. p. 440.

25 In the appendix no. 2 to NOU 2014: 13 and digital appendix
no. 1 to NOU 2022: 20.
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The Oxford International Tax Group forwards a
similar argument as that from Lindhe and Sédersten.26
Arguing against the view that international rates of
return has no impact on “purely domestic business, even

one operating in an open economy,” the Group writes:

The issue is whether an individual owning a purely domestic
business makes decisions based on a required rate of return.
.. .] Basic investment theory would suggest that she should.
That is, if she can earn a rate of return of 10% on some other
investment of comparable risk, then she should require the
same rate of return from her own business. If she can only
earn, say, 7% from her own business then she would be
better off investing her money elsewhere. But—as long as
she resides in an open economy — the 10% rate of return
she can earn elsewhere is almost certainly determined by the
equilibrium rate of return in world markets. In this case, her
investment decision would still be determined by the world
rate of return even if her investment is purely domestic.

The group admits, however, that there may be business
owners who do not do such calculations: “Some may
simply prefer to own, and work for, their own business
as long they receive a reasonable income”.?” The Ox-
ford Group seems to mean that tax policy cannot be
based on the attitude of such shareholders. However,
this argument is related to the so-called home bias
phenomenon, which refers to the tendency of investors
to prefer investments in their home country (and not
only their own business), even where an investment
abroad would result in higher income. This tendency
should not be overlooked and gives some support for
rules of the shielding allowance type.

The Oxford Group has taken the argument one step
further by introducing the incidence of company taxes.
The view is that there is no need for relief on the share-
holder level because, while the investor must bear the
dividend tax, shareholders do not ultimately bear the
company tax because of the incidence of that tax.?® A
possible investor may conclude the company tax implies
that the investment will not reach his/her required rate
of return, and he/she will instead invest somewhere else
in the international market. Therefore, this investor is
not worse off because of the company tax. However, the

26 Michael P. Devereux et al.: Taxing Profits in a Global
Economy. A Report from the Oxford International Tax Group,
Oxford 2021, pp. 81.

27 Devereux et al. p. 82.

28 “[...] in a small open economy, the origin-based business
level tax does not fall on the investor; rather, by increasing the
required pre-tax rate of return it must fall on others—such as
customers and workers”, Devereux et al. op. cit. p. 79.
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company tax must borne by someone. It may result
in lower dividends for the existing shareholders, but
they may behave in the same way as the possible new
investors by taking their money out of the company
and investing somewhere else. A further possibility is
that the company tax is shifted to the customers of the
company in the form of higher prices (which is difficult
if the product price is set in a market that the company
cannot control) or by the employees in the form of lower
salaries.?? Also for this way of reasoning, the existence
of an international capital market, where the rate of
return is given, seems to be crucial.

Intuitively, to the extent that the company tax is
ultimately borne by someone other than the sharehold-
ers, there seems to be no reason to introduce a shielding
allowance to mitigate the effects of the dividend tax on
shareholders.

For a long time, the incidence of company taxes has
been a prominent research issue in public finance. This
research has so far not provided clear results, but there
seems to be a widely spread view that company taxes
are, to a significant extent, shifted to the employees
and perhaps the customers.’? The incidence in each
case will depend on elasticity in the labor market, the
strength of labor unions, etc.

29 The functioning of this incidence is explained this way
in NOU 2022: 20 s. 165: “Lavere investeringer som folge av
selskapsskatten, antas normalt a fore til lavere produktivitet
for arbeidskraften. Mindre kapital per arbeidstaker gjor at
verdiskapningen til arbeidskraften blir mindre, og ettersporselen
etter arbeidskraft gar ned. Dette presser reallpnningene nedover.
Pa denne mdten veltes deler av selskapsskatten over pd ar-
betdstakerne, og arbeidstakerne ‘berer’ dermed deler av sel-
skapsskattebyrden” (in English, as per the writer’s translation):
“Lower investments because of the company tax is normally
assumed to lead to lower productivity of the labor force. Less
capital per worker will press the real value of wages down. In
this way parts of the company tax is shifted to the employees
and, therefore, the employees “carry” parts of the company tax
burden.”

30 A summary of research is provided in NOU 2014: 13 p. 322
and NOU 2022: 20 p. 166. Results vary but most of them point
to the incidence on wages of between 50 and 100 per cent of the
company tax. NOU 2014: 13 p. 322 writes (in the perspective
of lowering the company tax rate): “I en gkonomi med perfekt
kapitalmobilitet og fri lonnsdannelse vil virkningen av redusert
selskapsskatt fullt ut tilfalle arbeidstakerne som gkt reallgnn.”
(In English, as per the writer’s translation): “In an economy
with perfect mobility of capital and a free creation of wages the
effect of lower company tax will fully benefit the employee in
the form of increased real wages.”
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Despite the disagreement on how far-reaching the
effect of international capital markets is, it seems clear
that granting a shielding allowance on dividends to in-
ternationally traded shares goes beyond the rationale of
the allowance. In fact, it seems that granting a shielding
allowance also in such cases, brings the effective tax rate
down to a level below what is neutral.?! Investors in
international capital markets get a shielding allowance
even if that is not necessary to mitigate the effect of
the dividend tax on the company’s financing costs. This
seems to imply that tax revenue is unnecessarily lost.

In summary, even if one accepts the theory behind
the shielding allowance in its updated form, the types
of investments for which the shielding allowance is
considered to have the planned effects seem to have
narrowed since the system was introduced in 2004. The
rules seem to benefit the company’s capital cost mainly
for domestic undiversified investors.3? In addition, even
that effect is contested in international economic theory.
Thus, the theoretical support for the shielding allowance
seems weaker today than when it was introduced almost
twenty years ago.

3.6 Holding period neutrality

The issue of so-called holding period neutrality (in
Norwegian: periodiseringsnoytralitet) has its roots back
in the 2006 reform, but its significance has increased
considerably in the later years due to the debate on
personal holding companies—typically a company owned
by an individual and which in turn owns his/her
investments.?3 The personal holding company benefits

31 This seems to be the view of Lindhe and Sédersten op.cit.
p. 435.

32 NOU 2022: 20 p. 198 concludes: “Oppstartsselskaper kan
veere eksempler pd selskaper som ofte vil ha finansiering fra
udiversifiserte aksjoneerer, eller fra investorer med lokal tilknyt-
ning som arbeider i eget selskap og som @ liten grad er engasjert
i andre virksomheter” (In English, as per the writer’s trans-
lation): “Start-up companies may be examples of companies
that often will be financed by undiversified shareholders or from
local investors working in their own company and only to a
limited extent is engaged in other activities”” This view can
be compared with the view of the Oxford group; see the text
at footnote 27 above. Whereas the Oxford Group believes that
tax policy cannot be based on shareholders with this attitude,
this is the core argument for retaining the shielding allowance
in NOU 2022: 20. The difference in attitude may reflect that
small companies presumable financed domestically are common
in Norway and a larger emphasis on the home bias phenomenon.
33 See NOU 2022: 20 pp. 201 and pp. 208.
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from the participation exemption, but taxation of the
individual owner is triggered only when the personal
holding company distributes dividends or shares in the
holding company are sold.

Holding period neutrality means that the tax effects
for the investor are the same in economic terms regard-
less of whether he/she chooses to take out dividends
from the (personal holding) company early or later.
This runs against the intuitive view that postponing the
tax liability on the dividends (and income generally)
is profitable from a tax perspective and implies that
using personal holding companies does not effectively
postpone the tax liability. The reasoning is this:3* In a
given year, an investor (who controls the company) can
choose to receive dividends or not to receive dividends.
If the investor chooses to receive dividends, he/she
is taxed on the dividend amount. The distribution
of dividends does not impact the shielding allowance
on the investor’s shares in the company because the
dividend is distributed from retained profits, which is
not part of the cost price of the shares and, therefore,
is not part of the shielding allowance basis for the
shareholder. However, the shareholder—after having paid
the dividend tax, perhaps with borrowed money—may
want to invest the money received as dividends in the
stock of a company (the same company or another).
That investment will be part of the cost price of new
shares and, thus, part of the shielding allowance basis,
increasing the shielding allowance. On certain condi-
tions, the gain following from the increased shielding
allowance due to this investment will balance the tax
paid on the distribution of dividends.3®

This reasoning assumes that the shareholder is
able and interested in reinvesting an amount similar
to the dividend in new shares. However, this will not
necessarily happen. The dividend may, for instance,
be used for paying taxes or other debts, and the
shareholder is not able or interested in taking up new
loans for investments in shares. The taxpayer may want
to invest in bonds or real estate instead of shares,
and such investment would not provide any increased
shielding allowance. He/she may instead want to con-
sume (parts of) the dividend. In the opinion of this
writer, this reduces the significance of the holding period
neutrality.

34 See NOU 2022: 20 p. 203.
35 For the debate on this among economists, see NOU 2022: 20
pp. 201.
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The holding period neutrality seems not to be
affected by whether the company is financed in
international or domestic markets, contrary to what
applies to the financial and investment neutrality dis-
cussed in section 3.5.

However, it turns out that, in practice, shareholders
in small controlled companies (personal holding com-
panies) are reluctant to take out dividends if it is not
necessary.3% This may be so for legitimate non-tax
reasons, typically that the taxpayer is satisfied with
the investment or that the capital is needed in the
company but not for the taxpayer’s private purposes.
Even without such reasons, investors seem not to believe
in the holding period neutrality if they know about it at
all. The effects of the increased shielding rules are not
intuitively understood. Taxpayers easily see the divi-
dend tax, which will be triggered but not the effects on
the shielding allowance resulting from a new investment.
However, even if the taxpayer realizes the holding period
neutrality, there may be rational arguments against
distributing dividends. One important such argument
is that a taxpayer who takes out a dividend and pays
a dividend tax may have to borrow money in order
to invest a similar amount as the dividend, because
part of the dividend goes to pay a dividend tax. In
practice, the interest rate on borrowed money is higher
than the shielding allowance interest rate. Therefore,
taking out dividends and reinvesting is, in practice,
often less favorable than retaining the profits in the
company.?” The resistance to distribute dividends may
also be based on investors’ hope to avoid (parts of)
the dividend tax (by emigrating or being able to profit
from the assets for private purposes without triggering
a dividend tax) or hope for a reduction of the dividend
tax rate in the future.3® FEither way, the treatment
of retained profits in personal holding companies has
been hotly debated in the later years. Critics argue that
this is a great tax advantage for rich investors (only
a company tax of 22 percent is paid so far, and the

36 See NOU 2022: 22 p. 203, referring to research showing that
retained profits in companies are large and increasing.

37 See NOU 2022: 20 p. 202: “Fordelen ved d utsette eierskatten
drives hovedsakelig av at det lineopptaket en alternativt mad
gjore dersom en betaler eierskatten tidlig, kommer med en
rente med pdslag utover risikofri rente.” (In English, as per the
writer’s translation): The benefit of postponing the dividend
tax is mainly caused by the fact that borrowing, which must
alternatively take place, carries with it an interest rate, which
includes an addition beyond the interest-free rate.)

38 See the discussion in NOU 2022: 20 pp. 208.
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shareholders can use the assets of the company almost as
their own, or they can emigrate before the tax liability
is triggered) and that, consequently, the participation
exemption rules should not apply to the profits of the
company in such instances. On the other hand, it is
argued that the shielding allowance rules imply that
the benefits are, in fact, much smaller than they may
seem, if they exist at all. Further, shareholders do not
have the right to treat the company’s assets as if they
were their own assets without paying dividend tax.39

This has extended to a fierce debate on exit tax rules
for individuals, triggered by a significant increase in
the number of rich people moving abroad, mostly to
Switzerland. The main reasons for this last wave of em-
igration is probably the increase of both the wealth tax
and the dividend tax, combined with the expectation of
possibly stricter exit rules to come.*? In addition, the
taxation of so-called private use of company assets has
been much discussed. The existing rules on this issue
seem to be rather robust in principle but difficult to
apply, mainly because of valuation issues. Therefore, the
Ministry of Finance in 2022 proposed more standardized
and considerably stricter rules, which were immediately
dubbed “the monster tax”; for instance, the tax under
certain conditions would be triggered even if the owner

never used the assets for private purposes.41

39 See the discussion in NOU 2022: 20 pp. 201.

In this respect, the terms “latent share income” and “latent
owner tax” (in Norwegian: “latent aksjeinntekt” and “latent
eierskatt”)—which NOU 2022: 20 p. 201 uses for the retained
profits and corresponding tax triggered when distributing them
or at a sale of the shares—is not well chosen. A narrower and
arguably more correct understanding of these expressions is
that they refer to cases where the triggering event has taken
place but where timing rules postpone the taxation. However,
that is not the case here because the tax-triggering event is the
decision to distribute profits or sell the shares, but neither of
these events has yet taken place. Using the expressions in the
present context may give the impression that this is income that
in a way “should” be taxed on shareholder level and that there is
some avoidance involved when that does not happen. However,
there is no obligation to distribute dividends and under certain
conditions, it may even be preferable under a public economy
perspective that profits are not distributed. In addition, the
company may lose money before the profits are distributed.

40 In fact, on 20 March 2024, the Government proposed stricter
exit tax rules.

41 The proposal was withdrawn, but a new and revised proposal
is expected.
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3.7 The shielding allowance and the
reduction in the cost price of shares

Closely related to the holding period neutrality is the
effect of the shielding allowance on the application of the
rule in GTA §10-35. This rule applies when the company
has paid back paid-in capital (share capital, etc.) to
the shareholders. In Norway, such paybacks are tax-
free to the shareholders. However, GTA §10-35 requires
the shareholders in question to reduce the cost price of
the shares with the distributed tax-free amount. The
rationale, of course, is to avoid a double favor for the
shareholders: A tax-free payback and a lower taxable
gain or larger loss on future sales of the shares (because
the payback reduces the value of the shares).

The reduction of the cost price of the shares will
also affect the shielding allowance base similarly; thus,
future shielding allowances will be lower than without
the pay-back, and consequently, future dividends and
capital gains will be higher (and capital losses smaller).
In addition, profits earned in the company may be
taxed twice (on company level and shareholder level
above the shielding allowance), whereas capital income
outside the company is taxed only once. This means,
at least as a main rule, that there is no tax benefit
for the shareholder to receive the payback of company
capital tax-free because the increase in future dividends
and capital gains taxation will balance that out in
discounted value. Dividends may not be distributed,
and the shares may not be sold for a long time, but
eventually, the increased tax will materialize.4?

A similar effect has explained the Ministry of
Finance’s relaxed approach to introducing the dividend
tax and the shielding allowance rules as of 1 January
2006.%3 The taxpayers were granted a rather long pe-
riod to adapt to those new rules. Many (and mostly rich)

42 Important in this relation is the principle of continuity
applicable for gifts and inheritance, according to which the heirs
and donees will take over the cost price from the deceased/donor.
A tax planning option, which has succeeded in some instances,
is to transfer the shares to a holding company owned by the
donee/heir. If successful, the participation exemption will apply
to the shares, which after the gift/inheritance is held by a
company, and consequently, the dividends and capital gains will
be tax-free in the hands of the holding company. An example
is a decision by the Tax Claims Commission (Norwegian:
“Skatteklagenemnda”) SKN 1-2021-83, which also highlights the
possible relevance of the Norwegian GAAR (GTA sec, 13-2) for
this question. Another possible scenario is the gift of the shares
to tax-free institutions.

43 See for instance: Meld. St. 11 (2010-2011) p. 72.
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shareholders did this by receiving as much dividend as
possible from their companies before this date, then
paying the amount back to the company as paid-in
capital. The idea was that this amount could be paid
back tax-free to the shareholder over the coming years
instead of taxable dividends. However, this strategy
would require the taxpayer to reduce the cost price of
the shares with the received amount when payback takes
place. This would not only reduce the cost price but also
shielding allowance, in the same way as described above,
the result being that as a point of departure, there were
no taxes to be saved by this strategy.

3.8 Mitigating the difference in tax rate
between dividends and interest

When the shielding allowance was introduced, the tax
rates for dividends and interest income were the same—
28 percent. The effect of the allowance was that the
average tax rate on dividends was somewhat lower than
on interest income. This could be explained by the fact
that the distributed income had also been taxed on a
company level.

In the later years, the dividend tax rate has in-
creased considerably to 37.86 percent (2023).%* This
gap between the general capital income tax rate and
the dividend tax rate is difficult to defend. However,
the shielding allowance helps to mitigate that gap by
reducing the average tax on dividends.*®

Of course, a lower tax on dividends compared to
interest could be obtained by lowering the dividend tax
rate. However, this would also lower the marginal tax
rate on dividends, making the dividend tax less forceful
in countering income shifting.

3.9 Other arguments®*®

The shielding allowance rules have been criticized for
being complicated. It required the establishment of
a register of the taxpayers’ cost price of every share
in Norwegian companies and non-resident companies
listed on the Oslo Stock Exchange. The initial costs
of establishing that register were considerable, but the

44 As explained in footnote 12 above.

45 An example is provided in NOU 2022: 20 p. 199.

46 The following is partly based on the opinion of the minority
(to which the writer belonged) in NOU 2022: 20 pp. 206; see
also NOU 2022: 20 p. 200.
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costs of running it are considered to be rather modest.
Shares in companies that are not in the register (for
instance, non-resident companies not listed on the Oslo
Stock Exchange and non-resident investment funds) can
be complicated to handle for the taxpayer. It is reported
that many taxpayers abstain from the right to allowance
because the allowance is often small and sometimes
smaller than the compliance costs.

The rules are complicated not only in practice but
also in the law book, admittedly more so for parts
in transparent companies (partnerships and limited
partnerships) and sole proprietorships, where parallel
shielding allowance rules apply. In day-to-day practice,
however, shielding allowance rules seem to raise few
interpretation issues.

Experience shows that taxpayers struggle with un-
derstanding the rationale and effects of the shielding
allowance rules. This seems to apply in particular
to their effects on the holding period neutrality. In
addition, the theory that the investor can neutralize a
(increased) dividend tax by increasing the risk profile
of the portfolio is certainly not universally accepted.
This is important because the rules are intended to
work through how they influence taxpayers’ motivation.
The limited effects of the rules over many years due to
the low interest rates (and, by extension, the shielding
allowance interest rate) are probably also important
for most taxpayers’ lack of interest in the shielding
allowance. That may change with the increased level
of interest rates. However, the shielding allowance will
probably remain rather small for most investors.

Further, in some cases, the shielding allowance
reduces the robustness of the tax system. The system
presupposes that companies’ profits have been fully
taxed somewhere in the chain of companies (but not
necessarily in the company that distributes the divi-
dends). However, that is not always the case.*” If the
profits were taxable in a company resident in another
state, the tax rate may have been lower than the
Norwegian tax rate and/or the rules for computing the
income more lenient. Admittedly, such cases will often
trigger the Norwegian controlled foreign corporation
(CFC) rules, but that is not the case if less than
50 percent of the shares or capital in the company
is controlled by Norwegian residents or the efficient
company tax rate is above to thirds of the efficient
company tax rate in Norway. Thus, the CFC rules

47 See for instance: NOU 2022: 20 p. 201.
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will not apply to most portfolio investments in low-
tax countries. Furthermore, foreign company income tax
may have been saved through avoidance transactions,
which would not have been accepted in Norway, or
there may have been outright tax evasion on the
company level. Capital gains on shares are covered
by the participation exemption also when they reflect
expected future profits, which may not be effectively
taxed. The taxation of dividends secures at least a one-
level taxation of such benefits. However, the shielding
allowance is granted on the distribution of dividends to
non-company investors also in cases where the income
has not been fully taxed on company level. This implies
that the shielding allowance, in combination with the
participation exemption rules, may partly lead to double
non-taxation of distributed profits.

4 Concluding discussion; Norway
as an oddity

The shielding allowance’s raison d’etre is its assumed
neutrality in the case of investors who are individuals.
However, the issue’s practical significance is limited by
the fact that rules do not apply to company investors.
In regards to financing and investment neutrality,
it is agreed in economic theory that the allowance
is not needed for investors in companies operating in
international financial markets because their financial
cost is set in international markets, which are not
affected by the Norwegian dividend tax. Therefore, the
core focus is on the domestic investor, and the idea with
the shielding allowance is to avoid that the dividend tax
increases the domestic investors’ required rate of return
and, thus, increases the financial cost for the company.
However, non-Norwegian economists have doubted
the significance of this difference between international
and domestic investors, pointing to the fact that domes-
tic investors may also be influenced by the rate of return
in international markets, as discussed in section 3.5.2.
This article will not attempt to discuss who is right
on this issue-the Norwegian®® or the non-Norwegian
economists. Either way, the doubt that has been raised
on this issue weakens the arguments in favor of the
shielding allowance method. Granting the allowance to
investors in companies that raise equity in international
markets seems to make little sense and is an argument to

48 And Prof. Birch Sgrensen of Denmark.



§ sciendo

restrict the allowance to dividends from unlisted shares
(based on the assumption that non-listed companies
have mostly domestic investors while this is not the
case with investors in listed companies). Admittedly,
as already mentioned in section 3.5.4, this may raise
new problems. These problems, however, may seem
somewhat exaggerated.*’

It is striking that there seems to be no empir-
ical evidence on how the shielding allowance works
in practice, primarily whether and to what extent it
helps to keep the financial costs for the companies
down. This is remarkable, considering that the rules
have now been in force for almost 20 years.’® Some
practical experience is made concerning the holding
period neutrality, and they point in the direction that
investors are not motivated by it. Profits are held back
in the companies, presumably at least partly to avoid
the dividend tax.

In addition, the conclusion of the evaluation in 2011
is surprisingly muted. As long as neither empirical nor
theoretical evidence can exclude that a dividend tax
without a shielding allowance would be unfortunate, it
would involve a considerable risk to repeal it.! Also, in
NOU 2022: 20 (p. 196), the committee makes substan-
tial reservations. The research results on the damaging
effects of dividend taxation—and, by implication, the
necessity of a shielding allowance—differ considerably
because results are very sensitive to the assumption on
which analyses are based.??

All this adds up to skepticism as to the existence
and extent of the shielding allowance’s significance
for companies’ financial costs. In addition, as outlined
in section 3.8 above, the rules are complicated (but,
admittedly, raise rather few interpretation issues), they
reduce the system’s robustness, and—not least—their
rationale is difficult to understand for taxpayers.

49 The tax avoidance argument may be countered by a targeted
tax avoidance rule.

50 No evidence is presented in the NOU 2022: 20, which is the
latest evaluation of the rules. Earlier evaluations are also purely
theoretical.

51 See Meld. St. 11 (2011-2012) p. 78: “Sd lenge en verken
empirisk eller teoretisk kan wutelukke at en full utbytteskatt
ville vert samfunnsmessig uheldig, mener departementet at en
fierning av skjermingen vil bety a ta en risiko for vridning 1
bade eiersammensetningen og finansieringsstrukturen i norske
selskaper”

52 “I forskningslitteraturen er det sprikende resultater [...]
Dette skyldes at resultatene er svert sensitive for hvilke forut-
setninger man legger til grunn for analysen, blant annet graden
av effektivitet i finansmarkedene og apenhet i pkonomien.”
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The extent to which the holding period neutrality
is realized by the rules, is discussed. Anyway, in the
opinion of this writer, holding period neutrality is much
less important from a policy point of view than financial
and investment neutrality.

One aspect of the rules that seems to have been
overlooked is that their effects are vulnerable to changes
in tax rates. The carry-forward of unutilized shielding
allowances implies that the allowance’s tax value will
depend on the dividend tax rate in the year in which it
is utilized, not in the year in which it was established.??
For the holding period neutrality the tax effects of the
reinvestment of the dividend amount will depend on the
development of tax rules during the holding period.

As pointed out above (section 3.3), the main pur-
pose of (re)introducing the dividend tax was to prevent
income shifting. For this purpose, the marginal tax rate
is relevant. The shielding allowance implies that this
purpose can be met while at the same time the average
tax rate on dividends is somewhat lower. This is a
positive effect of the rules, including tax rates.

No other Nordic country has introduced a similar
system to Norway’s. Admittedly, all Nordic countries,
Norway included, have a classical system as a point of
departure. Some other Nordic countries accept parts
of the dividends from tax liability but in other ways
than Norway (In Finland, a percentage of the dividends
is tax-free; in Iceland, there is a tax-free amount).
Therefore, to paraphrase the title of this article, the
Norwegian system stands out as an oddity in a Nordic
comparison.

However, Norway stands out not only among the
Nordics; recent comparative tax law literature indicates
that none of the following countries have a system
including the UK, the US,
Germany, France, Italy, Canada, Turkey, New Zealand,
Japan, China, India, Australia, and Brazil. When the
shielding allowance system was first introduced in NOU

similar to Norway’s,?*

2003: 9, it created some international attention, and
it was assumed that other countries would copy it.?®

53 For instance, a shielding allowance established in 2021 would
have a tax value of 31.68 percent that year but 37.84 percent if
it is carried forward and utilized in 2023.

54 See Reuven S. Avi-Yonah (ed.): Research Handbook on Cor-
porate taxation, 2023; Hugh J. Ault et al. (eds.): Comparative
Income Taxation, A Structural Analysis, Fourth edition 2020,
pp. 468.

55 See Meld. St. 11 (2011-2012) p. 78 where it is stated
that the Norwegian model has attracted considerable attention
internationally.
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However, this has not happened. This may be taken
as an indication that other countries have not been
convinced by the theory behind the shielding allowance
and/or have decided not to go for it for administrative
or other reasons.

The latest evaluation of the shielding allowance
rules was carried out in NOU 2022: 20 pp. 196. The
majority of the committee (all seven economists and
one lawyer) favored retaining the rules, with only minor
changes. A minority (three lawyers, among them this
writer) proposed to abolish the rules. This, combined
with the fact that economists in the Ministry of Finance
seem to strongly favor them, almost certainly means
that the shielding allowance rules will remain in force
in the years to come. This means that Norway will still
stand out as an oddity in a Nordic and international
comparison also in the future.

5 Epilogue: A shielding allowance
for all capital income?

However, there is more: The majority of the tax com-

mittee (six economists) proposed to extend the shielding

allowance system to (in principle) all capital income.?®

The context is the following.

The committee had a very broad mandate, which
also included the tax rate structure for capital in-
come generally. Under the Nordic Dual Income Tax
introduced in 1991, all capital income was taxed with

56 NOU 2022: 20 pp. 244.

The proposal seems to have something in common with the
rate of return system proposed in the so-called Mirrlees Review
in the UK; see Mirrlees et al.: “Tax by Design: The Mirrlees Re-
view”. Oxford 2011, pp. 297 and pp. 332. This review proposes to
exclude ordinary (risk-free) capital income (including dividends)
from income tax through a rate of return allowance, rather
similar to the Norwegian shielding allowance. The main rationale
is to avoid that the taxation of capital income discriminates
future consumption over immediate consumption. One difference
between that proposal and the proposal in NOU 2022: 20 is that
in the latter, even risk-free capital income is taxed (as ordinary
income) with a tax rate of 22 per cent. However, a common
feature is the harder taxation of capital income reflecting a
risk premium. Interestingly, there seems to be no reference in
the Mirrlees Review to a rate of return allowance (shielding
allowance in the Norwegian context) as a vehicle to avoid an
increase in the company’s capital costs. In more recent economic
theory, the wisdom of not taxing risk-free capital income seems
to be questioned, not least on distributional concerns (capital
income is very unevenly distributed); see for instance Bastani
and Waldenstrém: “How Should Capital be Taxed?” In Journal
of Economic surveys (2020) Vol. 34, No. 4, pp. 812-846.
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the same proportional tax rate of 28 percent.’” In
the reform of 2004, dividends exceeding the shielding
allowance were taxed at 28 percent. During the reduc-
tion from 2014 through 2019 of the company tax rate,
from 28 to 22 percent, the general capital tax rate
(for unconvincing reasons) followed the company tax
rate down to 22 percent. However, to prevent income
shifting, the reduction of the company tax rate had
to be compensated with an increased dividend tax.
Therefore, by 2019, the dividend tax rate had been
increased to 31.68 percent. Two further increases of the
rate, in 2022 and 2023 ending at 37.84 percent, were not
motivated by a lower company tax rate but by a political
wish to increase the tax on dividends for revenue and
distributional reasons, and to prevent income shifting
even better.

The result is a great wedge between the general cap-
ital income tax rate and highest tax rates on earned in-
come (22 percent vs. 47.4 percent in 2023). Furthermore,
the difference between the general capital income tax
rate and the tax rate on dividends has become greater
than reasonable (even taking the shielding allowance for
dividends into consideration).

On this background, the committee unanimously
agreed that the general tax rate for capital income
should be increased. Whereas the minority (four lawyers
and one economist) proposed a rather conventional
tax rate structure, the majority proposed—as already
indicated—an extension of the shielding allowance sys-
tem to capital income generally. The main features of
this so-called extended shielding allowance model are
the following.

Firstly, all capital income is taxed at the tax rate of
22 percent. This can be regarded as a parallel to com-
pany taxation in the company/dividend taxation rules.
Secondly, the remaining 78 percent of the capital income
is granted a shielding allowance calculated similarly to
dividends. The rest, after the allowance deduction, is
then taxed at a tax rate that may be the same as the
dividend tax rate, but they could also be lower.?3

If the capital tax rate is the same as the dividend
tax rate, the total tax effects will be the same (both
on margin and average) regardless of whether the
investment is made through a company (investment

57 The income tax rate on dividends was zero in practice, but
the income was taxed to the company at the same rate, 28
percent.

58 The majority points out that several issues must be con-
sidered more closely, notably which assets should be included,
how to find a shielding allowance basis, how to handle unutilized
shielding allowance (NOU 2022: 20 p. 246 and p. 250).
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in shares of a company which owns a real estate, for
instance) or directly in the asset in question (the real
estate in the example). If the tax rate is set lower,
then investment directly in the asset will be favorable.
However, even in that case, the system is claimed to be
neutral as to whether the investment is financed through
equity or loans because of the deduction of interest on
a tax basis.?®

In a way, this system implies that the capital
tax rate is no longer proportional. However, it is not
progressive in the traditional sense (tax rates increase
with the taxpayer’s income). Instead, the tax increases
with the yield of every capital asset. To the extent
that the yield exceeds the risk-free (alternative) income,
the tax rate increases, even if the total income of
the taxpayer is low. One may ask whether this is in
accordance with the ability to pay principle. Certainly,
this is the system under current rules for dividends,
but the issue becomes more important when such rules
apply to all capital income.’0 In addition, such high
marginal taxes cannot be defended by the purpose
of countering income shifting from earned income to
capital income (dividends), since there is no question
of earned income involved.

A marginal capital tax rate of around 48 percent
is very high compared with the current tax rate of
22 percent, even if the average tax rate will be lower

59 NOU 2022: 20 p. 249: The proposal “virker ngytralt pa
investeringer som folge av at den gir fradrag for finansier-
ingskostnaden i ekstrabeskatningen, slik at kapitalkostnaden og
dermed kravet til avkastningen ved investeringen, ikke pker”. (In
English, as per the writer’s translation): :The proposal is neutral
on investments because of the deduction for financing cost; thus,
the capital cost and thereby the required rent of return will
not increase.” However, the view of the majority may seem
contradictory because p. 245 it says that loans should be kept
outside the basis for the extended shielding model, implying,
one should think, that interest is not deductible.

60 Indeed, the high marginal tax rates on dividends under
the shielding allowance system have also been defended by
distributional arguments; see Prp. 1 LS (2022-2023) p. 78:
“Utbytteskatten virker fordelende. Aksjeinntekter er sterkt kon-
sentrert blant de med hgye inntekter” (In English, as per the
“The dividend tax has a distributional
effect. Share income is strongly concentrated among those with

writer’s translation:

high income”. However, a substantial amount of shareholders is
not among the very rich, and almost half of the population have
parts in investment funds (verdipapirfond), for which the same
rules on tax on distributions apply; see NOU 2022: 20 p. 250.
Therefore, the distributional argument is already rather crude
for dividends, etc. Certainly, other capital assets than shares are
much less concentrated in the top end of the distribution.
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because of the shielding allowance. For assets, typically
real estate, which the taxpayer (or parents, etc., because
of the continuity principle on inheritance and gifts) have
owned for a long time, the cost price and therefore
the shielding allowance may be very low. This issue
is probably more important for real estate than for
shares because real estate value tends to increase almost
uninterrupted while share values generally fluctuate
more.

On another level, the practical difficulties connected
with the extended shielding allowance model are great.
In parallel to the share register under the current
shielding allowance rules for dividends, every capital
asset would have to be included in such a register, with
information on the current owner, his/her cost price,
etc. Some assets can be left outside, but that will require
rules for delimiting which assets. The Tax Directorate,
in charge of carrying out the tax rules in practice, had
been asked to provide a preliminary evaluation of the
model and concluded that it would be demanding and
challenging®!' both for the tax authorities and for the
taxpayers. It would also be difficult for taxpayers to
understand the logic of the rules. Therefore, the ma-
jority of the committee also discusses a more restricted
version in which only real estate, or even only secondary
homes and business real estate, is included (real estate
used in sole proprietorships is already included in the
shielding allowance system). This, however, would make
the model much less principled, and it would still be
difficult to understand for taxpayers.

Whether the majority’s proposal will ever see the
day of light remains to be seen. If that happens,
Norway will be an even greater oddity in a Nordic and
international tax context.
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