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Abstract

This doctoral dissertation is a collection of an introductory chapter and three essays

on the field of public finance. In this dissertation, I look into three different tax

policies aimed at spurring business activity. Using rich Finnish microdata and state-

of-the-art econometric tools, I study how firms respond to a dividend tax, corporate

tax, and a household tax credit.

In the first essay, I study how business owners of privately held corporations re-

spond to dividend taxes. I use administrative data on all privately held Finnish

corporations and their main owners in 2006–2016 together with tax schedule dis-

continuities and changes in the schedule as variation. The dividend tax schedule in

Finland includes deduction thresholds, effectively creating clearly lower marginal tax

rates for certain amounts of dividend income in comparison to labour income. These

thresholds create exceptionally large incentives for firm owners to respond by e.g. ad-

justing their income or changing their investment choices. By using bunching method

developed by Saez (2010), I find exceptionally clear dividend payment responses to

tax rates, with elasticities ranging from 0.5 to 3.6 in different thresholds. However,

this elasticity parameter does not compare to the structural costs of taxation as it

captures tax planning and other channels that affect dividend pay-out. I examine

the potential mechanisms driving the bunching at the thresholds using changes in the

dividend tax thresholds. I find no statistically significant responses in investment or

output. Further descriptive analysis on the asset structures of the firms suggests that

most of the payment response may be due to inter-temporal income-smoothing, as

the balance sheets reveal firms at the tax thresholds accumulating financial assets in

the firm.

The second essay is about the impact of corporate taxes on small firms. It is co-

authored with Jarkko Harju and Tuomas Matikka. We look at how small firms and

their investment and production choices respond to a 4.5 percentage-point reduction

in the corporate tax rate in 2014 in Finland. This corporate tax cut was combined

with a dividend tax increase that left the effective shareholder-level tax rate mostly

unchanged. Thus, this exceptional tax cut allows us to focus solely on the effects of

firm level tax and empirically analyze the differential incentives of taxes set at the

firm level in comparison to owner level taxes. Using detailed administrative data and

difference-in-differences method, we find no significant investment responses in the

stock of productive capital after the tax cut. However, we observe an increase in sales
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and input usage of the treated firms, implying a higher growth rate after the tax cut.

Dividing the corporations between two groups with passive and active owners, based

on the ownership type, reveals that this positive impact on sales is fully driven by

entrepreneurs who actively work and manage their firms. As this tax cut is effectively

a cut in the tax on retained earnings, it suggests that, for small firms, owner effort

and role plays an important part in how this cash injection within the firm is spent.

The third essay is about the household tax credit (HTC), and it is coauthored

with Jarkko Harju and Tuomas Kosonen. HTC is a tax credit for consumers using

household services with the aim of increasing employment in the service sector and

curbing tax evasion. We use reforms in the HTC system together with data from

Finland and Sweden to study how the HTC reaches these aims. In addition, we

explore the distributive consequences of HTC. We use two empirical settings to study

the causal impacts of the credit. First, we compare household service industries

between Sweden and Finland. We use the adoption of the current HTC system for

cleaning services in Sweden in July 2007 as variation, and Finland, which already had

the HTC system in place, as a control group. We find no increase in the reported

value of sales among cleaning firms in Sweden relative to the Finnish firms after the

introduction of HTC for cleaning services in Sweden. In our second setting, we study

the renovation industry in Finland and use other similar industries as a domestic

control group. Finland increased the amount of maximum tax credit from 1150 to

3000 euros for the renovation industry in 2009, and we compare firms operating in the

renovation industry with a matched control group before and after 2009. We do not

find any response in sales of renovation services after the increase in maximum HTC

relative to the control group, suggesting negligible demand elasticity with respect to

the size of HTC. Finally, a descriptive analysis with the administrative data shows

that a relatively large share of individuals claiming HTC make costly mistakes in their

reports to the tax authority. This shows as a large excess mass of taxpayers bunching

in a ”wrong” threshold, without any other reason than their misunderstanding of the

claiming system. Our descriptive analysis also shows that higher income households

use HTC to a much greater extent than lower income households, and very poor

households do not utilize HTC almost at all.

2



TABLE OF CONTENTS

Abstract 1

Table of Contents 3

Acknowledgements 5

Chapter 1 – Introduction 7

Summaries of the Essays 14

Chapter 2 – Dividend Tax Thresholds and Extreme Bunching 23

Introduction 23

Institutions and Data 29

Dividend Payment Responses 33

Mechanisms 40

Conclusion 49

References 51

Appendix 53

Chapter 3 – The Effects of Corporate Taxes on Small Firms 61

Introduction 61

Finnish Business Tax System and the Reform of 2014 66

Expected Impacts of the Reform 67

Data, Methods and Identification 71

Results 74

References 84

Figures 87

Tables 95

A Appendix: Additional Figures and Tables 104

B Appendix: Business Tax System in Finland 115

3



Chapter 4 – Does Household Tax Credit Increase Employment? 119

Introduction 119

Institutions 124

Empirical Approach 128

Descriptive Analysis 133

The Impact of the HTC on Consumption 140

Conclusions 147

References 150

Figures 152

Tables 174

Appendix 181

4



Acknowledgements

In writing this doctoral thesis, I have received enormous support and help from various

individuals and institutions. I wish to express my gratitude to all of those who have

helped and supported me along the way.

First, I would like to thank my supervisors Jukka Pirttilä and Markus Jäntti who
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Chapter 1

Introduction

How important are taxes in determining firm behavior? This doctoral dissertation

is a collection of three essays looking into firm behavior in various decision margins

and how taxation affects these choices. Private firms constitute a key economic agent

that is considered in charge of production of most goods in standard economic models.

Moreover, it has been argued that firms foster innovation growth1; hence, firms play

a fundamental part in economic growth. While the theoretical literature regarding

firms’ investment decisions and output choices is comprehensive, with multiple ap-

plications and production functions, the theory and the scarce empirical evidence on

the effects of taxation on them are still relatively dissonant. The academic literature

on how one should think about firms’ output decisions in relation to taxation is still

somewhat confused over a number of questions, including: what is the incidence of

corporate tax, how much does dividend tax distort output, how can employment be

increased by tax policy? In this dissertation, I aim to better understand the drivers

in firms’ investment decisions and output choices in relation to taxation by looking

empirically into three different tax policies aimed at spurring business activity. Using

rich Finnish microdata and state-of-the-art econometric tools, I study how firms re-

spond to a dividend tax, corporate tax, and a household tax credit. This dissertation

focuses on businesses and empirically studying how these three tax policies affect firm

outcomes.

Governments raise taxes to provide public goods and for redistributive purposes.

Some tax tools also have additional goals, such as incorporating externalities2 or

1See e.g. literature on endogenous technological change including Romer (1990) and Aghion and
Howitt (1992).

2Externalities mean public costs or benefits of the consumption that do not fall only upon the
consumer, e.g. pollution and vaccination. Ways to incorporate externalities include cigarette taxes
and fuel taxes.
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boosting investment and employment. The primary goal of corporate income tax-

ation is effectively to raise revenue in a manner that is considered equitable and

that causes as little efficiency cost through distortions as possible. Corporate income

taxation includes taxes set on profit at the firm level –corporate tax– and taxes on

distributed profits, such as dividend tax. In addition, for some corporate forms, such

as partnerships and sole proprietors, the profits are taxed directly at the owner level.

There are several reasons to tax corporate income. Governments aim to raise

revenue to fund public services, and many of these services are also used by firms3.

Taxing corporate profit is relatively simple and it broadens the tax base. Taxation

only at the owner level (e.g. dividend taxation) is easily avoided by retaining profits

in the firm through various ownership structures4 or other tax avoidance means,

such as income shifting. If corporate tax differs notably from higher owner-level

taxes, high income individuals may avoid owner-level taxes by retaining earning in

the firm, which reduces capital mobility. In addition, large differences between labor

and business income create incentives for income shifting between tax bases, so that

e.g. a high-income professional would aim to shift their income to be taxed as capital

income. Thus, corporate income taxes are an important part of the tax base. The

revenue from corporate tax alone in 2019 was 6,015 billion euros, constituting 6 % of

the total tax revenue in Finland and that does not even include owner level taxation

or taxes set on consumption. Corporate income taxes also provide an additional

channel to tax the top incomes. Corporate owners are often well represented at the

upper end of the income and wealth distribution, and low effective taxes at the high

end are sometimes considered unequitable (Piketty and Zucman, 2014).

Many public policies, funded with taxation, are considered important by the broad

public, while taxation itself may cause some resentment. In addition to resentment,

taxation can induce real economic costs through various distortions, creating chal-

lenges for planning good tax policies and the tax system as a whole. An economy uses

its resources efficiently when the marginal products of different activities are equal.

This requires that taxes do not distort the choice between investment and other pro-

duction factors (inputs). In practice, corporate income taxation hardly ever reaches

this target of neutrality. Corporate income taxation can distort business activity, es-

pecially through investment choices and owner effort. This is why corporate income

3E.g. Transport networks, education for (future) employees.
4E.g. profit shifting to tax havens (Gravelle, 2009).
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taxation often enters policy debates when governments aim to spur investment and

growth. Accordingly, provoked by international tax competition, corporate income

taxes have been decreasing across developed countries since the 1980s (Heinemann

et al. 2010 and Comission 2019).

Theory literature discusses four main ways through which corporate income taxes

may affect investment. First, corporate income taxes increase the cost of capital,

which sets the minimum requirement for the marginal revenue of the investment.

For an investment to be profitable, its marginal revenue should at least equal to

its marginal cost. Corporate income taxes increase the marginal cost of capital and

may therefore reduce investment (Harberger 1962; Hall and Jorgenson 1967). Sec-

ond, business taxation often distorts the relative marginal costs of different sources

of capital, affecting the funding balance between debt and equity. Increased debt

financing may e.g. affect sensitivity to fiscal cycles. Firm-level corporate taxes also

reduce the amount of earnings retained in the firm, which restrains the sources of

funding for new investment5 (Mirrlees et al., 2011). Third, corporate income taxes

may distort the decisions between different investment items by e.g. incentivising

investment in assets with relatively high depreciation in tax law compared to the real

depreciation. The incentive rises from the lower present value of future depreciation

compare to depreciating the asset now, the lower present value being due to inflation

and the discount rate (Mirrlees et al. 2011). Fourth, corporate income taxes also

affect international tax competition and the location of firms and capital. Devereux

and Griffith (1998) argue that while the effective marginal tax rate affects the size

of the investment conditional on location choice, the discrete investment choice on

where to locate is primarily affected by the average effective tax rate.

Corporate tax aims at taxing the owners, however, corporate taxation also affects

employees, subcontractors and clients. Lower capital investment reduces worker pro-

ductivity, potentially affecting wages. Therefore, the tax incidence does not fall only

on the owner; employees are likely to bear some share of the burden through lower

wages (Bradford 1978; Kotlikoff and Summers 1987). This is especially relevant in an

open economy, where the level of rate of return for capital investment is fixed. More-

over, firms may be able to shift some of the burden to the prices, i.e on to customers,

especially if the markets are not perfectly competitive (Auerbach and Hines, 2001).

5However, this distortion is alleviated by the fact that investment may be funded also with new
equity or debt.
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Owner-level taxes, such as dividend tax on top of corporate tax on profit, create

so-called ”double-taxation” of business income. This can again affect the allocation of

investment within an economy. Therefore, many countries apply different corporate

tax deduction policies on owner-level taxation. However, the so-called new view in

dividend tax literature states that, because dividend tax is not paid on retained

earnings, it does not affect investment choices (Auerbach, 1979). The argument is

that if the tax rate on dividend income remains constant, then the dividend tax

reduced on the net cost to the shareholder is exactly the same as the rate at which

the eventual return is taxed. These two effects cancel out to leave the required rate of

return unaffected, and hence the effective marginal owner-level tax rate equal to zero.

However, the argument does not hold when the investment is funded with new equity,

so the cost of capital for new equity e.g. at the stage of establishment, also bears

the dividend tax (Sinn, 1991). Therefore, dividend tax is less likely to have an effect

on established firms, but can potentially distort choices at the extensive margin, i.e.

starting a business. Firm owners may avoid dividend taxation by retaining earnings

in the firm and this may lead to capitalization of dividend tax into higher share

values (Auerbach, 1979). Chetty and Saez (2010) note that retaining profits may also

amplify principal-agent conflicts of interest by leaving more cash under the control of

managerial choices and disincentivizing the close monitoring of the managers. This

may lead to unproductive investments using retained earnings.

The negative effects of corporate income taxation have induced governments to

carry out a range of tax policies aimed at reducing these distortions. These include

policies such as dual-income tax systems that tax capital income and wages separately,

lower corporate taxes6 and various investment tax credits and tax depreciation sched-

ules. However, complicated policies often bring up tax planning responses7. These

responses include behavioral responses related to the timing of economic transactions

and accounting and financial responses. According to Slemrod (1992), these responses

often exceed the real impacts in output when studying the effects of tax changes or

reforms. Often, in simple theoretical models only a real response in output is possible,

but tax systems induce more than that. Taxes create incentives to change the tim-

ing of transactions8, restructure financial claims, misreport income, change the legal

6Most developed countries have reduced their corporate taxes since the 1980’s (Heinemann et al.
2010 and Comission 2019).

7Or unintended behavioral responses rising from e.g. present bias, inattention, or inertia.
8Slemrod (1992); Kreiner et al. (2014).
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form of business organization9, shift income across tax bases10 and numerous other

behavioral responses. While tax planning is considered to affect income distribution

more and efficiency less, tax planning responses are likely to affect how policies reach

their distributional and tax revenue goals, which affects the welfare implications of

the tax policies.

The active theoretical discussion around corporate income taxes has, in recent

years, been complemented with empirical literature enabled by evolved empirical

methods, data access, and computational power. These advanced empirical studies

use quasi-experimental settings to estimate parameters, such as elasticities and tax

incidences, left unsolved in the theory literature. These measures for various effects of

business taxes include e.g. elasticity of taxable income, elasticity of investment with

respect to corporate taxation, and elasticity of wage with respect to corporate tax

rate, that are then used to calculate the tax incidence. Elasticity is a measure that

quantifies how much an outcome is expected to change in percentages as a response

to a percentage change in some parameter such as tax.

Recent empirical studies on the investment effects of corporate income taxes use

variation in tax parameters related to depreciation and deduction rates to study

the effects on investment. House and Shapiro (2008), Zwick and Mahon (2017) and

Maffini et al. (2019) use changes in depreciation regulation in the US and UK (the

latter study) and find large investment elasticities with respect to the net of corporate

tax rate of around 7. Ohrn (2018) uses variation in deduction rules in the US and

find an investment elasticity with respect to net corporate of tax rate of 6.5. All these

studies apply a difference-in-difference set-up with panel data.

A recent paper by Fuest et al. (2018) studies corporate taxes’ incidence on labor.

They use tax changes in municipal level corporate taxes to study the incidence of

corporate taxes on wages. In their event-study designs together with difference-in-

differences method they find that workers bear on average 51% of the corporate tax

burden. However, they also find heterogeneity implying that low-skilled, young and

female employees bear on average a larger share of the tax burden than highly-skilled

and male employees. Their findings also suggest that labor market institutions and

profit-shifting opportunities have an impact on the incidence. The incidence found

in Fuest et al. (2018) is very also similar to that in Arulampalam et al. (2012).

9Gordon and Mackie-Mason (1994).
10Harju and Matikka (2016).
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The discussion regarding high incomes of business owners has been empirically

addressed by Smith et al. (2019), who use sudden deaths of working-age top earning

business owners in the US as an event study type of variation to study the owner’s

role in firm performance. They approximate that among top earners (0.1%) three-

quarters of owner-level profits are returns on human capital and only one quarter on

capital.

The effects of dividend taxes have been studied empirically by Alstadsæter et al.

(2017) and Yagan (2015), among others. Alstadsæter et al. (2017) use triple-difference

and a dividend tax cut in Sweden to study whether dividend taxes affect corporate

investment. Quite in line with the new view in theoretical literature, they find no

effect on corporate investment form on aggregate level. However, they find that

the cut affected the allocation of investment so that cash-constrained corporations

increased their investment relative to the cash-rich. This is in line with the agency

model of Chetty and Saez (2010), which predicted that a dividend tax cut would

improve capital allocation by releasing assets from cash-rich firms as dividends –

leading to less investment in cash-rich firms and increasing investment in cash-poor

firms, by improving access to new equity through lowering the cost of capital. Again,

in line with the new view, Yagan (2015) studies the dividend tax cut in the US in 2003

and shows that despite notable effects on dividend payouts, there was no increase in

investment as a response to the cut.

One way to estimate the elasticities with respect to tax rate is to use bunching

at tax thresholds to estimate responsiveness with respect to the variation created by

the threshold. Bastani and Selin (2014) and Chetty et al. (2011) find that business

owners do respond to these tax rate discontinuities clearly, suggesting an elasticity

of 0.07 and 0.1-0.2 respectively11. However, these estimates do not reflect the labor

supply elasticity of the business owners as both estimates include income-shifting,

which appears to cause a notable share of the excess mass. In Bastani and Selin

(2014), if various deduction channels that self-employed persons can use to adjust

their taxable income in the current year are considered, the excess mass estimate

falls close to zero. In the same Danish set-up of Chetty et al. (2011), Le Maire and

Schjerning (2013) demonstrate that the self-employed adjust their retained earnings

and profit distributions inter-temporarily to avoid the highest tax brackets.

Firms play an inseparable role in economic growth, employment, innovation etc.

11However, they do not find bunching among wage earners.
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(E.g. Decker et al. 2014). Therefore, the tax policies studied in this dissertation

are often brought up in policy debates as governments look for ways to promote

employment as well as business activity. While the theories of these tax policies are

quite well developed, there is still a need to know much more, especially on how well

the theories match the empirical evidence.

The policies studied in this dissertation – dividend tax adjustments, corporate

tax cuts and the household tax credit (HTC) – aim to spur economic activity in dif-

ferent ways. Essentially, corporate income tax cuts aim for economic growth. The

cuts in corporate tax could potentially increase investment, which would increase

worker productivity and even employment. Similarly, dividend tax cuts usually aim

to attract investment and promote business activity. While the mechanism through

which dividend and corporate tax cuts should boost investment and employment fol-

low quite straightforwardly from standard economic theory, the household tax credit

has a very different starting point for increasing employment. HTC does not aim at

productivity growth, but simply at raising employment through increasing demand

for labor-intensive goods by altering relative prices with a tax credit for consumers.

If the HTC then leads to increased consumption of services, it could have a positive

effect on the economy by increasing employment12. However, with a low supply elas-

ticity, HTC may also just pass on to prices; with a low demand elasticity, it might

merely reward those who consume HTC services irrespective of the credit without

affecting the amount consumed.

Modern data and empirical tools have triggered a causal revolution in empiri-

cal public finance. I use modern econometric tools with rich administrative data to

study firm responses to tax policies. In all essays, I use a quasi-experimental setting

for causal inference: this means I need changes in tax policies and relevant com-

parison groups, both enabled by the Finnish setting. In this dissertation, I utilize

difference-in-differences13 methods together with visual evidence on pre-trends and

other descriptive features. Moreover, I use a bunching method14, in addition to re-

sponses derived from the difference-in-differences setup, to estimate elasticities in the

first essay. I improve the empirical precision with instrumental variables to find ex-

ogenous variation in the first essay, a weighting method by DiNardo et al. (1996) to

12Additionally, HTC aims to reduce tax evasion. If the potentially increased revenue is then better
spent by the public sector, this would also have a positive impact on the economy.

13Angrist and Pischke (2009) provides an introduction to the method.
14The method originally follows Saez (2010) and Kleven (2016) provides an useful review of it.
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improve the matching of treatment and control group in the second essay, and I apply

the CEM-matching algorithm (Blackwell et al., 2009) in the third essay.

The next subsection provides summaries on the three essays.

Summaries of the Essays

Dividend tax thresholds and extreme bunching

In the second chapter, I study how business owners respond to dividend taxes. I use

administrative data on all privately held Finnish corporations and their main owners

in 2006–2016 together with tax schedule discontinuities and changes in the schedule

as variation. The Finnish dividend tax schedule provides exceptionally large incen-

tives for firms to respond. The dividend tax schedule in Finland includes deduction

thresholds, effectively creating clearly lower marginal tax rates for certain amounts

of dividend income in comparison to labour income. The dividend tax rate jumps

notably at a threshold that is set first at 9 and then at 8 percent return on net assets.

The reasoning for this threshold is that the government wants to curb income shift-

ing: the lower and linear tax rate is only targeted at some normal return (8 %) on

invested capital, whereas a return above this rate is considered either as return on la-

bor or economic rent, and hence taxed according to the progressive earned income tax

schedule. Moreover, there is a monetary threshold for dividends exempted from most

of the capital income tax to alleviate the double taxation of corporate profits. These

discontinuities create strong incentives for firms/owners to respond by e.g. adjusting

their income or changing their investment choices. For example, the marginal tax

rate on dividends (including corporate taxes) jumped from 28% to 40.5% at 90,000

euros between 2006 and 2011. The discontinuities have also changed several times

over the past decade, creating additional variation.

I use bunching method developed by Saez (2010) to measure the responsiveness

to these dividend tax schedule discontinuities. I find exceptionally clear dividend

payment responses to tax rates, with elasticities ranging from 0.5 at the monetary

thresholds to 3.6 at the net asset thresholds. This implies that a 1 percent increase

in the net of dividend tax rate increases taxable dividend income by 0.5-3.6 percent,

which is a very large response. However, the elasticity parameter obtained using the

bunching method does not compare to the structural costs of taxation as it captures

tax planning and other channels that affect dividend pay-out.
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I examine the potential mechanisms driving the bunching at the thresholds using

changes in the dividend tax thresholds. Moving the dividend tax threshold brings

new firms into the range of the higher marginal tax rate. I use similar size firms with

different ownership shares as treatment and control groups. I find no statistically

significant responses in investment or output. Further descriptive analysis on the

asset structures of the firms suggests that most of the payment response may be due

to inter-temporal income-smoothing, as the balance sheets reveal firms at the tax

thresholds accumulating financial assets in the firm. In other words, firm owners

avoid the higher dividend tax brackets by retaining earnings in the firm, which is in

line with the new view and the capitalization of the dividend tax (Auerbach, 1979).

Retaining profits has several tax benefits. In addition to avoiding the higher tax

bracket, the retained earnings increase the firms’ value through increased net assets,

and therefore, allows for a higher amount of dividend to be distributed in the lower

capital income tax bracket in the future, as the tax schedule depends on the net

assets of the firm. Also, some forms of capital income are taxed more lightly when

received by a firm, so saving through a firm is lucrative. This is likely to additionally

boost the capitalization of dividend taxes into share values. Finally, by studying the

income composition of firm owners around the time of tax changes, I observe that

firm owners engage in income-shifting across wage income and dividends to minimize

their tax burden, although the gross income received from the firm did not change.

The effects of corporate taxes on small firms

The third chapter is an essay about the impact of corporate taxes on small firms,

co-authored with Jarkko Harju and Tuomas Matikka. In this study, we look at how

small firms and their investment and production choices respond to a corporate tax

cut. There is little evidence on the impact of decreasing corporate tax rates on firms

and especially on small firms, even though these have been described as playing a key

role in spurring economic growth and employment (Decker et al., 2014). We study

a 4.5 percentage-point reduction in the corporate tax rate in 2014 in Finland. This

corporate tax cut was combined with a dividend tax increase that left the effective

shareholder-level tax rate mostly unchanged. As discussed earlier in this introduc-

tion, the owner and firm-level taxes induce somewhat different incentives. Thus, this

exceptional tax cut allows us to focus solely on the effects of firm level tax and empir-

ically analyze the differential incentives of taxes set at the firm level in comparison to
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owner level taxes. The relatively large tax cut together with detailed administrative

data covering all Finnish businesses enables us to analyze the effects on multiple firm

outcomes.

We use a difference-in-differences method with a similar-sized and comparable

partnerships as a control group. Partnerships are taxed directly at the owner-level

and they do not face a change in their taxation. Our analysis focuses on small firms

with annual sales below 2.5 million euros. In addition, to ensure the comparability

of corporations and the control group, we apply weights based on industry-size cate-

gories to avoid differential trends among industries or sizes affecting the results. Our

empirical approach is validated with parallel pre-trends among the treatment and the

control group. We study the effect of the tax cut on investments relative to existing

capital assets, which is the main outcome variable in earlier literature studying the in-

vestment effects of corporate taxation15. We find no significant investment responses

in the stock of productive capital after the tax cut.

Next, we examine the impact of the tax cut on other outcomes reflecting the

business activity of firms, including sales, labor costs, input use, value added and

firm entry. While we find no investment effects, there is an increase in sales and

input usage of the treated firms, implying a higher growth rate after the tax cut.

Dividing the corporations between two groups with passive and active owners, based

on the ownership type, reveals that this positive impact on sales is fully driven by

entrepreneurs who actively work and manage their firms. As this tax cut is effectively

a cut in the tax on retained earnings, it suggests that, for small firms, owner effort

and role plays an important part in how this cash injection within the firm is spent.

This evidence extends the result by Chetty and Saez (2010), who argue that there

is a conflict of interest between managers and shareholders regarding which may

lead to inefficient allocation of retained earnings, further leading to differentiating

investment and dividend pay-out choices. Our results highlight that investment is

not the only relevant decision margin when studying the effects of corporate taxation

and that, especially among closely held small firms, the owner’s efforts may affect the

response to a tax change. Interestingly, we find no statistically significant differences

in responses for more or less cash-constrained firms and no effects on firm entry,

suggesting that these channels are not driving our main findings.

15See e.g. House and Shapiro (2008), Zwick and Mahon (2017), Ohrn (2018) and Maffini et al.
(2019)
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Does household tax credit increase employment?

In the fourth chapter, I focus on household tax credit (HTC), and the chapter is

coauthored with Jarkko Harju and Tuomas Kosonen. HTC is a tax credit for con-

sumers using household services with the aim of increasing employment in the service

sector and curbing tax evasion. HTC aims to increase employment via increased

consumption, but there are a few prerequisites. First, the consumer needs to per-

ceive the HTC as a price decrease to respond to. This is not evident, as discounting,

mental budgets, and uncertainty regarding the system may affect the perceived value

of the credit. Then, the lower prices in turn need to induce greater demand for the

services, implying a positive demand elasticity with respect to prices. If the demand

for services increases due to the tax credit, then the next condition is to have supply

effects. Effectively, if supply is not elastic and the amount of services produced does

not increase, it leads to an increase in before HTC consumer prices, with no effect

on consumption or employment in the sector. The second aim of HTC, cutting down

on tax evasion, is based on customer reporting. The HTC incentivizes customers

to require receipts for their payments so that they can claim tax credits. To claim

the tax credit, the taxpayer is required to report the transaction to the tax author-

ity. This may increase the tax compliance of firms, for example through the fear of

cross-checking by the tax administrators leading to an audit.

We use reforms in the HTC system together with data from Finland and Sweden

to study how the HTC reaches its goals of increasing demand and curbing tax evasion.

In addition, we explore the distributive consequences of HTC. We use data on firm-

level monthly value added tax reports, annual income tax filings and individual-level

reports of the use of HTC obtained from the Tax Authorities in Finland and Sweden.

We focus on understanding the causal impacts of the HTC policies on consump-

tion of household services in Finland and Sweden. For that purpose, we utilize two

empirical settings to do this. First, we compare household service industries between

Sweden and Finland. The countries share similar cultures, apply similar income tax

rules, and most importantly, apply similar institutions regarding to HTC. We use

the adoption of the current HTC system for cleaning services in Sweden in July 2007

as variation, and Finland, which already had the HTC system in place, as a control

group. In addition, we study the responses to a change in the Swedish HTC system in

July 2009, in which the HTC system was reformed so that firms claimed the HTC on

behalf of consumers, making the tax credit’s effect on prices faced by consumers more

17



immediate. We use these sources of variation to study the effects of HTC tax credit

on the cleaning industry. We find no increase in the reported value of sales among

cleaning firms in Sweden relative to the Finnish firms after the introduction of HTC

for cleaning services in Sweden. The main identification assumption of our empirical

approach is that the value of sales among cleaning service firms follow each other

across countries. We find that the pre-reform trends are very similar, validating our

empirical approach, and mitigating the potential concern that the two groups would

not be comparable. Around 2007 there were no other concurring changes that could

have affected the results.

In our second setting, we study the renovation industry with a particular focus

on Finland and use other similar industries as a domestic control group. Finland

increased the amount of maximum tax credit from 1150 to 3000 euros for the reno-

vation industry in 2009, and our empirical strategy is to compare firms operating in

the renovation industry with our matched control group before and after 2009. We

use a domestic control group by matching Finnish firms from similar industries that

seem to follow similar economic trends prior to the reform. For the matching we

use a CEM algorithm that also weights the control group observations to match the

treatment group even more closely. The control sectors include e.g. car repair and car

retail. We do not find evidence of any response in sales of renovation services after

the increase in maximum HTC relative to the control group, suggesting negligible

demand elasticity with respect to the size of HTC, similarly as for the cleaning sector

results.

Finally, a descriptive analysis with the administrative data shows that a relatively

large share of individuals claiming HTC make costly mistakes in their reports to the

tax authority. This shows as a large excess mass of taxpayers bunching in a ”wrong”

threshold, without any other reason than their misunderstanding of the claiming

system. Our descriptive analysis also shows that the HTC is highly regressive – higher

income households use HTC to a much greater extent than lower income households,

and very poor households do not utilize HTC almost at all. In addition, as the HTC

is tax credit from income taxes, those who do not pay enough taxes cannot utilize

the full amount of HTC.
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