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Overview

A report by Hausman (2010) claims that the Resource Super Profits Tax proposed in Australia in May 2010 (Treasury of Australia 2010) was distortionary because it did not allow deductions when companies exercise real options.  This paper shows that standard financial theory leads to other conclusions, and discusses some other points made by Hausman.  The proposed tax system did not necessarily distort the choice to close down an operation with large losses carried forward.  However, there could be some transitional problems, and the introduction of the system could increase perceived sovereign risk.  This must be weighed against adverse effects of other distortionary taxes.
Methods

The method used in this paper is purely theoretical.  Standard theory from financial economics is applied to the decision problems of a resource extracting company which is subject to taxation.
Results

A proportional tax on non-financial cash-flows with immediate payout when there are negative cash flows is known in the literature as a Brown tax, Brown (1948).  This tax is neutral also when there are real options, i.e., managerial flexibility, cf. Sureth (2002).  The Resource Super Profits Tax proposed in Australia would be neutral in the same sense.
The type of tax considered here is different from the corporate income tax considered by McKenzie (1994), who also analyzes the possible tax distortions on real options under taxation.  He concludes that an extra term must be added to a neutral tax depreciation rate, reflecting the uncertainty.  But his is a different concept of neutrality, involving the taxation of all alternative investments.
As compared with the Resource Rent Tax proposed by Garnaut and Clunies Ross (1975), the RSPT has a new feature, the refund of unused deductions in case a company closes down operations without having been able to effectively deduct all costs.  This might act as an incentive to close down prematurely, in cases when assets should instead be sold to other companies.  However, it is shown that a possible interpretation of the rules would prevent such adverse incentive effects.
One possible criterion for evaluating the RSPT, and in particular the transition to the RSPT, is whether the transitional rules would have effects as if the RSPT had been introduced before existing projects were started.  The RSPT fails according to this criterion because it gives no increased tax relief for failed projects, but increases taxation of successful projects.
Another possible criterion is whether the RSPT is neutral vis-a-vis decisions in the future.  The answer is yes, as a first approximation, since there are no income effects in the standard, neoclassical theory of the firm.  But there is one important reservation:  The transitional rules do not provide for payout of the tax values of unused deductions for costs incurred before the introduction of the RSPT.  This will act as a subsidy to alternatives that increase the probability that those costs are effectively deducted.  Two extreme alternative formulations of the transition rules would both have avoided this:  The previously incurred costs could have been treated like new costs, with the possibility of a payout, or there could have been no deductions at all for previously incurred costs.
Conclusions

Based on standard economic theory we conclude that the RSPT which was proposed in Australia was a neutral tax for activity to be undertaken after the introduction of the tax.  For the decision to close down, this depends on the exact interpretation of the rules.  For activity started before the introduction, the transition rules failed to establish neutrality in one respect, that previously incurred costs would not get the guaranteed tax relief available for costs incurred after the reform.
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