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1. Introduction   “Innovation; the dominant source of economic growth”
The modern economy has started approximately two hundred years ago when the industrial revolution took place. All the time since then, innovation has been the dominant source of economic growth.   In 1769 when James Watt invented steam engines, the industrial revolution has started.  In the second half of the 19th century, it was the era of great inventors, because the genius persons like Edison or Marconi appeared one after another and played the leading role of innovations.   In the midst of the 20th century, the R&D centers of great corporations like GM or GE were the leaders for innovations.   The economies of each era were pulled along by such driving engines, namely, innovations.   The innovations had been resting upon once the individual great inventors and, after that, the R&D centers of great corporations.  Around when the 21st century has started, however, a big change happened to this situation.   As mentioned in Engines of Innovation
written by Rosenbloom and Spencer and The Innovator’s Dilemma 
 written by Clistensen, neither the individual great inventors nor the R&D centers of great corporations hardly could play the innovator roles any more.
Who has taken over the innovation leader?  The answer is “a new form of company whose typical example is the US limited liability company (US-LLC).”   In the US and European countries, the new type companies have rapidly taken over the innovation leader.   The new form company is different from the existing corporate form in many ways.   The new form company has its original model in ‘partnership’ which was used by, for instance, East India Company about four hundred years ago.  The features of the new company form are; a) closely held firm which means flexible and autonomic firm, b) partnership accounting
 and partnership taxation, and c) limited liability which is newly developed for the partnership accounting, in which accounting it is not mandatory to have an account of asset.
 
Although all the features a)b)c) are indispensable for innovation, only the feature b) will be illustrated in this paper due to limitations of space.   The actual example to explain the feature b) is the business of exposure tool which is one of the semiconductor manufacturing equipment.   As shown in the Figure 1, ASML whose base is in Holland Europe is remarkably emerging in this business field since around 2000.   ASML had been an SME which was start-upped in 1984 by a few people who spin-outed from Philips, a Dutch electrical apparatus corporation.   Such an ex-small company; ASML, however, is now pressing hard on Nikon whose worldwide share used to be the No.1 by far.   While, in around 2000, an innovation has happened and changed the light source of exposure tools from mercury lamps to excimer lasers, one could assume that ASML, making use of this innovation as a springboard, has achieved a reform in plant and equipment, by using the partnership accounting and partnership taxation. 

On the other hand, Fujimoto ascribes the rapid prominence of ASML to its superiority in scientific adjusting ability (Fujimoto, 2006)
.   However, the difference in tax burden as shown in Figure 2; namely, about sixty million dollars per year (37% tax burden) for Nikon and ten million dollars per year (4% tax burden) for ASML, could give another explanation that the scientific adjusting ability of Nikon should be superior to ASML, because Nikon is fighting with ASML on even terms, as shown in Figure 1, in spite of being handicapped by its heavy tax burden.   
In Japan, in 2005 and 2006, Japanese-LLP and Japanese-LLC have been introduced in the civil law and the company law, respectively.   However, they are still in the frame of existing corporate law.      Unfortunately Japanese lawmakers have not yet understood what the US and Europe call as ‘legal innovation’.
 
   In 1980’s, one could assume that the US and the UK have been aiming at utilizing not the governmental functions but the marketplace mechanism in order to facilitate the financial national circulation.  In addition, they assumably have started exploring the tax system to maximize the national economic scale.   In the beginning, this policy has not increased investment from the private sector, in despite of the initial intention.   However after many twists and turns of a quarter of century, finally they arguably have found the optimal tax system ( an answer to the question; Who should pay?, When to pay?, How much tax to pay?, and the question; In order to maximize the economic national scale, namely, to maximize the national tax revenue, who, when, and how much?   In this paper, the authors will analyze the partnership accounting and partnership taxation from this point of view.   

2. Innovation unaccountability

First, let the authors explain why the great inventors and the R&D centers of great corporations had become unable to play the role of innovators any more.   In short, it’s due to that the innovation unaccountability had become larger and larger. 
“Innovation is internally accountable, but externally unaccountable.” is the underlying principle.   Innovation is(when viewed from the internal people(accountable, but(when viewed from the external people(unaccountable.   For instance, the term; “Innovation Plan”, which is often used by Japanese, is a kind of oxymoron.   If things go as planned, then it could not be called “innovation”.   If things go not as planned and unexpected good things happen, then it could be called “innovation”.
A nuisance accompanied with the innovation unaccountability is the difficulty of fund raising.   For instance, a corporate which will carry out a theme accountable to ordinary people can raise fund by issuing stocks to the public security market.   However, how about when embarking on a theme “unaccountable” to ordinary people?    Indeed, not only 200 years ago but also now, innovation unaccountability has been existing all the while.   So, the difficulty of fund raising always exists.    But the difficulty of fund raising in the era of great inventors was as small as the individuals could manage to cover, and the difficulty of fund raising in the era of R&D centers of great corporations was still as small as a single corporate could cover.   Edison was a famous King of debtors.   GM and GE were the modern corporations which are defined by Alfred Chandler (Chandler, 1962)
.   This kind of modern corporation has plural department organizations and has the maximum amount of capital accumulation for a single stand-alone entity.   So, such modern corporations could handle the maximum amount of money in those days.

When approaching to the 21st century, however, innovation has got another name, Death Valley, where the explorers inevitably endure a tremendously huge and long term deficit, all the same time, the probability to come out there alive is hopelessly low.   Therefore the field of R&D has become a tragic sight filled with a heap of corpses.
3. Innovation Policy difference between Japan and the West
After reaching to the era of Death Valley, the innovation policies of Japan and the West have become clearly separated.   Toshimitsu Mogi; minister of science and technology of Japan in 2004 said; “Science and technology are objective issues, so that we can compare them and evaluate them.” (Asahi Newspaper, 2004)
   As one can see from this statement, Japan has failed to understand the innovation unaccountability.   So, exaggeratingly speaking, Japan has repeated national projects which have pumped public money into themes that an A4- sized resume could account for.   In other words, even in Death Valley era, Japan has continued to request a challenge for innovation to fulfill accountability of the project success.
On the other hand, Jean Noel Durvy; head of the innovation policy unit at the Directorate-General for Enterprise in European Committee in 2002 said, “It is notoriously difficult to predict the industries or technologies that will drive future economic growth.” (Tiscar, 2002)
   In addition, Innovate America; so called Palmisano Report said (page 8)
; “Where, how and why innovation occurs are in flux – across geography and industries, in speed and scope of impact, and even in terms of who is innovating.”   As one can see from these statements, the West understands what the innovation unaccountability means.   And they have invented a smart scheme in which a huge amount of money --- from partners like Bill Gates or CVC’s (Corporate Venture Capital) like Intel Capital Inc.; those who need the innovation, those who can appraise the innovation, and those who gain a huge income from the other source than the innovation --- will be injected into the researchers who have got a serendipity.   Serendipity means an invention or discovery transpired from an insight or intuition.   So, serendipity is substantially unaccountable to ordinary people.  And the most important point is that, in this scheme, those money suppliers can enjoy tax saving in large amounts. (Saito, 2006b)
 
The readers might have a question; “Does it facilitate innovations if we predict the future innovative technologies and cut the tax rate of the related corporations?”   The answer is “No”.   No good at the following two points.   One point is that the future innovative technologies are unpredictable, due to the innovation unaccountability.   In other words, if it is predictable for ordinary people, then it is not innovative.   Another point is that even if the future innovative technology were predictable for ordinary people, corporate income tax = profit ( tax rate, and the innovation challengers explore the Death Valley, which means “no profit”, or rather, “a huge deficit”, so that the taxes laid on them are always zero, whatever tax rate they are imposed.   Therefore, the tax break in corporate income tax rate has no incentive for innovation challengers.

4. Partnership Accounting and Partnership Taxation

A social renewal from Keynesian Economics toward Neo Classical Economics (or The Third Way Economics) has started in about 1980 in United Kingdom and the United States, and it is still on going.   The principal guideline book of this social renewal is Free to Choose written by Milton & Rose Friedman
.   In its chapter ten; The Tide is Turning, there are such sentences as;

The corporate income tax, too, is highly defective.   It is a hidden tax that the public pays in the prices it pays for goods and services without realizing it.   It constitutes double taxation of corporate income – once to the corporation, once to the stockholder when the income is distributed.   It penalizes capital investment and thereby hinders growth in productivity.   It should be abolished.
So clearly has Friedman proposed to abolish the corporate income tax as above, he has also proposed to repeal the present Sixteenth Amendment of the US constitution, which is authorizing income taxes.  In exchange, he has proposed to replace it by the following lines;

The Congress shall have power to lay and collect taxes on incomes of persons, from whatever sources derived, without apportionment among the several states, and without regard to any census or enumeration, provided that the same tax rate is applied to all income in excess of occupational and business expenses and a personal allowance of a fixed amount.   The word “person” shall exclude corporations and other artificial persons.
In the substantial meaning, US has completely responded to and put in practice the proposal of Friedman to abolish the corporate income tax.   A research group in US Internal Revenue Service (IRS); Tom Petska et al. on SOI (Statistics of Income) has collected and analyzed the tax data of all firms over the US from 1980 to 2002.   They have analyzed the effects of tax reforms on the structures and behaviors of US businesses.   Borrowing their technical terms, the tax reforms implemented by the administrations of Reagan (1981-89), Bush Sr. (1989-93), Clinton (1993-2001), and Bush Jr. (2001-) are summarized as follows (Petska, et al., 2005)
;
Actually, almost no reforms have been implemented on the double taxed firms, namely IRC (Internal Revenue Code) Subchapter C corporations (or simply C corporations).  On the other hand, several tax reforms, as alternated, have been implemented on the firms whose profits are taxed at the individual capital contributors.   To tell the detail, the latter group includes two kinds of firm form
 -- IRC Subchapter S corporations (or simply S corporations) and partnerships whose taxation is regulated by IRC Subchapter K --, both of which are not taxed at the enterprise level but whose income similarly passes through to their owners, where it is subject to tax.   As a consequence of the reforms, there has happened a shift in overall business activity from the former group to the latter group.   As is shown in Figure 3, overall, the data for net income less deficit (earned by all firms over the US) -- 317B$ in 1980 and 1088B$ in 2002 – still shows the dominance of C corporations, although their share of the total declined precipitously, plummeting from 80% for 1980-1981 to 39% for 2002. (Petska et al., 2005)

In large, the tax reforms have been implemented through two stages, S corporation reforming by Reagan administration and the partnership reforming by Clinton administration. 
Figure 4 is plotted by the authors using the IBD data of Tom Petska et al.   It shows the rise and fall transition in number of each form of firm in the US.   As mentioned above, C corporation means an old type corporation which is double taxed.   From Figure 4, one can see that, in 1986 when Reagan administration has enacted The Tax Reform Act, the number of C corporation has started decreasing and the number of S corporation has started rapid increasing, and in 1993 when Clinton administration has been inaugurated, the number of C corporation has again started decreasing and the number of partnership, especially LLC has started rapid increasing.   

Friedman’s proposal to abolish the corporate income tax has been accomplished by refining the form of firm whose income passes through to its owners, where it is subject to tax.   More precisely, it has been accomplished by refining partnership accounting and partnership taxation, although the actual abolishment process is different from what Friedman has expected.   For instance, it’s not needed to amend the US constitution.

The US corporate income tax has been abolished in the substantial meaning.   To illustrate this, the authors will explain (1) what is “equity contribution” and what is “ownership” (2) corporate accounting, corporate taxation and partnership accounting, partnership taxation, (3) tax burden ratio, and (4) a real example; comparison of tax burden ratio between Nikon and ASML.   A quick preview, if requested, could be as follows.   If we would utilize partnership accounting and partnership taxation, we could run a company whose tax burden is substantially zero.

4-1, What is “equity contribution”,  What is “ownership”.
“Equity Contribution” means “transferring the ownership of tangible or intangible capital to a company” and also means “the equity contributor must take over, to some extent, the outcomes of the business.”     For instance, if the business would make capital gain, then the equity contributor would get the appropriation, but if capital loss, he must take over a portion of the loss.   The counterpart word is “loan”.   “Loan” means “lending goods to a company” and also means “the lender is entitled to get a regular interest from the business, regardless whether gain or loss the business would make during the contracted term.”
“Ownership” consists of the three elements; “control of use”, “entitlement of income”, and “control of transfer (or alienation)”. (Saito, 2006c)
   While these three elements are handled as if they were one piece, these are recently unbundled and the separated contents could be flexibly defined so as to correspond to the actual individual situation, as is explained in the following sentences. (Dixit, 2006)
 

Suppose Mr. A contributes equity, his own land, to company B.   Then, the land becomes an asset owned by company B.   If both Mr. A and company B are residents in Japan, “Owner; Mr. A” on the registry book will be scratched out, and it will be replaced with “Owner; Company B”.   After this equity contribution, Mr. A loses rights related to the land, and in replacement of the lost rights he gets a share of company B in proportion to the value of the contributed land, namely, the equity.    Iwai (2003)
 calls this scheme as “two-storied structure of ownership” as is shown in Figure 5.
Let us take a closer look at the ownership transfer, element by element.   First of all, the control of use is transferred to company B in the consequence of the contribution.   After that, the manager of company B becomes able to utilize the land, namely, able to do a business and make some profit.   So, Mr. A gets a portion of the profit in proportion to his share in the company.   Such portion of profit is called as “dividend” in a corporate company and “allocation” or “distribution” in a partnership company.
   The reason why they have different nominal designations is that a corporate and a partnership have different ways to transfer the entitlement of income.   If the company is a corporate, then the entitlement of income is transferred to the corporate entity, but if a partnership, then the entitlement of income is never transferred to the partnership entity.   Even after contributing to a partnership, the contributors still keep the entitlement of the income.   In the case of corporate, the profit is owned by the corporate, so that the corporate income tax is laid on the corporate income, and after that the residual profit is divided into the contributors.   In the case of partnership, the profit passes through the partnership entity so that the whole profit is allocated or distributed directly to the contributors.   By the by, an equity-contributor to a partnership is called a partner.   Both a natural person and a legal or artificial person could be a partner.
Such retainment of entitlement of income as mentioned above is the most important feature of the contribution to a partnership.   As is explained in next section, “pass through taxation”; the most important feature of partnership taxation is derived from this feature; the retainment of entitlement of income.
Let us back to the main topic; the elements of ownership.   The mode of equity contribution is more segmentalized by whether or not the control of alienation is transferrable to the debtee in case nonperforming like a debt default happens.   “Recourse” means that the control of alienation of the contributed capital, namely “equity”, is transferable to the debtee.   “Non-recourse” means that the control of alienation of the equity is not transferable to the debtee.   The varieties of equity so far are enumerated in Table 1.

When a debt default happens, the difference between recourse and non-recourse becomes perceptible.   “Recourse” means that the enforceability, which means that the control of alienation of the equity is enforced to be transferred from the contributor or the company to the debtee, is validated.   If a nonperforming of contract such as debt interest default happens, the control of alienation of the recourse equity will be transferred to the debtee, bur that of the non-recourse equity will not.   Even if a bankrupt happens, the control of alienation of the non-recourse equity will not automatically transfer to the debtee.
“Non-recourse equity” is a newly developed oxymoron.   In old days, all equities were recourse, so that “Loan” necessarily meant the warranty of the capital, namely asset backed loan.   So, loan used to be thought as lower-risk than equity contribution.    But now that both recourse and non-recourse equity become settable to a partnership, “loan” doesn’t necessarily mean low-risk.   For instance, a non-recourse loaner could, in the worst case, thoroughly lose his original principal due to a bankrupt, and to make matters worse, it could be very likely that the non-recourse loaner had got very low rate interests up until the bankrupt.   Generally speaking, start-up partnerships do collect money only by collecting equities, never by collecting loans, so that all the equities of the start-up partnership are usually non-recourse.   A partnership in its business expansion phase, however, may collect funds by collecting loans.   And if the wannabe loaner requests that his lending money or goods should be asset backed, namely he claims a recourse loan, then somebody’s contributed asset, namely an equity, is elected to be a “recourse asset”, which means “an asset whose control of alienation may be automatically transferred to the loaner if the nonperforming such as debt interest default would happen”.
Generally speaking, all the equities contributed to a corporate necessarily are recourse equities.   In other words, non recourse equities are not allowed for corporates, because the limit of the liability of a corporate is always defined as the amount of the assets of which the corporate has the control of use.
An intangible asset like an intellectual property is inseparably related to the original proposer person, namely the inventor’s brain.    So, if the ownership of the intangible asset is forcedly separated from the originator, namely transferred to the black stranger, the value of the intangible asset is lost.    In other words, intangible assets can keep their value, only when owned by their originators.   Furthermore, it could be said that nobody knows how much wealth would be extracted from the intangible asset after the utilization.    Consequently, the best way to contribute an intangible asset to a company is laid in the non-recourse equity contribution to a partnership, by which neither the entitlement of income nor the control of alienation are transferred to the partnership.
Let us explain the difference between “loan” and “non-recourse equity”.   While both are the same in the two points; “transferring the control of use” and “not transferring the control of alienation”, they are different in dealing with the entitlement of income.   While the non-recourse equity contributor should take over both the capital gain and, in case, the capital loss, the loaner could enjoy a regular and fixed rate of interest, despite the business performance goes rightly or wrongly.   Furthermore, in case the company causes a damage to third party people who are not partners nor intended creditors, the non-recourse equity contributor shall indemnify the loss, in other words, shall take over the liability to some extent, but the loaner doesn’t have to at all, in spite of whether recourse or non-recourse the loan is.   In short, “loan” is relatively low-risk and almost always low-return, while “non-recourse equity” is relatively high-risk and almost always high-return.   For the rough sketch, see the Figure 6. 
4-2  Corporate Accounting, Corporate Taxation and 
Partnership Accounting, Partnership Taxation
In Figure 7, corporate accounting and partnership accounting are schematically shown.   Corporate accounting, which Japanese people know well, is B/S P/L which means balance sheet and profit & loss.  They are consisting of five elemental accounts; capital account, debt account, asset account, revenue account, and cost account.   In each account, the amounts of money corresponding to goods and debts owned by the corporate are enumerated.   In addition, those amounts of money shall be fair market values (FMV) and/or shall be values which are appraised by the authorities appointed by the court.   In short, the corporate accounting shall be always accountable to the external people and public people.
On the other hand, partnership accounting (Saito 2005)
 has only capital accounts each of which is corresponding to the individual partner (Stokes, 2003)
.   Depending on whether it is start-up phase or running phase, the partnership accounting is differently used.   In start-up phase, assessed values of capitals (tangible or intangible) contributed by each partner are enumerated in the corresponding capital account.   Those assessed values don’t have to be fair market values (FMV) nor values which are appraised by the authorities appointed by the court, because partnerships are closely held firms.   Assessed values where a consensus within the partnership reaches suffice as the legitimate accounting.   These values are called bases.
      These bases determine each partner’s share, appropriation ratio, and liability.    In running phase, annually calculated capital gain or loss are shared in proportion to the share and allocated into the individual partners’ capital accounts.  The partnership accounting doesn’t have to be accountable to the external people.   The partnership accounting is the accounting to the internal people.
In running phase after start-up, both a corporate and a partnership make profit or loss. (Both profit and loss will be called “profit” hereafter in this paper.)  In the case of a corporate, the profit calculated by the business accounting may be different from the profit calculated by the tax accounting.   The ground of such difference is the theory of tax bearing capacity, in other words, the theory of ability to pay tax.   Under this ground, the taxable income is defined as the potentially possible profit which should be realized when the assets owned by the corporate are fully utilized.   So, taxable income may be different from the profit which the corporate realizes and calculates.
For example, in Japan 2001; a deep recession year, many enterprises had executed massive job cuts.   So, dismissal allowances with extra premium for the fired people had accounted for heavy costs in business accountings of those firms.   But those dismissal allowances with extra premium were not deductible from the taxable incomes, because the resources of employees should, in the theory of tax bearing capacity, make not such heavy costs but profits.
  This type of difference between corporate business accounting and tax accounting is called “tax-book difference”.   In Japan 2001, there were many corporates which had three times or more taxable income than the profit which is calculated by the business accounting.   While the statute income tax rate of Japanese corporate, which is the sum of income tax, sales tax, and residential tax, is about 40% of taxable income, but actually in 2001, this sum divided by profit in business accounting was 130% on an average of all Japanese listed corporates. (Nikkei Newspaper, 2006)

In partnership accounting on the other hand, there is no tax-book difference.
    In the first place, a partnership has no asset whose entitlement of income is transferred to the partnership.   So, a partnership can not earn any profit nor income.   Indeed the business activity makes profit, but the profit is earned not by the partnership, but by the partners.   Just for convenience of calculation, a partnership is deemed to be a “unit”, and the sum of the profits earned by the unit is calculated.   Using the internally effective depreciation rate and other internal rules, the partnership calculates cost, revenue, and profit ( = revenue – cost).   The profit is, however, directly allocated to the individual capital accounts of each partner in proportion to each share.   In short, the profit is passed through the partnership, and is shared with and passed into the partners’ capital accounts.
Partnership tax return to tax authority is quite simple.   The realized profit will be recognized “as it is unchanged” by the tax authority.   The amount of profit and the allocations both decided by the internal rules, not by the tax authority’s rules, are filed to the tax authority.  There is no tax-book difference.  First of all, the partnership informs the tax authority of all the information about allocations, using a form of schedule (ex. Schedule K-1 in the United States).   Second, the partnership informs the tax authority of all the information about its annual growth or reduce in its capital as a whole, using a prescribed form (ex. Form 1065 in the United States).   After that, each partner sums up such allocated amount and his own individual income earned by other places than the partnership, and informs the tax authority of such individually summed up income amount.    Finally, the tax authority will decide the tax charge for each partner, by multiplying the summed up income by the prescribed tax rate, and will lay the tax charge on the partner.   The partner will pay such decided tax charge.
Here should be noted the following two points.   First, in the case of profit of positive sign, the allocated amount stays in the capital account of the partner, which means, the real cash is never handed out to the partner.   Still, the partner should pay the tax charge laid on such virtual income, by cutting into his real income earned by the other places.
Second, in the case of profit of negative sign, namely deficit, all the same the allocated deficit stays in the capital account of the partner, which means, the partner’s real money in hand never reduces.   However, the partner could enjoy tax saving by utilizing this deficit.   For instance, a partner whose income tax had been deducted at other source could get tax benefit by cash.   Tax benefit; (such allocated loss ( the income tax rate) is given to the partner.   As will be shown later, partners can return or transfer this tax benefit back into the capital account in the accounting of the partnership.    In partnership accounting, such returned tax benefit is called as “Benefit from income taxes”.
Discussions so far lead to an interesting fact that, for a partnership, registering a deficit is not necessarily harmful to the company if partnership accounting and partnership taxation are applied to the company.   Rather, if the partners are enjoying large profits from other places, the partnership is recommended to take the full gamble, sink or swim.   If the gamble goes well, it is good for sure.   But if the gamble fails, still the partners could enjoy tax saving.
On the other hand, in the case of corporate accounting and corporate taxation, especially for a corporate which has assets, it is harmful to register a deficit in the business accounting.    Because the assets always make a positive taxable income by the theory of tax bearing capacity and such positive taxable income always makes a positive tax charge, those all might have a good chance to make a situation; “adding insult to injury”.   In usual deficit-on-book cases, where the operating income and the ordinary income are negative, the corporate had better sell its own assets such as idle lands in advance of so-called ground-floor opportunities to make an extraordinary profit and make the pre-tax income slightly positive.   This remedy mitigates the damage to corporate.    Let us say “no insult to injury” or “ no tax on deficit”. 
So far, only the dark side of tax bearing capacity theory installed in corporate taxation is illustrated.    This theory, however, has both merits and demerits.   More likely, in old days it used to have substantial merits.   True, the previous example; a massive job cut causes a heavy tax, but to put it the other way around, it is a healthy deterrent against an easygoing restructuring.   The tax bearing capacity theory used to be a good guideline to lead the management of corporates to make the best --- in adverse circumstances --- or the most --- in favorable circumstances--- of its own resources and equipment, to earn steady incomes, and to pay steady taxes.
However, approaching to the 21st century, innovations have been getting very much drastic.   For instance, recently it is very popular for companies to abandon newly bought equipment, to renew equipment, and to depreciate at a breath those renewed equipment.   In addition, such creative and destructive renewal of equipment is not just recommended but necessary for the creation of social and economic value, namely technology innovation.   It is the era not of “Pain before Gain” but of “No pain, No gain”.   Perhaps nothing comes out of the pain, but it is 100% certain that if you get no pain then you get nothing.   The era; “Death Valley venturing is a must” has come.
4-3  Tax burden ratio
In first place, corporates are installed with tax bearing capacity theory.  Consequently, the tax rate laid on the corporate income, “corporate” of which is translated into “hōjin” in Japanese language, is defined not by the denominator of the profit in business accounting, but by the denominator of the taxable income in tax accounting as follows; 
  Corporate income tax rate  =  income tax  /  taxable income

Corporate income tax rate is about 40% for both Japan and the US, about 35% for Europe, and about 28% for Korea.   “Such heavy burden is one of the reasons why Japanese competitiveness has been lost.” is lately and often reported about in the media.   The authors might as well agree to the opinion; “It would undercut the competitiveness to lay a hasty tax on the business profit.”   However, Japan and the US are the same level of corporate income tax rate and still the US competitiveness is sound.   So, the claim; “The heavy corporate income tax rate undercuts Japanese competitiveness” seems to be lacking in the accuracy.
The center of company system is not “corporate” any more.   One can see this is true, judging from the data of Petska et al.   So, in such situation – corporates are no more the center --, the international comparison in the corporate income tax rate could play  less important roles.    Therefore, the authors propose a new indicator; tax burden ratio in order to show the actual tax burden laid on firms.   Briefly speaking, this indicator shows how much tax is paid from the profit which is earned not by the tax bearing capacity theory but by the actual business activity.
 Tax burden ratio  =  income tax  /  business profit
Note the following six points.

1) In the case of corporate accounting, the “business profit” in the denominator means the net profit before tax.   The extraordinary profit earned by sale of assets such as idle lands, for instance, is included into the “business profit”.   In the case of partnership accounting, it means the profit (or capital gain) decided by the partners’ internal discussion.
2) In the case of financial statements where both corporate activities and partnership activities are stated, the sum of both the net profit before tax of corporates and the capital gain decided by the partners’ internal discussion is adopted as the “business profit” in the denominator.
3) The “income tax” in the numerator means the sum of taxes laid on the income.   In the case of Japanese corporate, corporate income tax (national tax), business tax (local tax), and residential tax (local tax) are included.   Paid tax from the dividend, if any, is not included.   If there are tax allowances by tax credit or some such, the “income tax” should be given as such subtracted amount.
4) When the “business profit” is negative and the “income tax” is positive, it is impossible to define the tax burden ratio.
5) When the “business profit” is negative and the “income tax” is negative, the tax burden ratio should be called tax benefit ratio.
6) When the “business profit” is positive and the “income tax” is negative, the tax burden ratio should be negative.
[Example 1; HYNIX, a Korean semiconductor maker, 2005]

HYNIX, a Korean semiconductor maker has recorded a big loss in 2005, because they have made a strategic alliance with STmicroelectronics, an European semiconductor maker.   In 2005, the HYNIX main body has recorded a gain, but it has been surpassed by the big loss by the strategic alliance.   Therefore, the consolidated financial statement has recorded a big “benefit from income taxes”.    So, the tax burden ratio was -19.2% in 2005.

(Unit; a thousand Won)

Net profit before tax

1,523,924,090
Benefit from income taxes
  293,485,094

Tax burden ratio


       -19.2%

[Example 2; All partnerships over the U.S., 2002]

According to the IBD data by Petska et al, all partnerships (2,242,069 companies) over the US have recorded 8.3% for the tax burden ratio on an average.
(Unit; a thousand $)

Net profit before tax

  439,761,741

Taxes paid


   36,416,569

Tax burden ratio


         8.3%
[Example 3; Japanese listed corporations, 2005]

According to the article on Nikkei newspaper (1st page of 29/July/2006), Japanese listed corporations have recorded 39.3% for the tax burden ratio on an average.
Tax burden ratio 


39.3%

Here, the authors will give some opinions.   As mentioned before, in the theory of tax bearing capacity, there might be a discrepancy between the profit calculated by business accounting and the taxable income calculated by tax code.  Japanese listed corporations as a whole, when viewed from macroscopic eyes, have recorded 39.3% for the tax burden ratio on an average.   This is very close to Japanese statute corporate income tax rate; 40%.   So, it could be said that the theory has succeeded in evaluating the tax bearing capacity as a whole in 2005.   However, in countries such as Korea and the US, where partnerships are more or equally popular than corporates, the discrepancy could be observed.   Namely, the individual firms have recorded very low ratios for the tax burden, compared to the statute corporate income tax rate in those countries.   Therefore, it seems to be hard to say that the taxable income of Japanese corporate, calculated by tax code, could be a good parameter to evaluate the individual firm’s tax bearing capacity.
4-4  Comparison of tax burden ratio between Nikon and ASML
As mentioned before, the tax burden ratio is 4% for ASML and 37% for Nikon.  Figure 8 shows the underlying data.

From the data of Nikon, one can see the following things.   In 1998, Nikon was laid an positive income tax in despite of its net profit before tax was negative, so that the tax burden ratio was indefinable.   In 2001, the year of mass discharge in Japan, Nikon was laid 318%, three hundred and eighteen %, tax burden on its net profit before tax.   In 2002, Japanese government enacted a special measure that even big firms were allowed to carry back their taxable loss to the prior year’s tax account, so that Nikon got 27% tax benefit.
For Nikon, the tax burden ratios have a big variety, each of which differs very much from the statute rate of corporate income tax, which is 40% in Japan.   This is presumably due to the separation between the taxable income in tax accounting and the profit in the business accounting.   Consequently, one can see that corporate accounting and corporate taxation are applied to Nikon.  The eight–year-leveled tax burden ratio for Nikon is 37%, as mentioned before.
On the other hand, the data for ASML show, at first sight, regularity.   The regularity is quite simple.   They have paid tax for the profit in business accounting, but have got tax benefit for the loss in business accounting.  In addition, both tax burden ratio and tax benefit ratio are about 33%.   In this way, the tax burden ratio and the tax benefit ratio are almost constant, so that it is strongly presumable that there is no separation between the taxable income in tax accounting and the profit in the business accounting.  In other words, it is strongly presumable that partnership accounting and partnership taxation are applied to ASML.   Although the absolute number of paid taxes and tax benefits are large numbers, they are centrosymmetry pinching zero, so that the eight–year-leveled tax burden ratio for ASML is merely 4%, as mentioned before  
The eight-year-accumulated tax burden for Nikon is about 400 M$ heavier than that of ASML.  For 2001, 2002, and 2003, ASML was allowed to record large losses which makes 1700 M$ loss in total, so that the total of “benefit from income taxes” of those years amounts to 550 M$.   Under a magnifying glasses, while recording about a billion $ loss in 2001, ASML has increased, at the same time, its asset by 300M$ compared to the previous year.
In this way, the behavior of partnership; ASML is very mysterious for Japanese people, who are familiar only with corporation institution.   To their further perplexity, a partnership is a closely held firm, so that however hard they scrutinize the disclosed information, still it is impossible to know what sort of company management could cause such mysterious accounting closing.   For instance, as is mentioned in (Chuuma, 2004)
, it is not disclosed who are the funding partners for ASML.   With extreme difficulty, judging from the original corporates from which the outside board members of ASML have come, one can scarcely presume that semiconductor device makers such as IBM, AMD, and Philips should be the funding partners for ASML    In what follows, conjecturing from such information of the related field, the authors try to reconstruct the behaviors which ASML and the funding partners have presumably done.
In the technology field of semiconductor lithography in about 2000, a kind of innovation has happened.   This innovation has changed the light source of semiconductor exposure tools from mercury lamps to excimer lasers.   And also, this innovation has enabled the mass production of 135nm line width Computer chips, such as Intel Pentium IV and AMD Athron, with which Windows XP could run speedy.   In order to realize such a merit, however, the motion of stage for silicon wafers could not help changing to “Step & Scan” from the existing style; “Step & Repeat”, because the illuminated field by the excimer lasers is very narrow shaped.   This was really a big innovation, even from the view point of engineering people.
In the prior year; 1999, having succeeded in rapid adapting to this innovation, ASML has caught up with Nikon who had been worldwide share No.1 all the time up to then.   In addition, ASML has decided to take advantage of the momentum provided by this innovation.   They; ASML and the funding partners (IBM, AMD, Philips, etc.) have understood very well the characteristics of era of “Death Valley Venture deadly needed” which means that “No venture, no gain”, so that they have decided to renew all the exposure-tool-related equipment at a stroke from 2001 when IT booming economy still seemed to be strongly going on.
Although recently in Japan, the matching fund scheme where both private fund and public fund are utilized is getting popular bit by bit, the affair which took place in ASML for the three years from 2001 to 2003 could be fairly said to be, in a true sense, a matching fund project which has utilized 1150M$ private fund and 550M$ public fund, total 1700M$.   Furthermore, this matching fund project in ASML has a big secret; that they do not need any official approval nor any governmental license to get the “public” money.   It is sufficient to start this kind of “public” project that just only the management boarding members in a private company have a decision to do so.   Partnership accounting and partnership taxation have “freedom of accounting”
, so that those who can utilize this type of accounting and taxation have the legal right to decrease or altogether avoid the amount of their own taxes
.   Innovation is a goddess of fortune who could endow venturers with big benefits, only if the venturers are brave enough to launch out into the sea without assents of external people, like venturers in the age of geographical great discoveries four hundred years ago.   In other words, if you could get assents from external people, you are not a venturer nor an innovator any more.   And then, the goddess of fortune would never afford you great treasure.
Therefore it can not be doubted that partnership accounting and partnership taxation are indispensable facilitators for innovation, although the above analysis about ASML and the related funding partners are a matter for speculation.
5. Conclusion

In May 2001; three month after the presidential inauguration, the US President Bush said;
“The role of government is not to create wealth; the role of our government is to create an environment in which the entrepreneur can flourish, in which minds can expand, in which technologies can reach new frontiers.”
President George W. Bush, May 2001
Bush, as well as his former Presidents, has given a fresh and clear farewell address to Keynesians economics, and stated to adopt Neo-Classical (or the third way) economics.   As you can see from this statement of Bush or the contents mentioned in sections so far, a big change in innovation policy; a change from the preferential treatment for grate corporations to the preferential treatment for partnerships could be observed going on in the West and many countries in free economy.

On reconsidering the matter of Japanese innovation policy discussion, we could argue that the legacy policies of old era, in which “the research centers in grate corporations” were the innovation leaders, are still existing.   For instance, the tax commission of Japanese government has submitted a report of the tax amendment in FY2007, which is sub-titled as “Aiming to economic revitalization”.    In the report, they have brought up an issue – the reduction of corporate income tax rate.   In the same report, however, they have admitted that Japan is at a primary phase that it is still up in the air what kind of impact the tax reform could have on the various financing schemes for the growth of firms.   “Isn’t it a “cart before the horse” situation?   After having modeled the mechanism, should they reform the tax system?”, the authors would like to ask.
In this paper, the authors have illustrated partnership accounting and partnership taxation, which are getting popular more and more for the West and the countries in free economy to realize the economic revitalization in the 21st century.   This is a very smart way, because it facilitates innovations not by reforming corporate income tax system, but by cutting taxes laid on challengers, venturers, and their financial supporters.   Although the partnership accounting and taxation have not been brought in the Japanese-LLP (2005 - ) and Japanese-LLC (2006 - ), we can’t blame the men in charge.   Before bringing the partnership accounting and taxation in Japanese firm forms, two deep-rooted problems should be settled down.   One problem is that the style of these accounting and taxation is a kind of policy of “helping the strong”.   In Japan, people have a firm belief that public money should be used to help people in need.    So, Japanese people do not understand why people in top form such as challengers, venturers, and their financial supporters should be helped.    Another problem is that how and by what criteria the legitimacy of such saved taxes as illustrated so far could be justified, in other words, how to justify the public support for private ventures.    The authors have heard that Japanese tax authority still has a concern that it is (too) difficult to discriminate the legitimate tax saving from evil purposes of funding partners of closely held firms.
If this paper could create a momentum to start the nations-wide discussion about things mentioned above, and in future, if this paper could be conducive to constructive discussion about Japanese innovation policy, what more could the authors want?   
Figure 1: Changes in global market share of semiconductor exposure tool business
          Source; (Chuma, 2005)
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Figure 2: Comparison of averaged tax burden between Nikon and ASML
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Figure 3; 
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Figure 4;
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Figure 5: Two storied structure of ownership
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Table 1; Modes of equity contribution
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Figure 6; Profile of Risk and Return 

 

Figure 7; Corporate accounting v.s. partnership accounting



Figure 8; Tax Burden Comparison between Nikon and ASML
         Data Source; 
              Nikon; Brief report of financial statements (consolidated)

              ASML; Annual Report
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� The most important feature of partnership accounting is the freedom of accounting.   For instance, US IRC §703(b) says “A partnership generally is free to select its own accounting method”, while US IRC §448(a) says “C Corporations generally must use the accrual method of accounting.”


� a)b) are the originally mounted features in partnership form.  In addition to those features, a new feature c); all the equity-contributors are protected by the limited liability, was added in 1980’s and 1990’s and then, the new form of company like US-LLC was born.     


� The formal name of ASML is ASML Holding N.V.   Although N.V. means “public offered firm” in the Netherlands Company Law, ASML Holding N.V. is almost 100% owned by ASML Holding B.V., -- B.V. means “closely held firm” in the Netherlands Company Law.   In other words, there is almost no public share holder in ASML Holding N.V.  The reason is that ASML Holding N.V. issues priority shares which entitle the holders to amend or veto decisions of the general meeting, so that ASML is controlled to put out not profit for public share holders, but benefit for the specific holders of priority share.    Indeed in 2001, 2002, and 2003, ASML had recorded large losses (and presumably had accomplished an innovation as is explained in the main body of this paper), but after that, they have been dramatically changed to be a profit earner.    At ASML 2006 general meeting, they have abolished the priority shares (European Commission, 2007, Report on the Proportionality Principle in the European Union), so that it is presumable that ASML will gain its fund-raising capacity by issuing lay shares to public much more than ever before. 


� In short, the legal innovation means that the center of company institution has been shifted from corporate to partnership.


�  European Innovation; an EU monthly issued magazine which covers European innovation policy, said in its 2005 May issue page10; “Young innovative SMEs also tend to have lower profits or even losses and so may not benefit from tax incentives as easy as larger companies.”    And concluded, “The Commission intends to adopt a Communication to bring about a more effective, stable and concerted use of R&D tax incentives across the EU.”


� S corporations and partnerships are the same in having the freedom of accounting, but different in the limit about the capital contributors, or partners in a partnership.   For S corporation, the upper limit of number of capital contributor is a hundred, and the capital contributors must be natural persons, not artificial entities.   On the other hand, for partnership, there is no upper limit of number of partners, and the partner may be a natural person or an artificial entity. 


� The US tax revenue was about 500B$ in 1980, about 2000B$ in 2000.   For these twenty years, it has multiplied by four times.   In the same term, the revenue from corporate income tax has multiplied by merely two times.     The increase of tax revenue is mainly due to the increase of revenue of individual income tax.


� “Unbundled ownership rights” and “retainment of entitlement of income” both of which are explained in this section are not so-called statute laws, but common laws or business customs which enable partnership-type transactions which has been existing in Europe all the time from about a millennium years ago.   For instance, US-IRS in its article; “ENTITY VERSUS AGGREGATE” of “Partnership - Audit Technique Guide – Overview” said; “The Service and the Courts have struggled at times to try to determine which concept should apply in different circumstances”, or “There is a basic tension between the “Entity” and “Aggregate” theories of partnership accounting for tax purposes”.   For another instance, Dixit in his literature; Lawlessness and Economics, Alternative Modes of Governance, has reported that, in East Europe area where the communist economy had ruined, the concept of unbundled ownership rights has arisen spontaneously.


� In partnership accounting, there are two ways to share the business outcome; capital gain or loss.   “Allocation” occurs only on the partnership's books, while “distribution” involves actual transfers to the partners.   Still in both cases, the capital gain or loss is never owned by the partnership, but passed through the partnership to the partners.


� In 1994, Dream Works LLC has been established by three artists including Spielberg, a cinema director, and one funding partner, Paul Allen, a co-founder of Microsoft.   The bases are Artists：Paul Allen＝59％：26％, while the funding ratios are Artists：Paul Allen＝9％：67％.    Despite the artists has contributed small money, they have got a large share in basis.   One can see that their intangible asset, their artistic talent, must have been highly valued.  


� This type cost is often called “realized but not recognized cost” in tax accounting language.   On the other hand, in the system of transfer pricing tax, ”recognized but not realized profit” could become problematic in some cases.


�Audit Technique Guide, Partnership issued by US-IRS says that PTP（publicly traded partnership）, which means that the shares of the partnership are tradable among public, namely, freely transferrable, could be directed by the auditors like US-CPA to have tax-book difference.   The reason is that such PTP could be deemed to be a “per se corporation”.   Per se means “in itself” in Latin language, so “per se corporation” means “intrinsically incorporated company”.


� For instance, US IRC §703(b) says “A partnership generally is free to select its own accounting method, which may be different from that of its partners.”   In addition, US tax return form for partnerships; form 1065 has the check the box of (( accrual, ( cash, ( others).


� For instance, the US supreme court (Gregory v. Helvering in 1935) said that the legal right of a taxpayer to reduce the amount of what otherwise would be his taxes, or altogether avoid them, by means which the law permits, cannot be doubted. 
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