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Abstract. The goal of this paper is to determine influence of corporate tax in the Czech Republic on decision, whether the owner of business will choose corporate or non-corporate type of organizational form for his business. By examining data from 1993-2015 about changes of relevant tax rates and numbers of corporate and non-corporate type of business each year this research tries to find answer. The influence is connected with the issue of double taxation of profits of corporate type of business. Corporate income is taxed twice by corporate tax and income tax, while non-corporate type of business is taxed only once, but owner also have to pay social and health insurance from the profits. The results suggest low level direct dependency between corporate tax and ratio of number of corporate and non-corporate business. This result is inconsistent with previous studies on this subject and needs to be investigated further by expanded theoretical model in the future study.
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Introduction 
In the tax system of the Czech Republic, as well as in other countries like the United States, exists disproportion in taxing profits of corporate type of business (also called C corporations by the United States law) and non-corporate type of business (also called S corporations by the United States law). This disproportion is sometimes called double taxation of corporate profits. The profit of corporate business is first taxed by corporate tax, remaining profit is then taxed by income tax when owner wants to get earnings from his company. On the other hand, non-corporate type of business is taxed only by income tax, but in the Czech Republic owner of the non-corporate business also have to pay social and health insurance from its profits. 
  In the theory, increasing of corporate tax rate should motivate profitable C corporations to switch its organizational form to S corporation to avoid double taxation, so its profits will be taxed only once by income tax. Conversely, S corporations which face losses should have incentive to incorporate switching its form to C corporation and gaining benefits of this type of organizational form, specially increased option of obtaining additional capital and limited liability. 
The goal of this paper is to analyze influence of corporate tax on business organizational form in the specific tax environment of the Czech Republic between years 1993-2015. Analysis is based on adjusted theoretical model for measuring influence of corporate tax on business organizational form in the United States made by authors Mackie-Mason and Gordon (Mackie-Mason and Gordon, 1991). The model is adjusted for specific tax environment of the Czech Republic taking into account social and health insurance which are paid by S corporations and have significant impact on issue of double taxation and benefits of S corporations being taxed only once. 

Current state of knowledge
The influence of corporate tax (or income taxes in general) on organizational form was subject of research in the past, mostly in the United States. Mackie-Mason and Gordon conducted two studies about effects of taxation on business organizational form (Mackie-Mason and Gordon, 1991), (Mackie-Mason and Gordon, 1994). In their work they created theoretical model, which described tax and non-tax factors influencing decision about business organizational form. Research of this article is based on this theoretical model. They also created empirical study about effects of corporate tax on choice of organizational form in the United States for data from years 1959-1986. They conclude corporate tax has small, but measurable effect on the choice of organizational form of business. Another similar empirical study was made by Goolsbee (Goolsbee, 1998) in the United States for data from years 1900-1939. In another study, Authors Ayers, Cloid and Robinson (Ayers, Cloid and Robinson, 1996) focused on effects of tax and non-tax factors on organizational form of small businesses in the United States. They concluded non-tax factors play important role in the selection of the organizational form of small businesses, however they could not reliably prove, that income taxes are important factor in selection of organizational form for small business. Authors Luna and Murray (Luna and Murray, 2008) examined effects of state taxes on choice of organizational form in the United States. They concluded that both federal and state factors determine the choice of business organizational form. Results of their analysis suggest that state tax policy does affect business decision-making including choice of organizational form of business. In Czech literature author Hrdý (Hrdý, 2011) created only theoretical general study, where he focuses on influence of taxes on financial management and business decision-making. He mentions organizational form of business can have huge impact on the amount of profits, which owners will get from company, because of double taxation issue. In Sweden, authors Karin and Gordon (Karin and Gordon, 2013) created study about influence of tax and non-tax factors on the choice of organizational form by closely-held firms. They compared their results with study of Mackie-Mason and Gordon mentioned earlier and concluded that estimated effect of taxes on the choice of organizational form is much larger. Interesting study is also the one made by Carrol (Carrol, 2010) in the United States. This study focuses on subject of harmful effects of double taxation on the United States economy and business and positive economic effects of lower tax rate on dividends enacted in 2003 by the Job and Growth Tax Relief Reconciliation Act of 2003.

Theoretical model
In theoretical model, originally created by authors Mackie-Mason and Gordon (Mackie-Mason and Gordon, 1991), which describes when it is favorable for company to incorporate and become C corporation, it is considered that company can choose only between two types of organizational forms, C corporation being taxed twice both on corporate and personal level and S corporation being taxed only once on personal level. Various factors that affect decision of company whether to incorporate or not are divided into two groups, tax factors and non-tax factors. With these conditions met, it is favorable for company to become C corporation if this equation is true:
	
	(1)


Where g means any non-tax factors that make C corporation form more attractive (g can be also negative),  is corporate tax rate,  represents implicit personal tax rate per dollar of income to equity, taking as given the division of this income between dividends and capital gains,  is personal tax rate on ordinary income and  stands for taxable income of the company. This equation tells us that for company is preferable to incorporate if effects on non-tax factors (g) applied when company chose to incorporate and become C corporation increase the net profit of the company more, than added corporate tax rate (), applied on taxable income () of C corporation will decrease its net profit.
It is problematic, or even impossible to properly measure right side of equation (1) in numbers because of the variable g that sums up many non-tax factors, for example advantage of limited liability of C corporation for its owners or better access to additional capital. But measuring effect of corporate tax on business organizational form can be done by focusing only on right side of equation (1), specifically changes of included tax rates.
Based on equation (1), we can created these two general assumptions:
1. Increase of variables  and  from equation (1) will encourage companies with taxable profits to disincorporate and companies with tax losses to incorporate.
2. Increase in  from equation (1) will encourage companies with tax losses to disincorporate and companies with taxable profit to incorporate.
Data and analysis approach 
The analysis made in this study was working with relevant data about the Czech Republic from years 1993-2015 obtained from Business register of Czech Statistical Office (Český statistický úřad, 2016) and Macroeconomical Predictions of Ministry of Finance of the Czech Republic (Ministerstvo finance, 2016). Principle of the analysis was to test correlation between changes of relative tax treatment of corporate and non-corporate income (variable one) and changes in ratio of number of C and S corporations (variable two) each year in the Czech Republic between 1993-2015. Time series for both variables were created for years between 1993-2015. 
First variable, called tax treatment is based on the original theoretical model from previous chapter, specifically from part of right side of equation (1): . Tax treatment describes how changes of corporate tax rate , personal tax rate  and implicit personal tax rate per dollar of income to equity  affect corporate and non-corporate income. Increase of value of the tax treatment caused by increase of corporate tax rate or implicit personal tax rate on equity means higher taxation of corporate income making the corporate form of business less beneficial and conversely. Decrease of value of the tax treatment caused by increase of personal tax rate means higher taxation of non-corporate income making the corporate form of business more beneficial and conversely. But this formula of tax treatment was suitable for tax system of the United States, where the original theoretical model was made. To match the tax system of the Czech Republic, tax treatment had to be expanded with social and health insurance into this form:
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Where, ,  means same as in equation (1),  means social insurance rate and  means health insurance rate. It is crucial to include social and health insurance rate into tax treatment because it has significant impact. Health and social insurance does not affect corporate income, but is paid from non-corporate profit. This essentially means that advantage of non-corporate business being taxed only once is cancelled by the duty to pay social and health insurance. In fact, total tax (including social and health insurance) paid by non-corporate business can be higher than tax paid by corporate business. This problem is even more complex because of existence of maximal assessment basis for paying social and health insurance. With non-corporate profit high enough above maximal assessment basis, the duty to pay social and health insurance is becoming less significant and average total tax rate for S corporation (consisting of personal income tax, social and health insurance and also special tax for income above 48-times average wage) is decreasing. Figure 1bellow shows that average tax rate of S corporation is lower than C corporation when income is above 10 million CZK. And with higher income the tax advantage of S corporation is increasing. Average tax rate for C corporation consist of corporate tax and personal income tax rate on equity. The computation is done with tax rates from year 2015.
Fig. 1: Average tax rates for S and C corporations with different amounts of income

Source: Authorial computation
To solve this problem of maximal assessment basis it is assumed in the study, that S corporations have such income, that social and health insurance have significant impact on their total tax paid and therefore social and health insurance rates are included in the variable tax treatment. Another problem with calculating tax treatment was personal income tax being progressive in some years between 1993-2015. The biggest range of personal income tax rates was in 1993 with lowest tax rate 15% and highest 47%. To deal with this issue, two crude measures were used for personal income tax rate. One was the highest statutory marginal personal tax rate in given year. Second was average personal tax rate each year. Personal tax rate on equity income  was calculated from this equation:
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Where d is part of the income paid in the form of dividends and  is tax on dividend income. It is assumed that rest of the equity income (1-d) in form of capital gains is realized in long term and therefore exempt from taxation. Again two crude measures were used for personal tax rate on equity income. On crude measure works with hypothetical premise, that all equity income is paid in form of dividends and therefore taxed. Second crude measure is working with study made by authors Bena and Hanousek (Bena, Hanousek, 2005) who calculated average pay-out ratio for companies held by Czech owners in the Czech Republic for the period 1996-2003. In this case, part of income paid in form of dividend is 0.12.
For correlation analysis was constructed four different tax treatment variables, differing in personal income tax rate used and value d marking part of equity income paid in the form of dividends. For tax treatment 1 was used the highest statutory marginal personal tax rate in case of progressive personal income tax rate given year and it is supposed that all equity income is realized in form of dividends. For tax treatment 2 was used average personal income tax rate in case of progressive personal income tax rate given year and it is supposed that all equity income is realized in form of dividends. For tax treatment 3 was used the highest statutory marginal personal tax rate and dividend payout ratio is set for value 0.12. For tax treatment 4 was used average personal income tax rate and dividend payout ratio is set for value 0.12.
Second variable used in correlation analysis was ratio of number of C and S corporation in the Czech Republic in given year in period 1993-2015. C corporations consisted of public limited companies labelled as a.s. and private limited companies labelled as s.r.o. S corporations consisted of general partnership labelled as v.o.s. and also sole proprietorships. Limited partnership type of company was not included in the analysis as this type of company combines double taxation and single taxation of C and S corporation. 
Based on the theoretical model was created hypothesis that increase of value of variable tax treatment caused by increase of corporate tax rate and personal tax rate on equity or decrease of personal income tax rate and social and health insurance rate will cause companies to shift its form from C corporations to S corporations and therefore value of variable ratio of C/S corporations will decrease and conversely. If the hypothesis is correct, correlation coefficient should have negative value implying indirect correlation.
Results and discussion
Results of the correlation analysis between variables tax treatment and ratio of number of C and S corporations is shown in Table 1 bellow.
Table 1: Correlation coefficients between variables tax treatment and ratio of C/S corporations
	
	C/S CORPORATION RATIO

	TAX TREATMENT 1
	0.207

	TAX TREATMENT 2
	0.199

	TAX TREATMENT 3
	0.208

	TAX TREATMENT 4
	0.213


Source: Authorial computation
[bookmark: _GoBack]The correlation coefficient has in all four cases value about 0.2 which means a low level of direct dependency. For this reason, original hypothesis must be rejected. Direct dependency suggest that increase of corporate tax rate and personal tax rate on equity or decrease of personal income tax rate and social and health insurance rate will cause companies to shift its form from S corporations to C corporations and conversely. Results of this study are therefore inconsistent with results of the previous studies made in the United States (Mackie-Mason and Gordon, 1991), (Goolsbee, 1998), (Luna and Murray, 2008) and Sweden (Karin and Gordon, 2013). Reasons for this inconsistency can be two. Firstly, this can be due to insufficient data structure of S and C corporations. For better analysis it would be necessary to obtain separate data for numbers of C and S corporations with taxable profits and tax losses. For example S corporation with tax losses can react to changes in corporate tax rates differently than one with tax profits, so even with increase of corporate tax rate S corporation can be motivated to shift into C corporation and gain non-tax benefits of this type of organizational form. In previously mentioned studies, especially one made by Ayers, Cloid and Robinson (Ayers, Cloid and Robinson, 1996) it is said the non-tax factors play more important role in selection of organizational form than tax factors. Another problem with the data is that in the number of C corporations used for calculation of the C/S corporation ratio are also included companies, which show no real economic activity. These companies should be filtered out in the future research for more consistent results. The issue of long-term inactive companies should only be the problem of C corporations, because S corporations with no real economic activity and no profit still have to pay social and health insurance from minimal assessment basis each year so it is highly discouraging to maintain inactive S corporation. Second reason for inconsistency of the results is also connected with non-tax factors. The analysis does not capture non-tax costs of organizational type shift. When company decides to shift from S corporation to C corporation, it is connected with administrative costs as well as other costs of increasing business activity. This can lead to S corporations not changing its form to C corporation even with decrease of corporate tax rate, increase of personal income tax rate and so on. Non-tax costs of organizational shift could have changed significantly in period 1993-2015 in the Czech Republic as it was transforming from central planning economy into free market economy. This is difference from analyses made previously in western countries like the United States. 
Conclusions
This article examined the  influence of corporate tax rate on business organizational form in the Czech Republic in period 1993-2015 using the model created for measuring the influence in the United States. Results are inconsistent with previous similar studies made in the United States and also Sweden, suggesting low level of direct dependency between corporate tax rate and ratio of number of C and S corporations. According to theoretical model and stated hypothesis the dependency should be indirect. In further research it will be necessary to work with more structured data which separates companies with taxable profits and tax losses and also to add another variable into the theoretical model that will capture the influence of non-tax costs of organizational form shift. 
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