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Arbitrage And Nonlinear Taxes

Incorporating a progressive or convex income tax into valuation problems raises
the question of the appropriate tax rate to use in common valuation formulas. We
apply arbitrage theory in a riskless (multiperiod) economy to answer this question.
It turns out that the appropriate tax rate depends on the marginal tax rate of the
investor’s initial endowments. In case of no endowments this automatically leads
to a marginal tax rate at a base of zero. We are able to give an intuitive
explanation for the latter result. With tax liabilities that are a convex function of
the tax base we identify a new kind of arbitrage: trading strategies where the
gains from trades remain unchanged if this strategy is applied multiple times. We
call these strategies ‘bounded’ arbitrage opportunities because the gain is
bounded by a constant. Going beyond earlier research, we are able to give a
complete characterization based on properties of the tax liability function as to
whether bounded as well as unbounded arbitrage opportunities will occur.

Im Namen aller Teilnehmerinnen und Teilnehmer des Accounting Research Workshops sowie der
Fakultat fur Betriebswirtschaft danken wir Prof. Loffler fiir seinen spannenden Vortrag. Fir seine
weitere Forschungsarbeit wiinschen wir alles Gute.




