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Preface

This Study updates three earlier papers in the Economic Affairs Series:
Tax Competition in the European Union(ECON 105, October 1998);
Tax Co-ordination in the European Union(ECON 125, January 2001); and
Tax Co-ordination in the EU: the latest position (ECON 128, March 2002),
All of these have been published by the European Parliament in English, French and German.

This text does not generally repeat material already covered in the previous publications, but
analyses recent developments in a number of the fields covered: corporate taxation; the
taxation of energy; the continuing negotiations on the taxation of interest; the taxation of
motor vehicles; possible new proposals on the taxation of wine; and the OECD action against
tax havens.

In addition, two new sections provide:

a) adetailed survey of how the main taxes are levied in the thirteen candidate countries and
an examination of the possible effects of enlargement on taxation in the EU itself; and

b) an outline of recent tax reforms in the United States, and EU/US disputes in the field of
taxation.
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Summary and Conclusions

I ntroduction

The European Parliament gave its opinion on future taxation policy in the EU in aresolution
adopted in March 2002. The report welcomed a degree of tax competition, which was "not at

odds with the completion of the internal market”, and which had not led to any noticeable
"race to the bottom". In addition, Parliament accepted that tax rates should generally remain
the exclusive competence of Member States.

The report also, however, drew attention to a number of areas in which action at EU level
was necessary:

the removal of tax obstacles to the cross-border activities of European firms,
rules preventing "improper conduct” in the context of tax competition;

progress to the promised "definitive" VAT system, based on the origin principle;
an agreed system for taxing energy on the "polluter pays" principle; and

action to align the large number of bilateral tax agreements.

Corporate taxation

The report also commented on the recent Communication on Corporate Taxation, in which
the Commission proposed several approaches for providing companies with a consolidated
tax base for their EU-wide activities:

Home State Taxation (HST).

An optional Common Consolidated Tax Base (CCTB).
A European Company Tax.

A compulsory, fully Harmonised Tax Base.

In order to discuss these proposals, the Commission organised a conference in Brussels on 29
April 2002, which agreed that companies operating in more than one country should be taxed
on the basis of a consolidated tax base. For smaller companies (SMES), the preference was
for HST; for larger, CCTB. The Commission announced that it was working on a pilot

project covering SMEs and companies using the European Company Statute (Societas

Europeae). The project could initially be implemented in a restricted number of Member
States which were favourable to the proposals.

One awkward finding of the Commission study was that if overall nominal tax rates were
kept constant, a common tax base would tend to increase rather than reduce the dispersion in
effective tax rates. Nominal rates were the most relevant tax driver affecting competitiveness,
incentives to locate and financing decisions. Y et there was little support at the conference for
the harmonisation of rates, or even a minimum rate.

The Commission study, however, was based on data from 1999. Since then most Member
States have carried out significant tax reforms. Most have reduced statutory corporate tax
rates, simultaneously broadening the corporate tax base, mainly through less generous
depreciation alowances. As a result, corporate tax rates have converged over the last few
years. The EU average corporate tax rate has fallen from 32.42% in 1999 to 29.32% in 2002,
and dispersion has decreased by over 10%.
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Two qualifying observations are neverthel ess necessary.

The way in which corporate tax systems develop in the future may depend to a
considerable extent upon international developments. The ability of multi-national
companies, in particular, to shift profits between jurisdictions argues for some genera
agreement on apportionment.

The direction of recent tax reforms — a reduction of nomina rates combined with a
broadening of the tax base — is not necessarily economically optimum. There are strong
arguments for a system which exempts new capital formation from taxation.

Taxation in the candidate countries

In the last few years, most of the candidate countries have carried out significant tax reforms
in order to comply with the main criteria for joining the EU. Nevertheless, on a number of
specific technical issues they are not yet completely aligned with theacquis. The majority of
countries have requested transitional measures.

There are currently wide differences between EU Member States and the candidate countries
in every specific element of their tax systems, particularly in the cases of Persona Income
Tax and Corporate Tax.

Personal Income Tax is applied at central government level in most candidate countries. In
some cases these taxes are supplemented with one or severa loca taxes, though in the
majority of countries personal income taxes at subordinate levels of government are either
non-existent or relatively unimportant in terms of yield. Although Personal Income Tax rates
at Central Government level are progressive in most candidate countries, Estonia, Latvia and
Lithuania apply a flat rate. The maximum number of brackets is 6 and the average is
approximately 3 brackets. The first positive rate is at its highest level in Lithuania (33%), and
the lowest in the Slovak Republic (10%). The average minimum rate is 19.5%. Top marginal
rates of Personal Income Tax levied by central government range from 25% in Latvia to 50%
in Slovenia. The average maximum rate is 36.7%. Most candidate countries apply tax
allowances; tax credits are applied only in Hungary and Turkey. Poland applies both kinds of
tax relief. The most generalised method of giving relief is allowances for actual costs of
certain work-related expenses and a standard non-taxable amount.

The many differences in Personal Income Tax between candidate countries and EU Member
States are unlikely, however, to cause any distortions of competition in the labour market, nor
in choice of workplace, except in the case of frontier workers.

In the field of corporate taxation, the rates in candidate countries are lower than those
applied by EU Member States. The average EU corporate tax rate is 29.3%, while the average
corporate tax rate of the thirteen candidate countries, at 25.5%, is almost four percentage
points lower. After a pending tax reform in Cyprus, which will come into force in January
2003 and when the rate will be reduced from 25% to 10%, the overall average will be even
lower, at 24.4%.

There are also wide differences between EU Member States and candidate countries in every
specific element of the corporate tax base.

One of the most important elements of the tax base isallowance for depreciation. While most
EU countries apply the straight line method for buildings, and the option of straight line
method or declining balance for machinery, most candidate countries only allow straight line
for both: machinery and buildings, and only in some cases (e.g. Poland, Latvia, Mata) apply
declining balance. Rates of depreciation also vary widely.
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Some EU Member States allow a company to carry the amount of trading losses forward for

a limited period (from 5 to 10 years); but for most countries the period is unlimited. Some
countries alow the carrying back of trading losses (although most of them with certain
l[imitations). Candidate countries allow the carrying forward for a period of no more of 5
years in most cases, with only Malta allowing an unlimited period. No candidate country
allows the carrying back of trading losses.

In the treatment of inventories, there are also some differences, although an important

number of candidate countries do not have specific rules, and usually apply generally
accepted accounting principles. The main difference with EU Member States is that, while in
EU countries the LIFO method (last input, first output) is allowed in most cases, in candidate
countries only Slovenia applies this method.

These significant differences between Member States and candidate countries in the field of
corporate taxation could add new problems to the process of tax co-ordination. In particular:

The Commission’s new strategy on the corporate tax base will probably be more difficult
to implement.

There will be arenewed downward pressure on tax rates.

As far as Value Added Tax is concerned, the majority of candidate countries have a regime
similar to that of the EU — the average standard VAT rate in the thirteen candidate countries,
at 19.1%, is only 0.2 points below the EU average. The standard rate of VAT in al but one
candidate country is also above the EU statutory minimum rate of 15%. The exception is
Cyprus; but here the standard rate will rise to 15% in 2003. The highest standard rate is 25%
(Hungary). Most countries also apply one or two reduced rates, which range from the 12%
applied in Hungary to the 1% applied on some products in Turkey, or the 3% applied in
Poland. One country, Turkey, applies a higher rate for luxury goods.

In the field of excise duties, the main problems will arise in the case of tobacco duties, where
rates are generally lower than currently in the EU. Recent experience within the EU itself,
moreover, shows that there is strong resistance to the harmonisation of rates, but also a
serious problem of smuggling from low to high tax jurisdictions.

One general consequence of enlargement will bethe increased difficulty of legislating on
taxation, since unanimity is generally required in Council. Therefore either:

the Treaty should be changed to allow the use of weighted majority voting in certain areas
of taxation, as suggested by the European Parliament (for example, on mutual assistance
between tax authorities); or

greater use should be made of "enhanced co-operation”, which alows a subgroup of
Member States to proceed with a policy opposed by a blocking minority.

The Taxation of SavingsIncome

Following the inter-governmental agreement at Santa Maria de Feira in June 2000, a revised
Commission proposal on the taxation of savings income was published in the following year,
based on the exchange of information system. Its final adoption, however, was conditional
upon "equivalent measures' being introduced by a number of non-EU countries, notably
Switzerland and the United States. Switzerland, athough willing to introduce a withholding
tax and to provide information on request in the case of tax fraud, would not agree to the
automatic exchange of information, considering its bank secrecy laws "non-negotiable".
Austria, Belgium and Luxembourg did not consider the Swiss proposals "equivalent".

Although the end-2002 deadline for adopting the Monti package — of which the taxation of
savings measure formed a key element — was missed, ECOFIN reached a political agreement
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on 21 January 2003. Subject to the conclusion of forma agreements with Switzerland,
Liechtenstein, Monaco, Andorra and San Marino, these counties together with Austria,
Belgium and Luxembourg would introduce withholding taxes on interest paid to non-
residents from the beginning of 2004. The initial rate would be 15%, rising to 20% from the
beginning of 2007 and 35% from the beginning of 2010. Other EU Member States would
implement an automatic exchange of information system. This system would only come into
effect throughout the EU if third countries, including Switzerland and the US, agreed to
implement information exchange on request, as defined in the OECD agreement on the
exchange of information on tax matters.

Any move to a full information exchange system would, however, require a unanimous vote
in Council. Until then, the agreement in effect implies a return to the originally-proposed
"coexistence model".

The Taxation of Energy

In 1997 the Commission proposed extending the existing system for excise duties on mineral
oils by applying it to al energy products. Despite intensive discussions, however, no
agreement on the proposal has so far been found.

The Commission has now made a new proposa on the taxation of diesel fuel, which would
immediately raise the minimum rate of duty, and phase in a harmonised rate — estimated at
€410 per 1000 litres — by 2010. The measures would end the distortion of the transport
market caused by the existing large disparity in rates; and aso produce an environmental gain
as aresult of reduced fuel consumption and an end to tax-induced journeys.

The UK would be required to reduce its rate of duty; other Member States would need to
increase it.

The Taxation of Motor Vehicles

Motor vehicles are currently taxed in a number of ways:
taxes on the purchase and/or registration of the vehicle;
taxes on the possession or ownership of the vehicle (e.g. thevignette);
taxes on the use of the vehicle (e.g. fuel duties, tolls, road-use charges, etc.)

The diversity of national systems means that there is no true single market for motor vehicles,
either new or second hand.

In September 2002 the Commission therefore published a comprehensive strategy for the
taxation of passenger cars. Thiswould involve:
the gradual abolition of registration taxes;

meanwhile, a registration tax refund system for cars moved permanently between
Member States;

a switch to taxes on the use of vehicles, based on CO, emissions.

The Taxation of Alcoholic Drinks

Article 93 of the Treaty requires measures to harmonise excise duties where this isnecessary
to ensure the establishment and functioning of the Internal Market. Despite a number of
attempts by the Commission, however, no agreement has been reached on the taxation of
alcoholic beverages since the "Luxembourg agreement” of 1992 on minimum rates. The rate
for wine was then fixed at 0%.
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Disparities between Member States rates, however, have given rise to substantial movements
of products across certain borders, both legal (for own use) and illegal (for resale). The levels
of tax on different products also vary. Two issues have therefore arisen:

whether rates of duty on acoholic drinks as a whole in the different Member States
should be brought closer together; and

whether the rates on the different products should be brought closer together, on the
grounds that all alcoholic drinks are to some extent competing products.

A report on competition between alcoholic drinks was published by the Commission in
February 2001. This found that competition between products was in fact weak; but that the
minimum rates fixed in 1992 now required updating. So far, however, the Commission has
not been able to agree on a new proposal, the introduction of a positive minimum rate on
wine being the main bone of contention.

The OECD and Tax Havens

In 2000, the OECD's Forum on Harmful Tax Practices identified 47 possible tax havens
outside the OECD Member States themselves. These were given a deadline of 28 February
2002 to commit themselves to co-operation with the OECD.

In April 2002 the resulting updated black list of "Uncooperative Tax Havens" was published.
It contained only seven jurisdictions: Andorra, Liechtenstein, Liberia, Monaco, the Marshall
Islands, Nauru and Vanuatu. Two OECD Member States, Luxembourg and Switzerland, have
also consistently abstained on the OECD actions.

The non-OECD territories now have until the end of 2005 to abolish the practices identified
as harmful. A model tax agreement has been drawn up, providing for bilateral or multilateral
instruments. It has also been made clear that the blacklist is "dynamic": i.e. that jurisdictions
which fail to live up their commitments will be placed back on the list, and that sanctions
may be taken against them.

Meanwhile, major tax reforms have also been taking place in territories associated with, or
dependent on, EU Member States: notably the Dutch Antilles, the Isle of Man and Gibraltar.

Taxation in the United States

In 2001 the US government initiated a process of major tax reforms. The "Economic Growth
and Tax Relief Reconciliation Act of 2001", provided significant tax cuts, the largest since
1981. After the terrorist attacks of September 11th, the US government also proposed new
measures to provide tax incentives for economic recovery. In December 2001, the House of
Representatives passed the "Economic Security and Worker Assistance Act of 2001", which
included most of these provisions. At the beginning of 2003 President Bush announced a new
tax package, bringing forward tax reductions already announced, and abolishing completely
the double taxation of stock dividends.

A number of high-profile American companies have recently renounced their corporate
citizenship in favour of relocating off-shore — for example, in Bermuda — to avoid US taxes.
This has prompted a series of proposals designed to prevent US-generated income being
transferred off-shore. In July 2002 the US Committee on Ways and Means also developed a
comprehensive package of tax reforms designed to improve the international competitiveness
of the United States and its companies.

The US corporate tax system has, however, brought it into conflict with the EU. In August
2001 the World Trade Organisation found that that both the Foreign Sales Corporation and
Extraterritorial Income tax structures constituted illegal export subsidies. This is only the
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latest round in a dispute going back to the US Domestic International Sales Corporation
(DISC) scheme, which was declared illegal by GATT in 1981.

The "American Competitiveness and Corporate Accountability Act” of 2002 is aimed at
complying with the WTO decisions; encouraging companies to remain in the United States;
and increasing the competitiveness of US companiesin general.
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Introduction: Parliament'sView

The European Parliament's most recent resolution on general tax policy within the EU was
adopted in March 2002". As the rapporteur for Parliament's Economic and Monetary Affairs
Committee, Benedetto Della V edova, observed when introducing the debate, the Committee's
report was, in particular, reacting to two Commission communications of 2001

on future prioritiesin general tax policy; and

on providing companies with a consolidated corporate tax base for their EU-wide
activities’.
It also commented on the earlier Commission "strategy to improve the operation of the VAT

systernll‘l.

All three of these Commission documents are summarised in the previous study in this series,
Tax Co-ordination in the EU: the latest position (ECON 128, March 2002).

The Della Vedova report, however, also dealt with the more general issue of tax competition

versus tax harmonisation or co-ordination Though there had been competition between
tax systems, observed the rapporteur, "there is no sign of any 'race to the bottom™. Tax

receipts within the EU had risen steadily over the last 30 years, from 34.4% of GDP in 1970
to 45.5% in 2000. Nor had there been evidence of a trade-off between tax pressure on labour
and that on capital®. There had, however, been a correlation between "excessively high taxes
and lack of economic growth".

The resolution therefore stressed that "tax competition is not at odds with the completion of
the internal market". It might "in itself be an effective instrument for reducing a high level of
taxation"; and could help in attaining such objectives as a reduction in administrative
burdens, increased competitiveness and modernisation of the European social model.

The report also dealt with the related issue of how far action concer ning taxation should be
decided at EU level. In principle, it stressed that "the subsidiarity principle should guide EU
taxation policy" and that "decisions on levels of tax must remain within the exclusive
competence of the Member States'. Where action at EU level was undertaken, "the principle
of unanimity should be retained whenever tax bases or rates of taxation are at issue..."

Nevertheless, the report also drew attention to a number of a
reasin which action at EU level was necessary. In particular:

Increased efforts were needed "to remove discrimination, double taxation and
administrative barriers’. There was "an urgent need for the Commission to tackle the
main tax obstacles to cross-border activity by European firms', which meant action on
the fiscal treatment of intra-group transfer pricing, cross-border loss relief and cross-
border flows of income between associated companies.

1 http://www3.europarl .ep.ec/omk/omnsapir.so/calendarAPP=PDF& TY PE=PV 2& FILE=P5_TA(20020314)
0125en.pdf & LANGUE=EN.

2 Tax policy in the European Union - Priorities for the years ahead, COM(2001)260, May 2001.

Towards an Internal Market without tax obstacles: a strategy for providing companies with a consolidated
corporate tax base for their EU-wide activities COM (2001)582, October 2001.

Strategy to Improve the Operation of the VAT System within the Context of the Internal Market,
COM(2000)348, June 2000.

®  Seelater in this study under "The Taxation of Savings In@me. Distortions of tax systems’'.

15 PE 322.250



TAXATION IN EUROPE

Tax competition had to take place "in the context of rules preventing improper conduct".
This implied support for a number of Commission initiatives. The tax package proposed
by former tax Commissioner Mario Monti should be implemented as quickly as possible,
and "especially the removal of those rules which discriminate between residents and non-
residents or leave loopholes for fraud and are thus incompatible with a single market".
Likewise, there should be support for the initiatives taken within the OECD to restrict
"the distortions produced by tax havens'.

Progress towards a " definitive VAT system which will apply, in full, the country-of-origin
principle" should be a priority, since there was a danger that "the current system, which
was originally a transitional one, is increasingly becoming definitive’. Measures to
improve the current system were neverthel ess welcome.

The Council should adopt the framework directive on the taxation of energy products
"without delay”. The "polluter pays" principle should be applied more widely.

"A multilateral tax agreement for the EU", based on the OECD model tax agreement,
should be framed to "overcome the problems faced by companies and tax administrations
in the light of the existence of over 100 very different bilateral tax agreements...”

The report also supported a limited extension of qualified majority voting in Council for
decisions concerning mutual assistance and co-operation between tax authorities’. In any
case, "Parliament should be given co-decision powers in the taxation area”.

Company Taxation

The subject of a consolidated tax base for companies operating within the European Union is
covered fully in Section | of this study. In particular, the Section analyses the results of the
European Conference on Company Taxation, held in Brussels on 29-30 April 2002, at which
representatives from business, governments and academia were able to comment on the new
Commission strategy. The views of the Parliament, based on the Della V edova report, were
outlined at the conference by the rapporteur himself. They broadly supported the
Commission's objectives.

"..[W]ith a view to reducing the legal costs of complying with 15 different tax systems
and reconciling their existence with the internal market, it ought to be possible for EU
companies with Community-wide operations — including those which in future are
constituted as European Companies — to have a consolidated corporate tax base, or
one calculated on the basis of a single set of rules, as well as a mechanism for
distributing the consolidated tax base across the various Member Sates.”

Of the alternatives under consideration, Parliament was

"interested in the idea of Home State Taxation, perhaps as an intermediate stage in
moving towards a common tax base", understood as "new harmonised EU rules,
existing in parallel to national rules, available to European companies as an optional
scheme.”

Parliament's report clearly implied that the desirability of such extensive reforms did not
make any less urgent those measures to remove the particular obstacles to cross-border
activity already noted. There is nevertheless some danger of "the best being the enemy of the
good": i.e. that efforts to agree on an overall solution in terms of a consolidated corporate tax
base will weaken efforts to arrive at more piecemeal solutions. This problem is added to the
most politically contentious issue: whether it is desirable or possible to align Member States
corporate tax base without some alignment of corporate tax rates.
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Some current EU taxation issues

Two other priorities of Parliament's report are also covered more extensively in Sections |11
and 1V of this study: the long debate over the taxation of interest; and the Commission's
proposals on energy taxation, including the most recent concerning excise duties on petrol
and diesel fueP. Section IV aso covers two issues not directly raised in the Della Vedova
Report:

The taxation of passenger cars on which the Commission has recently published a
Communication’. This outlines a number of options for action at national and
Community levels, based on a study published in 1997

The level of excise duties on alcoholic beverages on which the Commission has
promised — but has so far not published — a new draft Directive. A key issue is whether
the minimum rate of excise of wine should be increased from the current level of zero.

On this second matter, Parliament has over the years taken varying positions. In 1992 it
called for all alcoholic beverages to be taxed at rates proportional to the alcoholic strength;
but in 1997 advocated only that there should be no distortion of competition between
different alcoholic beverages. In 2002, Della V edova reported that Parliament

"does not agree with the Commission's policy with regard to duties on tobacco and
alcoholic products, particularly with regard to upwards harmonisation through the
constant raising of minimum taxation levels."

Parliament, however, has only consultative powersin thisfield. In 2002 the Council was able
to overrule the parliamentary rejectior? of the Commission's proposal on tobacco excises.

The Candidate Countries and the International Dimension

Finally, this study looks at two subjects which go beyond the EU's internal tax policies.
Section Il examines the tax systems of the thirteen countries of Eastern and Central Europe
and of the Mediterranean which are current candidates to become Member States of the
European Union. Enlargement to include a number of these will probably take place in 2004;
and is likely to have an important impact, particularly in the field of indirect taxation.

The last two Sections, nos. V and VI, cover recent developments at the international level.
They update the survey, contained in Tax Co-ordination in the EU: the latest position, of
measures within the context of the OECD to end "harmful tax competition” from both
European and world-wide tax havens. Finally, recent developments in the corporate tax
system of the United States are described, together with the implications of these for the
European Union, and current EU/US disputes.

Proposal for a Council Directive [..]to introduce special tax arrangements for diesel fuel used for
commercial purposes and to align the excise duties on petrol and diesel fuel, COM (2002)410 of 24.7.2002.

" Taxation of Passenger Carsin the European Union, COM (2002)431 of 06.09.2002.
8 Vehicle Taxation in the European Union, X X1/306/98 of 8 September 1997.

See reports for the Committee on Economic and Monetary Affairs— Rapporteur: Giorgos Katiforis — on the
proposal for a Council directive amending Directive 92/79/EEC, Directive 92/80/EEC and Directive
95/59/EC as regards the structure and rates of excise duty applied on manufactured tobacco products
(COM(2001), A5-0352/2001 of 16.10.2001; and A5-0016/2002 of 23.01.2002.
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|. Corporate Taxation in the European Union

I ntroduction

Detailed proposals for the harmonisation of corporate taxation have existed from the earliest
years of the European Community itself. TheNeumark Report™ of 1962 recommended that
corporation tax systems should be harmonised along the lines of a split-rate system, with a
lower rate of tax on distributed (i.e. dividends) than on retained profits. In 1970 theVan den
Tempel Report™ advocated a classical corporation tax system throughout the Community;
and in 1975 theCommission itself tabled a proposal for acommon partial imputation system,
with rates within a band of 45-55%42. Finally, in 1992, theRuding Report** recommended
both substantial harmonisation of the corporate tax base and the harmonisation of tax rates
within a 30-40% band. None of these ambitious proposals were acted upon.

However, at the end of 1998, the Commission was once again asked by Member State
governments to prepare "an analytical study of company taxation in the European
Community". Two panels of experts were established, one academic and one from business
and the trade unions. The resulting study — some 700 pages long, including Annexes — was
released on 23 October 2001, with a Commission Communication "supplementing and
building" on its findings. The documents were published in a single volume in early 2082,
and were the subject of the Brussels Conference on Company Taxation in April.

The study: some comments

This latest, and very extensive, study covers a number of areas. It analyses differences in
effective levels of corporate tax in Member States; examines whether the current application
of company taxation in the Internal Market creates inefficiencies; and identifies a number of
obstacles to cross-border economic activities in the Interna Market. On the basis of the
guantitative analysis, it formulates a number of general conclusions:

Effective corporate tax rate differentials are high inside the EU.

The overal national nomina tax rate is the most relevant tax driver affecting
competitiveness, incentives to locate and financing decisions.

Introducing a common statutory tax rate in the EU would have a significant impact by
decreasing the dispersion.

If overall nominal tax rates were kept constant, a common tax base would tend to
increase the dispersion in effective tax rates.

These conclusions — in particular the last two — are undoubtedly controversial, though
confirmed by other studies in the past™.

Nevertheless, in its comments, the Commission noted that:

10 Rapport du Comité Fiscal et Financier, EEC, 1962.
1 1mpét sur les sociétés et impot sur le revenu dans les Communautés européennes Luxembourg, 1970.
2" This was withdrawn in April 1990.

3 Report of the Committee of Independent Experts on Company Taxation, Commission of the European
Communities Official Publications of the EC, ISBN 92-826-4277-1, March 1992.

Company Taxation in the internal market, Office for Officia Publications of the European Communities,
Luxembourg, €31, 2002.

1> See Baker and McKenzie (1999 and 2001), Survey of the effective tax burden in the EU, Amsterdam.
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"these conclusions are the result of a static analysis, and it is possible that, in a
dynamic context, the transparency associated with the harmonisation of the taxable
base would induce a convergence of the statutory tax rates, thus implying a reduction
in the dispersion of effective tax rates’; adding that

"there is no convincing evidence for the Commission to recommend specific actions on
the approximation of the national corporate tax rates or the fixing of a minimum
corporate tax rate....The level of taxation is a matter for Member Sates to decide, in
accordance with the principle of subsidiarity.”

At this point, and given that the Commission study is a static analysis using 1999 data, and
does not assess the dynamic effects, it is necessary to take into consideration the most recent
developmentsin the field of corporate taxation in the EU Member States.

Through recent tax reforms, most European countries have reduced statutory corporate tax
rates, accompanying these measures with a simultaneous broadening of the corporate tax base
— mainly through less generous depreciation alowances. Because of these recent changes, the
dispersion in corporate tax rates between countries has been significantly reduced. In the last
three years, Member States with corporate tax rates above the average (Germany, Belgium,
Portugal, Netherlands, Italy, Greece) have reduced the rates, decreasing, therefore, their
deviation from the European average (see Table 1). In most European countries, corporate tax
rates are converging.

There is one exception, however, which requires special mention: Ireland. This country
reduced the standard corporate tax rate from 24% in 2000 (which was aready below the
European average) to 20% in 2001. Effective from 1 January of 2002, the standard corporate
tax rate has now been reduced from 20% to 16%, and from January 2003 this rate will be
12.5%™. If we calculate the dispersion through the standard deviation for all EU Member
States, but excluding Ireland, we find that this indicator has decreased. If weinclude this data
for Ireland, the standard deviation is higher.

16 Although the current standard rate of corporation tax on trading income in Ireland is 16%, the rate of 125%
is aready applied to the trading income of small companies, which are companies with trading income not
exceeding €254,000 euros (£l 200,000). A 25% rate applies to certain nontrading income, such as Irish rental
and investment income. A reduction in the tax rate is available on income from the sale of goods
manufactured in Ireland and from some service activities, giving an effective rate of 10%. In some cases, the
rate of 10% also applies until December 2005 or December 2010. For more details concerning Irish
Corporate Tax reform, see: Haccius, C. (2000), "The Irish corporation tax revolution", Bulletin for
International Fiscal Documentation, vol. 54, no.3, pp. 122-132.

Corporation Tax in Ireland

"Standard" rate % "Cais?vl.l.l ()/(I) M "ten per cent scheme"
2000 24 25 10
2001 20 and 12.5* 25 10
2002 16 and 12.5* 25 10
2003 125 25 0 (with exceptions at 10 until 2010)

* Under €254 000 trading income. Tapered relief above.
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Table1l: STATUTORY CORPORATE TAX RATESIN EU MEMBER STATES
(1999-2002) Percentages (1)

Variation

1999 2002 (%)
AUSTRIA 34 34 0.00
BELGIUM 39 30 (a) -23.08
DENMARK 32 30 -6.25
FINLAND 29 29 0.00
FRANCE 33.3 33.3 0.00
GERMANY 40 25 -37.50
GREECE 40 35 -12.50
IRELAND 10(b) 10(b) 0.00
ITALY 37 34(c) -8.11
LUXEMBOURG 30 22 -26.67
NETHERLANDS 35 34.5 -1.43
PORTUGAL 34 30 -11.76
SPAIN 35 35 0.00
SWEDEN 28 28 0.00
UNITED KINGDOM 30 30 0.00
European average 32.42 29.32 -9.56
Standard deviation 7.29 6.55 -10.18

(1) Surcharges or local taxes are not included

a) Taking into account the Corporate Tax reform announced by the Belgian government in September 2001.
The standard corporate tax rate will be reduced from 39% to 33% and eventually to 30%..

b) Inthecaseof Irdland,10% istaken asthe effective tax rate for most companies.
¢) Theltalian government has recently approved the reduction of corporate tax to 34% for the next year.

But, although the standard corporate tax rate in Ireland is 16%, most companies — those that
receive income from the sale of manufactured goods and from some service activities — are
taxed at an effective rate of 10%. This rate applied during the period 1999-2002. On the
assumption of an Irish corporate tax rate of 10%, the dispersion of corporate tax rates in the
European Union over the last four years has decreased by more than 10%.

In short, as a result of the last corporate tax reforms in Member States, the EU average of
corporate tax rate has been reduced from 32.42% in 1999 to a 29.32% in 2002. Over the same
period, the dispersion of corporate tax rates in the EU has decreased by over 10%. Moreover,
taking into account ongoing tax reforms, statutory corporate tax rates will be reduced even
further in the near future.

It can perhaps be argued that these trends constitute, in some measure, a "race to the bottom™
(see next section). On the other hand, it is aso true that — whether as a result of tax
competition or deliberate co-ordination — the differences among countries in the case of the
most relevant tax driver affecting competitiveness, incentives to locate and financing
decisions, are steadily diminishing. Already by 2002, the main obstacle to cross-border
economic activitiesin the Internal Market, identified by the Commission study on the basis of
1999 data study, has been significantly reduced.

Theinternational context

A further important issue, however, concerns the direction taken by the national tax reforms.
These indicate the existence of a discrepancy with policy recommendations. A reform of
corporation taxation towards some form of neutral business taxation that leaves the return to
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margina investment untaxed (i.e. the switch to a cash-flow income tax, which leaves new
capital formation untaxed) has long been advocated’. Most reforms, however, have been in
the opposite direction.

According to Haufler and Schjelderup (2000)®, one possible reason for the discrepancy
between policy recommendations and actual corporate tax reforms may lie in the increasing
internationalisation of national economies, in particular through the growing importance of
multinational corporations®. In conditions of growing volumes of foreign direct investment
(FDI), competition for "paper profits’ causes Member States to distort their corporation tax

structures in the direction of lower statutory tax rates, compensated for by a broadening of the
tax base.

This creates a case for a minimum EU corporate tax rate, which could help to combat profit-
shifting strategies by multinational firms. The Ruding Committee proposed this measure in
its report in 1992. According to Haufler (1999Y°, the growing importance of transfer pricing
in internationally integrated firms leads to highly elastic responses of paper profits to nominal
tax rate differentials. A minimum EU corporation tax rate would prevent competition for
profit tax revenues (Deveraux 1992)*.

Nevertheless, multinational firms can avoid high EU corporate tax rates through profit
shifting to other, low tax jurisdictions in which the firm operates. Multinational firms may
react to tax harmonisation measures in Europe either by relocating production to non-member
states (if they derive low firm-specific rents from locating in Europe) or by shifting profits to
low-tax countries outside the Union. So it is possible for multinational firms to locate in

1" See Meade Committee (1978), The structure and reform of direct taxation, Institute for Fiscal Studies,

London, and Sinn, H. W. (1987), Capital income taxation and resource allocation, North-Holland,

Amsterdam. The switch to a cash-flow tax has aso recommended as an dternative to the EU-wide
harmonisation of corporate income taxes (Cnossen and Bovenberg (1997), "Company tax co-ordination in
the European Union: Some further thoughts on the Ruding Committee Report”, M.I. Bleijer and T. Ter-
Minassian (eds), pp.164-178).

Haufler, A. and Schjelderup, G (2000), "Corporate tax systems and cross country profit shifting”, Oxford

Economic Papers no 52, pp. 306-325. The paper analyses optimal taxation of corporate profits when
governments can choose both the rate and the base of the corporation tax, constrained to collect a given

amount of corporate tax revenue. This paper examines the effects of cross-border profit shifting on corporate
tax systems and the tax rate cut cum base broadening reforms observed over the past decade. These may be
motivated as an optimal policy adjustment to the rise in foreign direct investment. The authors conclude:
when foreign direct investment is permitted and firms can shift profits between countries trough transfer
pricing, it will be optimal for each government to distort investment decisions in order to reduce tax rates
and limit the incentive for profit shifting.

Multinationals corporations respond primarily to differences in statutory tax rates between countries (see:
Deveraux, M.P. (1992), "The Ruding Committee Report: an economic assessment”, Fiscal Sudies, vol. 13,
no 2, pp. 96-107, and Keen, M. (1993), "The welfare economics of tax co-ordination in the European
Community: a survey", Fiscal Studies vol. 14, no 2, pp. 15-36)).

Haufler, A (1999), "Prospects for Co-ordination of Corporate Taxation and the Taxation of Interest Income
in the European Union", Fiscal Sudies vol. 20. no 2, pp. 133-153. The paper eva uates the recent proposals
for a co-ordinated capital tax policy in the European Union, focusing on an EU wide minimum withholding
tax on interest income and alternative ways to increase the effective tax rate on corporate profits. The paper
concludes that some aggregate efficiency gains can be expected from EU co-ordination proposals, but
additional tax collections will be limited largely to the group of small savers while highly mobile large-scale
investors are likely to avoid the EU tax.

Deveraux, M.P. (1992), "The Ruding Committee Report: an economic assessment", Fiscal Sudies, vol. 13,
no2, pp. 96-107.
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Europe and benefit from access to the Single Market as well as national infrastructures, but to
avoid high EU corporate tax rates.

The problem is therefore wider. In the presence of world-wide mobility of tax bases, tax
policy co-ordination at the EU level is not enough; it needs to be at an international level.

As some authors propose, a possible aternative, following the US example, could be to
supplement the traditional arm’s-length—pricing rule with the "comparable profits method".
This regulation gives US tax authorities the right to correct corporation taxes on the basis of

the profitability of comparable firms in the same branch over a longer time period. A more
systematic solution would be an EU-wide application of formula apportionment (or unitary
taxation), as currently employed by the US for firms operating in several States.

Proceedings of the Conference on Company Taxation

The Conference held in Brussels on 29-30 April 2002, to which the Commission invited
several hundred representatives from business, government and academia, was intended to
initiate a broad debate on the Commission's new strategy on European company taxation. The
debate focused particularly on four general approaches towards providing companies with a
consolidated tax base:

home state taxation;

a common consolidated base;

a European company income tax; and
afully harmonised tax base.

These proposals are compared in Table 2.

The EU Tax Commissioner Fritz Bolkestein, when opening the conference, specifically
related the issues at stake to the "Lisbon process’.

"Without determined action on the tax front, the EU will fail to achieve its self-imposed
objective of becoming, in this decade, the most competitive and dynamic knowledge-
based economy in the world."

Most of conference participants indeed agreed that there had to be some reform of Europe’s
corporate tax system. Company representatives in particular complained that European tax
regimes had not kept up with the development of the Internal Market.

Benedetto Della VVedova, rapporteur for the European Parliament 's Economic and Monetary
Affairs Committee on the Commission's Communication, sounded some notes of caution (see
Introduction). But he also pointed out that the European Parliament resolution on this subject
shared the opinion of the Commission in supporting the rapid removal of tax obstacles to the
cross-border activities of European companies.

There was not complete agreement, however, on the best approach. A substantial body of
opinion — basing itself on the work of the Stockholm Groug” — supported the Home State
Taxation (HST) option. This would be of particular benefit to SMEs, which would need to
conform only to the domestic tax code with which they were already familiar. It obviated the
need to devise a new, harmonised code; and accorded with the principle of subsidiarity. HST,

22 A group of individuals from both Europe and North America, which has met regularly since 1993 to discuss
corporate tax issues. Its origina proposal for a system of Home State Taxation, made in 1999, has been
further elaborated since (see Home Sate Taxation by Lodin, S.O. and Gammie, M., IBDF Research
Department, Amsterdam 2001).
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moreover, did not need to be adopted by all Member States together. Groups of countries
with similar tax codes might agree to adopt the scheme amongst themselves, applying
existing practice to others.

Opposition to HST came from a number of participants. It was argued, in particular, that
different firms competing in the same market would be applying different tax rules; and that
it would lead to the relocation of firms in the most accommodating Member State, and to
competition for tax bases.

The preferred solution for this body of opinion — amost certainly the majority — was the
Common Consolidated Tax Base (CCTB), existing as an option for firms operating in more
than one Member State. The tax base for al such firms would be identical; but the rates
applied to the base would vary according to the proportion of turnover in each relevant
Member State. The main advantages were:

The compliance cost resulting from the need to deal with 15 tax systems within the
Internal Market would be significantly reduced.

Transfer pricing problems within a group of companies would end, at |east within the EU.
Profits and losses would, in principle, be automatically consolidated on an EU basis.
Many international restructuring operations would be fiscally simpler and less costly.

The most frequently-raised objections to this option were that it involved the creation of a
sixteenth tax base, in addition to the existing fifteen national codes; and that it allowed firms
too much choice of code. A minority argued for a move, as soon as practicable, to a
compulsory, fully harmonised tax base.

As the discussion developed, however, it became clear that these divisions of opinion were
not as sharp as had at first appeared, and depended in part on the envisaged time-scale. Sven-
Olof Lodin, one of the authors of HST, indicated that it could be the first step on the path to
CCTB. Others believed that CCTB might begin as an option for firms operating in more than
one Member State, becoming compulsory once experience had been gained in its application.
There was aso support for the parallel introduction of HST and CCTB: the former for SMEs
for which operations in another Member State was only occasional or marginal; the latter for
larger companies operating regularly in more than one Member State.

On anumber of issues, however, the conclusions of the conference were less clear.

Few of those attending were prepared to advocate the harmonisation of cor porate tax
rates, or even the application of a minimum rate It appeared generally accepted that
rates of tax were the sovereign responsibility of national governments and parliaments.
This was despite the findings of the study, already referred to, that aligning the corporate
tax base without aligning tax rates riskedincreasing divergence between Member States.

For much the same reasons, few accepted the option of a European Company Tax, the
revenue from which might help fund the EU Budget.

Not much attention was devoted to the revenue effects of the different proposals for
Member States. Experience from the past, however, indicates that such effects, however
small, weigh heavily with national finance ministries.

There was some discussion, however, of the" fifth option™: that is to proceed on the basis of
piecemeal reform. Here, one measure was singled out as being of crucial significance:
enabling firms operating in more than one Member State to be able to consolidate profits and
losses of their different subsidiaries.
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Table 2:
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COMPARISON OF PROPOSALS ON COMPANY TAXATION

HOME STATE

TAXATION

COMMON
CONSOLIDATED BASE

EUROPEAN
COMPANY TAX

HARMONISED
TAX BASE

Application : . Compulsory or
Optiond Optiond optional Compulsory

No. of systems Existing 15 Existing 15 plus new one | Existing 15 plus1 | Only one

Participation All or some All OF SOme companies All or some All companies
companies P companies P

Main Features The tax base would | New harmonised EU rules| Originally To harmonise
be computed in for the determination of a | conceived as a national ruleson
accordance with the | single tax base on compulsory company taxation
tax code of the European level. European by devising a
company's home Corporate Income | single EU company
dtate (i.e. where the Tax for large systemasa
headquarter is multinationals, replacement for
based) could be an option. | existing national

systems.
Advantages Quick, simpleand | Thiscould bethefirst step| Thetax could be | The most complete

pragmatic rules

to achieve an harmonised
tax base in the long term

levied at the
European level and
could be a source
of revenue for the

solution and the
best option for
improving the
functioning of the

EU Internal Market
and the
competitiveness of
the European
enterprises

Politically feasible | Politically feasible Higher
Not require Not require harmonisation terf?ljs_parency, d
harmonisation of of existing taxation rules effICI ency an
existing rules ectiveness
Disadvantages Competition for tax | Specific and technical Possible political | Higher political
bases among the problems for achieving problems for its problems for
Member States common taxation rules: a | approval achieving an
new tax code would have agreement
to be devised
Complications More complexity: Complexity: 15
related toits multinational s would need| existing rules plus
application across | to know the 15 existing anew one

the member States

rules plus a new oneto
choose the best option

The Commission has not yet published its own conclusions from the Conference. It will
publish details of its progress on EU company taxation in anew communication by the end of
2003. At the end of the Conference, however, Michel Vanden Abeele, Director General of
Taxation and Customs Union, summarised the Commission's short- term plans to address tax
barriers to the Internal Market; and its medium-and- long term plans for tax base
consolidation (see Table 3).
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Table3: ACTION PLAN ON COMPANY TAXATION IN THE EUROPEAN UNION

SHORT TERM

Improve implementation of current Directives: the Merger Directive
and the Parent-Subsidiary Directive

Develop guidance on important European Court of Justice rulings on
Member States company tax and double taxation treaties and to co-
ordinate, via appropriate Communications from the Commission, the
implementation of these

Present a proposal for a Directive to renew and improve the Arbitration
Convention

Prepare for a Communication on the issue of double taxation
conventions of Member States with a view to the eventual conclusion of
either amultilateral convention or an agreed EU model

Explore the particular potential of a comprehensive company tax
regime and of a consolidated corporate tax base for the EU-wide
activities, determining the best way forward with the project

Make sure that the current body of EU company tax law will be fully|
applicable to companies formed under the European Company Statute
as from 2004.

MEDIUM TERM

Implement the strategy to provide companies with a consolidated
corporate tax base

LONG TERM

It would be desirable to fully harmonise the tax base.

The Commission was working on a pilot project, on a transitional basis, for use by a limited
number of companies. small and medium-sized enterprises (essentially HST); or the
companies adopting the form of Societas Europeae” (essentially CCTB). This strategy might
first be implemented in only afew Member States.

2 This company structure will allow corporate bodies to establish a European Company. It is a new legal
instrument based on European Community law that gives companies the option of forming a European
Company known formally by its Latin name of Societas Europeae (SE). An SE will be able to operate on a
Europe-wide basis and be governed by Community law directly applicable in al Member States. The
European Company Statute is established by two pieces of legislation: a Regulation establishing the
company law rules (OJ L294, 10.11.2001, pp. 1-21) and a Directive on worker involvement (OJ L294
10.11.2001, pp. 22-32). The Regulation and Directive enter into force three years after their formal adoption.
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Recent developmentsin the Member States””

AUSTRIA
The main tax measures recently enacted by Austrian government are:

>

An additional deduction of 10% for research and development expenditures is introduced.
This additional deduction is available for expenditures on operations that meet specified
conditions. Companies generating tax losses may now apply for an award equal to 3% of
research expenditures, which is credited to the tax account. The rules applicable to the
additional tax deduction also apply to the award.

Advance Depreciation Deduction: Construction expenditures that are incurred in 2002
and are capitalised in the cost of a building may be written off in advance at arate of 7%.

Additional Tax Deduction for Training Expenditure The additional tax deduction for
training expenditure is increased from 9% to 20%. Companies generating tax losses may
now apply for an award equal to 6% of training expenditure, which is credited to the tax
account.

All these measures are effective from January 