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knowledge-based economy in the world, capable of
sustainable economic growth with more and better
jobs and greater social cohesion’.

The resulis have been disappointing: the policy was
overambitious, too wide-ranging and with only a
limited commitment from MSs that would have to
carry out the measures.

The LS has not improved the EU's productivity
performance.

The LS operated from 2000 to 2010; a similar strat-
egy, Burope 2020, has now been introduced for the
period 2010-20.

Tt is argued that the LS is misconceived and iis
objective and methods can be questioned.

What is ICP? What government policy measures
does it cover?

Why might ICP be necessary if markets are imper-
fectly competitive?

Explain what is meant by network externalities.
Explain what is meant by agglomeration
econermies,

Explain what is meant by R&D) externalities,
Consider howICP can adjust for these externalities,

Explain the idea of government failure in relation

1o ICP,
Why are enirepreneurship and SMEs particularly
important for economic performance?

What aspects of ICP can be used to increase entre-
preneurship and the development of SMEs?

What are the matn elements of EU state aid policy?
Consider how state aid policy has developed since
1958,

Why did the financial and economic crisis that
began in 2007 pose particular problems for state
aid policy?

Evaluate how effectively DG COMP responded to
this challenge.

Examine the case of BU R&D poticy.

Describe the way in which EU R&D policy has
developed.

16. Evaluate the success of EtJ R&D policy.

17. What was the Lisbon Strategy {1.5)?

18. Why was it difficult to get LS measures imple-
mented?

19. Assess the impact of the LS,

20. Do you think Europe 2020 resolves the LS
problems?

21. Was the LS appropriate and necessary?
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NOTES

1 As well as the failure of individual companies, iins-
irated vividly in 2005 by the final demise of Rover, the
supposed national champion of the UK motor vehicle
industry.

2 Innovation is still possible without patent protection
because the innovator will enjoy benefits until the
innovation is copied. There may also be first-mover
advantages.

3 Asticle numbers refer to the latest version of the

.. Consolidated Treaty (CEU 2008a).

4 Total aid, excluding agriculture, fisheries, traﬁéiﬁrt and,

in 2008, crisis measures,

5 Because of the decline in overall aid, even expenditure
on horizental objectives has deciined in real terms.

6 Although the effect on their real economies was signifi-
cant and in some cases severe,

7 EU research programmes are supplemented by the
Eureka (European Research Coordinating Agency) pro-
gramme launched in 1985, which today encompasses
forty Buropean countries which cooperate on research.
In the eariy 1990s Eureka expenditure was almost as
large as Framework Programmes, but today Eureka is
much smaller than FP. Bureka concentrates on near
market research and so is complementary to FP pre-
competitive research.

8 For 20- to 64-year-okds.

9 SeeTable 14.2, note 1.

Tax harmonization has been a very thorny issue for

the EU: witness the vehement argument in the 1980s
when Margaret Thatcher, British prime minister, flatly
deciared that tax harmonization was not EU business,
only to be told by Helmut Xohl, German chancellor,
and Tacques Delors, Commission president, that it
was indispensable for BEU integration. Such a beld
statement cannot be treated lightly, since tax har-
monization remains one of the few areas where new
EU legislation requires unanimity: hence a single BU
mermber state (MS) can frustrate any new initiatives in
this domain.

Tax harmeonization is the agreement and applica-
tion of common rules for taxation across the entire
BU. This involves three separate aspects: the object of
taxation - that is, what is to be taxed; the tax base - that
is, agreement on the calculation of what is to be taxed;
and harmonization of rates. The first purpose of this
chapter is to clarify what they mean. The second is to
consider to what extent tax harmonization is necessary
for the EU. And the third is to assess the progress the BJ
has achieved in this respect. The chapter finishes with
conclusions.

Tax harmonization is the agreement and application of
common rules for taxation across the EUJ, This involves
three separate aspects: first, the object of taxation -

what is to be taxed; second, the tax base - agreement on
the calculation of what is to be taxed; third, harmoniza-
tion of rates, Tax harmonization in the BU so far has
been very limited, with an agreed base for the Valie
Added Tax (VAT), and minimum rates for VAT, alcohol,

cigarette and energy taxation, plus some agreements
to Hmit unfavourable interaction between national tax
systems.

The government plays a very important role in
modern economies: in 2008 tax revenue accounted for
39.3 per cent of EU27 GDP.}! Normally tax and govern-
ment expenditure is primarily the responsibility of the
highest tier of government, the federal or central gov-
ernment. As is demonstrated in Chapter 19, this is not
the case in the EU, since MSs control most tax revenue
and are responsible for most government expenditure.
This makes the EU unusual because there is a large
variation of taxes and government expenditures in a
single market.

There are two basic types of taxation: direct and
indirect. Direct taxes, such as income and corporation
taxes, are levied on wages and salaries (income taxes),
or on the profits of business {corporation taxes; CT).
Direct taxes are not intended to affect the price of com-
modites or professional services.? Indirect taxes are
levied specifically on consumption and are therefore,
in a simplistic model, significant in determining the
pricing of commodities.

Taxes can act as non-tariff barriers (NTBs) to inter-
national trade (see Chapters 2, 6 and 7}, as well as
affecting the international movement of factors of pro-
duction {Bhagwati 1969; Johnson 1965a; and Chapter
8). Therefore, to complete the Single European Market
(SEM), and to realize the four freedoms for the move-
ment of goods, services, persons and capital, some
degree of tax harmonization is required in the EU,

The other reason for tax harmonization is that the
ability of national tax systems to raise revenues, and
the efficiency effects that they have, are affected by the
tax regimes in the other MSs - for example, the revenue
from tobacco taxation will depend on the rates of taxa-
tion in neighbouring MSs. Thus there can be positive
or negative spillovers/externalities between MSs’ tax



230 Brian Ardy and Ali El-Agraa

systems, The movement of factors of production can be
Influenced by government tax and expenditure policies.
The administrative and compliance costs for the govern-
ment and taxpayers may be affected, and the ability of
national governments to pursue redistributive policies
is constrained. Tax harmonization in the BU is the align-
ment of tax bases, rules and rates to reduce the harmfu]
interactions between different MSs’ tax systems,?

Three criterla should inform tax harmenization: Juris-
diction, distortion and enforcement.

Jurisdiction is the determination of who should
recelve the revenue from a particular tax. With EU
taxation tightly controlled, MSs are the jurisdiction
for the overwhelming maj ority of tax revenue, but this
sovereignty has to be pooled for the effective opera-
tion of national tax systems in the SEM. Transparency
is required, with clear definitions of fax bases and
regulations. The operational independence of national
tax systems should be possible within agreed rules;
cooperation and information exchange should not be
part of the day-to-day operation of the tax system,
The clearest example of the Jurisdictional prineiple
applies to consumption taxes and the choice between
the destination and origln principles (see Section 15.4,
page 232). Labour taxes are usually paid in the country
of residence, which is normally the same as the source
country where the income is earned. Income from
capital is taxed at source in the case of CT, but income
is also subject to residence-based tax. Where more than
one tax jurisdiction is involved, the interaction between

national tax systems becomes important,

Distortion concerns the avoidance of tax-induced
inefficiency in the operation of the SEM, Spillover/
externalities can occur as a result of the operation of tax
systems. The most common externality is tax competi-
tion, which will tend to lead to lower tax rates, because
governments fear the loss of the tax base to countries
with lower rates. This will reduce tax revenues overalt
and increase the marginal cost of public funds,f Tax
competition encourages the taxation of less mobile fax
bases and may cause lower provision of government
services, Whether this is a problem is debatable; it can
be argued that tax competition acts as a necessary dis-
cipline on government fiscal profligacy.

The extent of the problem of distortion depénds on
the type and rate of tax, There are particular problems
with excises on products such as alcohol and tobacco,
with enormous differences in rates. Tax competition is
not a significant problem with labour taxation because
of the very low degree of international mobility in the
BU® (Braunerhjelm et al. 2000, pp. 46-5%; Chapter 8),
High-tax countries would also tend to offer a higher
provision of public services, offsetting the higher taxes,
The high mobility of capital, especially in an economic
and menetary union (EMU), means that capital will
tend to move to where taxation is lowest, This process
will continue until differences in the return on capital
offset differences in taxation and returns on immov-
able factors, labour and land prices are accordingly
depressed in high capital tax countries,

Enforcement is the ability to ensure that the agreed
rules apply in practice. Large differences in excise taxes
on cigarettes are difficult to enforce in the absench
of borders, Taxes on labour are usually withheld
by employers at source and so are relatively easy to
enforce. CT poses particular enforcement problems.
If the tax is based on the source of (he income, this
requires separate national accounting for each MS,
but this is not possible for multinational corporations
(MNs), so unsatisfactory, ad hoc arrangements are nec-

essaty. The location of profits can alsa be shifted bythe

manipulation of transfer prices® and other. methods,
Taxes based on residence also face problems associ-
ated with the need to allow for taxes paid elsewhere.
National tax independence within the EU necessi-
tates a significant degree of tax coordination to ensure
the effective operation of tax systems, The analysis now
turns to the four prineiple areas of harmonization: VAT,
excise duties, energy taxes and CT (see Table 15.1),

Inthe 1957 BEC Treaty tax harmonization is solely con-
cerned with indirect taxes. Harmonization was seen as
vital for preventing indirect taxes from acting as NTBs
on intra-BU trade. However, the treaty only required
the harmonization necessary to ensure the establish-
ment and functioning of a single market. The treaty is
rather vague about what it means by harmenization,
but this is normal; treaties lay down the objective, while
further negotiations lead to detailed legistation.

Tax harmonization

At BEC inception there were four types of sales, or
furnover, taxes operating in Western Europe (Dosser
1973; Paxton 1976). One was the cumulative multi-stage
cascade system (West Germany, Luxembourg and the
Netherlands), where the tax was levied on the gross
value of the commodity at each stage of production,
without any rebate on taxes paid at earlier stages,
Anocther was the value added tax (VAT; in France),
levied at each stage of production as a percentage of
the value of sales less tax levied at earlier stages of

production.” A third was mixed systems (Belgium and
Ttaly). The fourth was the purchase tax (UK), a single-
stage tax charged at the wholesale stage by registered
manufacturers or wholesalers, which meant that man-
tfacturers could trade with each other without paying
tax.

Although all these tax systems had a common treat-
ment of trade, with no tax paid on exports, and tax
levied on imports at the point of entry, the cumulative
systems involved distortions. Since the amount of taxin
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nurnbier of transac-
ise arnount of tax to

these taxes could be used as NTBs."

The EEC adopted VAT as its hurnover tax and a
cominon base® was agreed. Having chosen the tax and
the tax base, the EEC had to decide on the tax jurisdic-
tion, using efther the ‘destination’ or ‘origin’ principle.
Under the destination principle, tax revenue would be
atiributable to the country of final purchase. For exam-
ple, if the UK levies VAT at 8 per cent and France at 16
per cent, a commodity exported from the UK to France
would be exempt from UK tax but would be subject
to the tax in France. Hence France would collect the
tax revenue and the UK's exports would compete on
“equal terms with French products in the French market,
Under the origin principle, tax revenue would be dis-
tributed according to the value added in each country.
Hence a commodity exported by the UK to France would
pay UK tax (8 per cent), and in France additional tax
would be levied to bring the overall tax on the commaod-
ity to 16 per cent. Under strict conditions, equivalence
would apply: tax revenue and its distribution would be
the same under the destination and origin principles.
These conditions are that the tax systems in both coun-
tries must be exactly the same in terms of base, rules
and rates, and trade should be balanced. In this situa-
tion the tax collected from foreign countries on exports
would be the same as the tax paid to foreign couniries
on imports. In the absence of these conditions, the
destination and origin principles will lead to an uneven
distribution of the tax burden between countries. The
destination principle requires border tax adjustments,
so it was argued that a borderless 8 needed a shift to
the origin principle (Shibata 1967). In the absence of the
equivalence conditions, both systems Involve potential
jurisdiction and distortion probiems, so it is practical
issues that will decide the choice of system (Bovenberg
1994; Lockwood et al. 1994). The BEC decided to use the
destination principle, which is consistent with undis-
torted intra-BU trade, provided that customs controls
remain. This decision ensured that the EEC continued
to have separate national markets divided by physical
borders. Changes were needed once these physical bor-
ders were eliminated by the SEM.

There are three fundamental problems with
VAT: first, the definition of the tax base; second, the

in Luxembourg and Cyprus to 25 per cent in Denmark

widespread use of mudtiple rate VAT; third, the ireat-
ment of cross-border trade. Under current legisla-
tion (Council 2010a), exemptions from VAT include:
activities such as healthcare, education, social services,
cultural services, public broadcasting, postal services,
leasing/letting property, insurance, financial transac-
tions and gambling; and organizations, public bodies,
small business and farmers. Public bodies are exempt
because it seems strange for the government to tax
itself, but recent experience of privatization and con-
tracting out has indicated that there is ne clear division
between public and private activities. The exemption
of small business is the result of the high, largely fixed
cost of operating VAT, which would function as regres-
sive tax on small business.'® The compliance costs of
VAT are estimated to be 2 per cent of turnover for small
husinesses {turnover below 60,000 euros), but only 0.3
per cent for large companies (turnover greater than 1
million euros) (Sandford ef al. 1989). The problem with
exemptions is that they can lead to distortions in prices,
reduce the efficiency of tax collection and increase
compliance and adminisiration costs. A wider tax base
with fewer exemptions is desirable.

The EU is still a long way from achieving the approxi-
mation of VAT rates envisaged in the SEM White Paper
{CEU 1985a). All countries respect the minimum stand-
ard rate of 15 per cent, with a range from 15 per cent

and Sweden (see Table 15.2). Lower rates vary between
0 and 10 per cent, with the majority of couniries operat-
ing multiple-rate VAT, A long list of exceptions compli-
cates the system considerably.

The extent to which the varfation in rates represents
a problem with regard to cross-border shopping is
arguable. Evidence suggests that its magnitude dimin-
ishes rapidly with distance, and differences in excises
seem to be more important, accounting for two-thirds
of the value of cross-border shopping (Bygri et al. 1987;
Fitzgerald et ol 1988). Similarly, Commission studies
find that the abolition of border controls has not led to
significant changes In cross-border shopping patterns,
distortions of competition or changes in trade, due to
differences in VAT rates (European Parliament 2001b).
So there does not seem to be any great need to further
harmonize VAT rates to reduce distortions caused by
cross-border shopping.

The existence of multiple rates is much more ques-
tionable, The major reason for special exemptions and

Tax harmonization

reduced rates is to limit the regressive impact of VAT,
but the major beneficlaries of such exemptions are not
the poor. The conclusion of a 1988 study, which has
been supported by subsequent evidence,'® was that the
distribution: of the tax burden was not vexy different if
products were zero-rated (the UX), taxed at a reduced

rate (the Netherlands) or even at the same rate as other

goods and services {Denmark) {OECD 1988b). Thus,
although expenditure on food is proportionally higher
for poorer groups, the better-off spend more in abso-
lute terms, thus the improvement in the progressivity of
the tax systern is minor. ‘Differentiated VAT rates are an
ineffective, il targeted instrument for eliminating the
impact of the tax on the poor' (Cnossen 2002, p. 492).
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Multiple rates are also not without cost, since they
increase the administrative complexity of the system
and cause problems of compliance. One study sug-
gested that UK firms found that having multiple rates
rather than a single rate doubled compliance costs
(Hemming and Kay 1981). Imposing an additional
VAT rate also reduces the compliance rate by 7 per
cent (Agha and Houghton 1996}. ‘This is not surprising
when one realizes that the following factors need to
be considered in applying the zero rate to food in the
UK: ‘place of consumption, timing of consumption,
temperature, saltiness, number, volume, concemira-
tion, sugar content, use of fingers in consumption and
alcoholic content’ (Cnossen 2002, p. 493}. There ls,
therefore, no economic or social justification for the
continued use of multiple rates.

The EUJ responded 10 the abolition of fiscal borders
in the SEM with a transitional regime of cross-border
trade on a deferred payment or postponed accounting
basis. Under this system exports are free of VAT, bui the
exporter must inform the fiscal authorities in the coun-
try it is exporting to. Importers must declare imports
and pay VAT at the local rate. A VAT Information
Exchange System {VEIS) reinforces checks by requiring
registered businesses to file quarterly reports of exports
and imports. In the past the Commission has argued
that the deferred payment system is bureaucratic,
creates additional administrative burdens for compa--
nies and is subject to fraud. The European Parliament
(2001b, p. 44) suggests that the identified 1,300 miliion
euros of VAT fraud is merely 'the tip of the iceberg’. The
Commission wanted to shift to the origin system {CEU
1985a), but it has now accepted that this is politically
too difficult and has sought to improve the transitional
regime. This has become more usgent with the esca-
lation of missing trader/carousel fraud. This occurs
where fraudsters set up bogus companies to import
high-value items (mobile phones and computer chips)
that are VAT-free, then sell them on to other bogus
comparies, charging VAT, but not paying it to the tax
authorities. The goods are then exported and the VAT
that has not been pald is reclaimed. The process can
then start over again, hence the term carousel. When
the tax authorities seek to claim the VAT, they are
unable to trace the owners/officers of the companies
involved. With erganized crime involved, the losses are
very high: 10 per cent of VAT revenue (The Economist
2006, p. 5). The suggestions for controlling this problem

vary from tightening up the administrative arrange-

.ments to attering the VAT system - for example, by not

charging VAT on business-to-business {ransactions or
charging VAT on intra-EU trade. Such measures could
be limited to certain items likely to be involved in car-
ousel fraud. However, this could weaken self-policing
elements of the system and complicate and increase

the costs of policing and compliance,

This analysis ieads to the conclusion that VAT reform
should extend the tax base and eliminate muliiple
rates. Eventually the problem of fraud may give MSs
the incentive to finally achieve sufficient harmoniza-
tion of rates to enable a move to the origin system to
take place.

‘There are large differences in rates between MSs, and ~

excise duties are important for EU governments, being
the fifth most important source of revenue (see Table
15.1, page 231). Thus the importance of excises varies
substantially between MSs, from 18.3 per cent of tax
revenue in Bulgaria to 4.5 per cent in Haly in 2008.

The EU pesition on tobacco duties is a compro-
mise between the southern and northern MSs. The

south favoured taxation based on the value of the™
. product to protect their cheap, home-grown tobacco.

The nerth preferred spécific taxes based on volume
rather than value to discourage tobacco smoking. This
led to wide differences in rates and in the total tax
burden on cigarettes.® This widened still further with
low tax and low cigarette prices in the new member
states {NMSs; see Table 15.3). EU regulations (Council
1992b, 1995a) have had to accommodate this wide
variation. Thus the EU requires that the specific and ad
valorem excises plus VAT must not be less than 57 per
cent of the retail price and 64 euros per thousand ciga-
rettes; these are to be raised to 60 per cent and 90 euros
in 2014 (Council 2010b). The iotal tax on a pack of
twenty cigarettes varies between 1.28 euros in Poland
to 5.21 euros in Irefand (see Table 15.3}. With such a
disparity of tax and consequent variation in prices, it
is not surprising that high-tax countries are suffering
a substantial loss of revenue as a result of personal
purchases overseas and small- and large-scale smug-
gling, It is estimated that 25 per cent of the cigarettes
smoked in the UK are smuggled (Public Accounts
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Committee 2002), Tobacco smuggling is not simply
a UK problem; it is an EU-wide and global problem
(Cnossen and Smart 2005). With internal harmoniza-
tion of tobacco duties problematic and the threat of
external smuggling, governments in high-tax countries
are faced with a difficult choice between lower duties
and revenue loss.

Excises on alcoholic drink are based on relative
alcohol content as a result of a judgment by the
Buropean Court of Justice (1983), which was necessary

ta avoid taxation distorting trade between MSs. Thus
the most flagrant discrimination in favour of local
producers has been eliminated {Cnossen 1987), but
national beverages are still protected - for example,
by applying different excises to still and sparkling
wine. Some convergence of rates has occurred as MSs
have moved towards the lowest rate: seven MSs levy
no excises on wine, and in France # is only 3 euro
cents a litre. Some high rates persist, with large dif-
ferentials remaining: the excises on wine vary from 0
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to 2.73 euros a litre and on spirits from 6.45 to 15.45
euros (see Table 15.4), A directive on minimum rates
was agreed in 1992 (Council 1992¢); the minimum
was set at a low level, and since then it has been
eroded by inflation so now it does nothing to reduce
the differences in taxation. The taxation of alcohol is
also excessively complicated.

Substantial smuggling and cross-border purchases
occur; it is estimated that about a quarter of the spirits
consumed in Denmark and Sweden are purchased

outside the consumers’ own MS {Buropean Parliament
2001b, p. 39). Harmonization of rates and a similar
basis of taxation across drinks is required, reducing
rates in northern Europe, leading to some increase in
consumption, and raising rates in the south, causing
some inflation.™ These largely transitional problems
are a price worth paying to eliminate the difficulties
caused by current large differences in rates {London
Economics 2010).

Tax harmonization
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Tab_i'e: 5.5 Taxes on pefrol and diesel hiel, 20

15.5.17 Energy taxes

Energy taxes vary significantly between forms of energy,
where the energy is used and among EU countries
(Kouvaritakis et al. 2005). The most heavily taxed is fuel
for transport. Although the tax on unleaded gasoline
varies from 0.35 euros in Romania to 0.713 euros in the
Netherlands, there is little possibility of cross-border
shopping or smuggling, so this does not raise issues for
tax harmonization, Differences in the excise duties on
commercial diesel fuel can affect competition in road

transport, where goods in one country can be trans-
ported by lorries buying their fuel in another. The extent
of such problems has been limited by a reasonable
degree of similarity of rates: twenty-two MSs have rates
between 0.307 and 0.449 euros per litre of normal diesel
fuel (see Table 15.5). Belgium, Germany and the UK are
out of line, with rates of 0,68, 0.655 and 0.628 euros per
litre respectively. Since these countries are exceptions,
the solution seems to lie in their own hands.!s

While the heavier taxation of road transport can be
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justified as a means of paying for roads, concentrat-
ing tax on one energy use makes little sense in a wider
environmental context. To reduce distortions caused
by the haphazard taxation of energy, a directive apply-
ing minimum tax rates to all energy products was
agreed in 2003 {Council 2003d). This applies to fuel
used for transport or heating, not when used as raw
materials, and it allows differential taxation between
private and commercial use, While it irons out some
distortions and encourages energy efficiency, this is
very far from a comprehensive carbon tax {considered
in Chapter 18).

This indicates that further reform of indirect taxes
in the EU is desirable. The operation of VAT is com-
plicated by multiple rates, which seem to have little
merit, The transitional regime for the collection of VAT
worked reasonably well, but is now under pressure
from growing fraud, and tackling this will either com-
plicate the existing system or require more fundamen-
tal change to the origin system. Differences in excise
rates are a cause of substantial smuggling from both
within and outside the EU. Further harmonization,
with reductions, particularly in the highest rates, seems
to be the only answer here.

CT is a tax on company .prc.)ﬁts and thus on capital.

Since caplital is potentially mobile there are concerns
that the movement of capital will undermine national
CT and governments’ revenie.' The received wisdom
that tax competition would inevitably lead to a race
to the bottom, however, has been questioned on both
theoretical and empirical grounds. Not all capital is
mobile and governments have consequently sought to
tax immobile corporations while reducing burdens on
mobile capital. The widening of the CT base and the
lowerlng of rates can be seen as a move in this direction
(Devereux et al. 2002). In addition, CT is only one of
the factors affecting choice of location, and if there are
offsetting benefits then CT can still be collected. ‘These
benefits could be agglomeration economies leading to
a differential return on capital (Baldwin and Krugman
2004). Alternatively, the benefits couid derive directly
from the effects of government expenditure on pro-
ductivity (Wooders et al, 2001), If this view is taken,
then tax competition has the benefit that it encourages

__reduced in the EU, with the average top rate in the

government expenditure, which benefits the economy
while constraining wasteful expenditure.’?
Unfortunately, this theoretical ambiguity cannot
easily be resolved by empirical analysis. This is bedevil-
led by the complexity of CT and the lack of aggregate
measures of corporate profits. The complexity of the
tax stems from the variation in the way in which profit
is measured for tax purposes {depreciation of invesi-
ment, treatment of research and development expend-
iture, and so on), the interaction with the personal tax
system, the treatment of overseas earnings, and so on,
There are substantial differences between the statutory
and implicit rates® (Burostat 2010a; Nicodéme 2001).
Thus statutory CT rates are poor indicators of the actual
rate of tax on profits; estimates of implicit CT rates take
into account the differences in tax legislation between
countries {(Devereux et al. 2002). However, these esti-
mates are sensitive to assumptions that have to be

made relating to tax policy, economic conditions and-

investor behaviour.

Given these problems, it is not surprising that the
empirical evidence on globalization and corporate tax
revenue Is ambiguous, Some studies actually suggest a
positive relationship between the two (Garett 1995b;
Swank 1998), but the relationship was found to be
negaﬁve when implicit CT rates were used {Bretschger
and Hettich 2002; de Mooij 2005). CT rates have been

EU27 falling from 35.3 per cent in 1995 t0.23.2 per cent
in 2010; however, this is not necessarily the result of tax
competition, Rates may have been reduced and bases
widened to improve the efficiency, equity and simplic-
ity of the tax system; the implicit CT rate rose from 1995
to 2007, so there is no evidence of a downward trend
in CT revenue in the E3.1® Microeconomic evidence
does seem to suggest that CT is a factor affecting MSs’
location decisions: head offices and foreign subsidiar-
ies are attracted to low-tax jurisdictions {Buettner and
Ruf 2007; Barrios ef al. 2009). There is also evidence of
significant shifting of profit from high- to low-tax juris-
dictions {Huizinga and Laeven 2008) and that it occurs
within the EU (Huizinga et al, 2008).

Perhaps even more than with other taxes, the bewil-

dering complexity of the different national systems

is an issue. In addition to great variation in what can
and cannot be deducted in the calculation of profit,
CTs vary in the extent of personal income tax liability
on dividend income {distributed profits). There are

£
[y
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two extreme systems: the classical and imputation sys-
tems, Under the classical system, corporations pay tax

on their profits, but there is no allowance for this tax
against personal taxation (PT). Under the imputation
system, the whole or part of the corporation tax can be
used to offset PT Hability on dividends. Another possi-
bility is subjecting dividend income to a separate lower
rate of PT. BU enlargement has added yet another
variant - only taxing dividends, not retained earnings.
At present, CT systérns in the EU run the whole gamut,
with four different systems in operation and a range
of rates from 10 to 34 per cent (see Table 15.6). Higher

rates may be offset by other characteristics of the CT
system, but there are large differences in implicit rates,
NMSs generally have low nominal CT rates, but their
simpler systems with few allowances mean that differ-
ences between nominal and implicit rates are usually
small.

CT has other economic effects; the higher rate on
dividends favours profit retention. Since interest can
be allowed as a cost before the calculation of profit,
CT encourages the use of debt rather than equity for
finance; this is reinforced by financial innovation blur-
ring the distinction between equity and debt. This will
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tend to make it more difficult for new firms to raise
capital, because profit will be retained by existing firms
rather than recycled via dividends. Also, the limited
credit history and asset bases for collateral of new firms
make it difficult for them to borrow. Devereux and
Griffith (2001} calculate effective average CT rates on
hypothetical investment projects using the rates and
rules in current legislation, showing that retained earn-
ings have an effective CT rate on average 10 per cent
higher than that on debt.®

This analysis of the effects of CT suggests that the dis-
tortions can extend across EU borders. The CT system
favours Incurnbent as opposed to new firms, limit-
ing competition and reducing SEM dynamism. It also
favours markets where shareholder involvement in the
company is more direct, such as in Germany, where
banks typically have large holdings and where the need
to satisfy shareholders with dividends is lower. The
lower taxation of debt finance is to the advantage of
MSs with large firms that are creditworthy; where there
are close links between banks and companies it can
protect against foreign takeovers, because foreign firms
do not have the same access to local bank finance, The
favourable tax freatment of debt finance is reinforced
by internatienalization and liberalization of capital
markets. With withholding tax on cross-border inter-
est paymenis very low, a large part of interest income
escapes taxation (Huizinga 1994)... ... . .. e

The requirement that profits for CT should be cal-
culated separately for each MS creates problems for
pan-European business. Tax losses in one MS cannot
be offset against profits in another, and assets trans-
ferred between MSs may be subject to capital gains tax.
This discourages cross-border mergers and takeovers
and constrains the operation of MSs within the EU. The
administrative costs of complying with different CT
regimes can also be high.

The Commission's Bolkestein Report (CEU 2001g)
scrutinized two approaches to these problems: first,
plecemeat changes to legislation to correct particular
distortions - for example, improving double taxa-
tion conventions; second, general measures to estab-
lish a common tax base for EU activities. There are
three possibilities for a common tax base: an EU CT,
common base taxation (CBT) and home state taxation
(HST). An EU-wide CT would be difficult to agree,
given the requirement for unanimity. CBT would
harmonize rules for calculating taxable profits on

cross-border operations (national rules would remain
for domestic operations). HST means that MSs would
only be taxed in the MS in which their headquarters
is located. With both systems, one set of consolidated
accounts would be produced, and a formula using
shares of sales, payroll and property would be used to
apportion profit,? to which MSs would apply their tax
rates. The Commission is supporting the development
of a CBT (CEU 2007¢).

CBT is not without problems; it would tend to
increase tax competition due to greater transparency,
because differences in tax paid would depend solely
on rates. Distortions between MSs caused by national
distortions, such as the favouring of debt over equity
finance, are not dealt with: ‘the elimination of in-state
distortions is a prerequisite to the elimination of inter-
state distorions’ (Cnossen 2002, p. 531). Although
one of the objectives is to make cross-border merg-
ers easier, tax considerations will become a fdctor
influencing such mergers. Formula apportionment of
profit wowdd lead to further distortions of the location
of production. The problerms are such that some com-
mentators doubt whether CBT or EU CT are worth the
effort (Mintz 2002). Whether such proposals would
carry sufficient support to be agreed is questionable
in any case.

Another problem is that of interest and dividend ™
payments. to. foreign holders, who.can. avoid. income...-

taxation: a withholding tax was proposed to deal with
this issue. This tax would have to be accepted to offset
income tax liability in the MS of residence. In liberal-
ized financial markets, an EU withholding tax would
encourage an outflow of funds from the EU and the City
of London in particular. Instead, the EU and 15 other
states have agreed on the exchange of information on
assets held by residents of other MSs, so as to enforce
residence-based taxation {Council 2003a).%? The direc-
tive does not seem to have affected saving behav-
iour, but this may reflect the paucity of the available
data and loopholes in the legislation {Hemmelgarn
and Nicoddme 2009). A review (CEU 2008¢) con-
cluded that the legislation was operating satisfactorily,
but some tightening of the rules was needed and an
amended directive is now going through the legislative
procedure,

Tax harmonization

It should not come as a surprise that tax harmonization

continues to be a difficult issue for the EU: a sensitive
area of national sovereignty that remains the preroga-
tive of MSs collides with the need to aveid distortions
to trade and invesiment in an increasingly integrated
SEM. Therefore, tax harmonization involves a trade-off
between national sovereignty over tax, and the difficul-
ties caused by variations in rates and systems, The lm-
ited degree of tax convergence achieved so far indicates
that tax competition cannot be relied on to achieve
spontaneous harmonization. Tax competition moves
rates to lower levels, but this is not aiways undesirable:
it may act as a restraining influence on taxation. Tax
harmonization, therefore, may be regarded as a way of
maintaining the level of taxation. There are some areas,
however, where harmonization could achieve signifi-
cant potential benefits (excise duties), but given the
law of unintended conseguences, which seems to hold
sway in tax matiers, a gradualist approach to harmoni-
zation is both practical and preferabie.

« EU tax harmonizaton is the agreement and appli-
cation of common rules for taxation across the BU.

This involves three separate aspects:

1. the object of taxation - that is, what is fo be
taxed;

2. the tax base - that is, agreement on the calcula-
tion of what is to be taxed; and

3. harmonization of rates.

+ Tax harmonization in the EU so far has been very

limited to:

1. an agreed base for VAT;

2. minimum rates for VAT, alcoho}, cigarette and
energy taxation; and

3. some limits to unfavourable interaction between
national tax systems.

« Tax harmonization is necessary because in the SEM

different tax systems:

1. can cause distortions; and

2, can undermine the ability of naticnal govern-
ments to raise revenue.

This process needs to consider:
3. jurisdiction - thatis, who is to receive taxes;

4. distortion - that is, the effects of the taxes on the
economy; and

5. enforcement - that is, how the tax rules are
applied,

These will guide the tax harmonization process, which

involves the narrowing or elimination of differences of

the tax base and tax rates. The need for these adjust-
ments and for tax harmonization is principally in rela-
tior to taxes on consumption and on capital.®

« Of the consumption taxes, VAT presents limjted
probiems:

1. the tax base of consumption is relatively immo-
bile and consumers are not very sensitive to dif-
ferences in rates;

2. the tax is relatively cheap to collect and it is dif-
ficult to evade.

The principal difficulties with VAT are associated with
exemptions, multiple rates and their administrative
costs, There is a good case for making the tax base
as wide as possible and for the abolition of mukiple
rates. The transitional regime on cross-border trade has
worked satisfactorily, but is now under increasing pres-
sure from fraud; this calls into question the continued
use of the destinations system of taxation.

« Excise duties on cigarettes and alcohol do present
substantial problemns because of the enormous dif-
ferences in rates that persist. This encourages a
substantial jllegal market, with suppliers ranging
from small-scale smuggling to organized crime,
These problems can probably only be dealt with
effectively by harmonization of rates. Energy is an
area where there are good arguments for increasing
taxation, but where, with the exception of vehicle
fuel, rates are low.

» Taxation of capital presents difficulties because of
the mobility of the tax base and the spread of corpo-
rate activities across states. This means that the taxa-
tion jurisdiction is somewhat arbitrary and the taxes
levied will have considerable cross-border effects.
Corporation tax is also notable for its complexity,
which is not helped within the EU by differences in
its bases, rules and rates. The system at the moment
distorts the choices of retaining and distributing
profits, and encourages financing by debt rather
than equity. These distortions within MSs also
have cross-border effects on investment and busi-
ness restructuring, The Commission’s suggested
common base taxation is not without problems.
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Is tax harmonization necessary in the EU?

Why is tax harmonization so difficult in the EU?
Bxplain what is meant by the following terms:
jurisdiction, distortion and enforcement. Consider
why they are important for tax harmonization.
Distinguish between origin and destination VAT
sysierns. Explain how the EU has managed to con-
tinue with the origin system in the SEM.

Explain the problems caused by differences in
VAT between EU MSs.

Why are differences in excise duties on cigarettes
and alcohol so large in the EU?

Why has it proved so difficult to harmonize excise
duty on cigarettes and alcohol?

Why do differences in excise duties on commercial
diesel fuel cause problems in the SEM?

What economic effects could differences in corpo-
ration tax (CT) between MSs have?

Why is CT harmonization particidarly
complicated?

Why has the Commission argued that a common
CT base is necessary?

How would you explain the fact that while the
statutory rate of CT has fallen, the implicit rate has
risen?
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NOTES

Eurostat 2010a, All other taxation statistics in this chap-
ter are from this source unless octherwise indicated.

This is formal incldence; the legal responsibility for
paying the tax, the real incidence, who really bears the
burden of the tax, can be very different. Thus social

10
11

12

13
14

" viher indirect taxes, eliminating the inflafionary effect. "

15

16

17

18

19

20

security payments made by employers may be effec-
tively borne by employees as reductions in their wages.
Government expenditure can cause analogous effects
to differences in taxes. These effects are dealt with by
internaf market legisiation {Chapter 7) and, for indus-
trial subsidies, by competition policy (Chapter 13},
Tax competition means that a higher rate of tax is
needed to raise funds, increasing tax-induced inef-
ficiency. ’

The main people affected will be very high income
earners, who would in any case be atiracted by tax
havens, which offer extremely low rates of tax.

This is the intra-company price for international trade
that takes place within the company.

Thus the tax paid equals the rate of tax muldplied by
the value added at that stage of production,

Such taxes also had variable effects on prices and
encouraged the vertical integration of companies.

See Council 2010a for the latest version,

This is the reason for the exemption of farmers,
although they receive flat rate compensation for tax on
agricultural inputs.

Some countries also use lower rates for labour-
intensive services as an empioyment measure.

For example, the Australian Soclety of CPAs {1998)
estimated that only 15 per cent of the benefit of a zero
rate on food in New Zealand would go to households
with the lowest 20 per cent of income.

Ninety-five per cent of total tobacco consumption,
Although additional revenue coutd be used to lower

Part of the justification for high vehicle taxes is to
reduce emissions for environmental reasons. The
Comumission’s proposal for a carbon tax was not
approved, but some member states have introduced
carbon taxes (see Chapter 18),

The problem of tax avoidance on interest by the use of
accounts in another EU country has been dealt with
by an agreement {o exchange information on such
accounts (Council 2003e).

This, of course, could constrain government expendi-
ture considered desirable by the population.

The implicit or effective rate is the tax revenue divided
by the {ax base,

Since a lot of corporation tax was collected from the
finance sector, this downward trend may reflect the
unusual circumstances of this peried.

Excessive leverage was a causal factor in the financial
crisis, so CT reform should be part of the general
recasting of the economic system to avoid excessive
debt. '

This is the systern widely used in the USA and Canada.
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22 Some non-EU couwntries operate withholding taxes

rather than exchange information, and this includes
Switzerland; given that this tax was at the relatively low
rate of 15 per cent, this limited the effectiveness of the
measure.

23 Since income taxes present few independent cross-
border problems, they are not considered here.



