
The Oesterreichische Nationalbank (OeNB), the Austrian Institute of Economic Research (WIFO) and
the University of Vienna organized a full-day workshop on �Capital Taxation after EU Enlargement,�
which was hosted by the OeNB on January 21, 2005.

Matthias Roche (Ernst&Young Frank-
furt/Main) opened the first session
with a comprehensive overview of
company tax systems and effective
taxation in the ten new EU Member
States. Since the accession of the ten
new members in May 2005, transna-
tional corporations have had to cope
with 25 different systems of capital in-
come taxation in the EU, and another
two systems will be added in 2007,
when Bulgaria and Romania are ex-
pected to join the EU. The statutory
tax rates in the new Member States
are on average lower than in the EU-
15. However, not only the statutory
tax rates, but also the national provi-
sions for computing the taxable base
are relevant for determining the effec-
tive tax burden on enterprises. The
rules on computing taxable income
of all new members allow for the de-
preciation of buildings and the amorti-
zation of intangibles and tangible fixed
assets, whereas setting up contingency
reserves and loss carryback are pro-
hibited. Roche used a model invest-
ment project based on assumptions
about the sources of finance and types
of assets to calculate the effective aver-
age tax rates (EATRs) for a German
parent company which operates a sub-
sidiary in each of the new Member
States: At 19.99 percentage points,
the spread between the highest EATR
(Malta: 32.81%) and the most attrac-
tive EATR (Lithuania: 12.82%) is very
wide; the EU average stands at
19.61%. Compared with the EU-15,
the EATRs in all new Member States
except Malta are significantly lower.
Tax incentives, such as reduced cor-
porate income tax (CIT) rates (offered
e.g. by Cyprus and Malta) or CIT re-

bates in special economic zones (e.g.
in Latvia and Lithuania) still play an
important role in the new Member
States. In his conclusions, Roche
pointed out that the new Member
States offer a highly attractive tax
environment.

Christian Bellak (Vienna University
of Economics and Business Administra-
tion) and Markus Leibrecht (OeNB)
presented preliminary results of their
research project �Taxation and FDI
in Central and East European Coun-
tries� (carried out in cooperation with
Roman Ro‹misch of the Vienna Insti-
tute for International Economic
Studies — WIIW), in which they
investigate the implications of com-
pany taxation for foreign direct invest-
ment (FDI). According to Bellak and
Leibrecht, methodological differences
are, among other things, responsible
for the highly divergent outcomes of
past empirical analyses closing in on
the influence of the effective corpo-
rate tax burden on FDI flows. In addi-
tion, the DI tax rate elasticity is sig-
nificantly higher in �core countries�
than in �periphery countries.� To
obtain valid empirical results on the
interrelationship of these two factors,
it is necessary to choose the appropri-
ate computation method. First, multi-
national DI activity can be determined
on the basis of financial measures (DI
flows and stocks) or measures of real
activity (corporate assets and invest-
ments in plant, property and equip-
ment, gross product of affiliates, num-
ber of affiliates); many studies are
based on DI flows since these data
are more readily available. Second,
the effective corporate tax burden
can be measured with several indica-
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tors (based on different methodologi-
cal approaches): the statutory tax rate,
backward looking effective tax rates
and forward looking rates. EATRs im-
pact on business location decisions;
the relevant data for DI are bilateral
EATRs, as they account for the tax
provisions of the host country, inter-
national tax provisions (e.g. double
taxation conventions) as well as the
corporate tax provisions applicable in
the home country of the parent com-
pany. The bilateral EATRs calculated
by Bellak et al. for seven important
home countries and five new EU
members for the period 1996 to 2004
show that statutory tax rates are
higher than domestic EATRs, the var-
iabilities of statutory tax rates and
domestic EATRs are within a similar
range, and country rankings by statu-
tory tax rates and domestic EATRs
produce similar results. Bilateral
EATRs are usually higher than the
statutory CIT rates of the host coun-
try, which is also reflected in the
country rankings by bilateral EATRs.
Using the latter, instead of statutory
tax rates, in the empirical determina-
tion of DI tax rate elasticity yields
significantly higher (negative) tax elas-
ticities for the five new EU Member
States examined. The estimated tax
rate elasticities are, however, likely
to decrease when other business
location factors (e.g. public infrastruc-
ture and agglomeration effects) are
included.

In his summary of the pros and
cons of the existing methodological
approaches to computing the effective
corporate tax burden, Christian Beer
(OeNB) emphasized that individual
tax burden indicators shed light on
different aspects. According to him,
the macro backward looking approach
should be used to analyze the burden
of different tax bases (e.g. capital

and labor) or to measure changes of
the tax burden over time. The micro
backward looking approach — while
inappropriate for isolating the influ-
ence of the different corporate taxa-
tion systems — can be used to compute
the effective corporate tax burden on
enterprises of different sizes and sec-
tors. Beer maintains that the micro
forward looking approach neglects
key elements of the tax systems and
is based on — often rather arbitrarily
chosen — restrictive assumptions.

Otto Farny (Vienna Chamber of
Labor) pointed out that the micro for-
ward looking approach to computing
effective tax rates, which is based on
model investment projects and the
respective tax laws, disregards the fact
that the difference between the no-
tional and the actual tax burden may
be significant (especially in the new
EU Member States); the backward
looking approach, on the other hand,
uses the actual tax payments.

He furthermore criticized styliz-
ing the corporate tax burden as the
key determinant of business location
and investment decisions and called
for further empirical analyses of the
influence of wage-based taxes and
charges on DI.

Session 2 revolved around two
central aspects of corporate and capi-
tal taxation.

In his presentation �(Why) Do
we need corporate taxes,� Alfons
Weichenrieder (University of Frank-
furt) questioned the need for corpo-
rate taxation and underscored the
relevance of this issue for small open
economies. Tax theory suggests that,
under specific conditions, the opti-
mal solution for small open econo-
mies would be not to tax capital
income. Despite an international
trend in recent years to lower CIT
rates, the GDP share of CIT revenues
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remained relatively stable owing to
an increase in the number of incor-
porated enterprises and to tax base
broadenings coupled with the tax
rate reductions. International com-
parisons show that EATRs (which
constitute an important factor in the
competition of business locations)
were lowered to a considerable ex-
tent during the last decades. Against
this backdrop, it is interesting to
examine whether the erosion of cor-
porate taxes has any alarming eco-
nomic or fiscal effects at all. Analyz-
ing the arguments given in the cor-
porate finance literature in favor of
the separate taxation of incorporated
companies, Weichenrieder arrived at
the conclusion that neither the classic
argument of a benefit tax, i.e. a
�quasi fee� for the use of the public
infrastructure, nor the argument of
a fee for the privilege of the share-
holders� limited liability (and limited
risk) sufficiently justify the separate
taxation of incorporated enterprises.
The argument that CIT can be used
as a way to tax foreigners in a system
of liberalized capital transactions is
only valid on condition that the
home country has a tax credit system
in place for taxes paid in the source
country. If, on the other hand, CIT
is regarded as a prepayment of the
personal income tax (PIT), precau-
tions have to be taken to avoid double
taxation, e.g. by introducing a share-
holder tax or applying a full imputa-
tion system of corporate taxes with
respect to the shareholders� PIT
(with the latter solution leading to
approximative results). However, full
imputation systems usually apply
only to resident taxpayers and there
is no imputation system for cross-
border dividends arising from tax
burdens. If PIT on capital income is
desired, a positive CIT rate is essen-

tial according to Weichenrieder. In
this scenario, CIT is supposed to
function as a �backstop� to prevent
shareholders from escaping capital
income taxation via profit retention
and to reduce the attraction of
declaring labor income as capital
income. However, if CIT is more
favorable than PIT, taxpayers will
try to save money via the corporate
shelter, especially if capital gains
are not subject to taxation during
the retention period. Weichenrieder
pointed out that the most important
function of the corporate income tax
is to make sure that the capital
income of natural persons remains
taxable at all. Empirical evidence
suggests that a reduction of the CIT
rate below the PIT rate level results
in a tax-induced shift of savings from
private households to enterprises.

Christian Keuschnigg (University of
St. Gallen) focused on the interrela-
tions of capital income taxation and
long-term economic growth on the
basis of his complex proposal for a
capital taxation reform in Switzerland
(in cooperation with Soren Bo Nielsen
und M. D. Dietz). This approach es-
sentially aims to eliminate tax-induced
distortions of investment and saving
decisions by combining a specific var-
iant of the dual income tax (as imple-
mented in northern Europe) with a
change in the taxation of equity. In
his proposal, Keuschnigg recommends
reducing the double taxation of divi-
dends while at the same time intro-
ducing effective taxation of capital
gains with a view to reducing tax-in-
duced distortions adversely affecting
investment demand (and thus also
the accumulation of capital) and tax-
induced distortions concerning the
choice of both organizational form
and type of financing. In addition to
the CIT reform, he advocates leveling
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the tax burden on all types of capital
income at the personal level by intro-
ducing a uniform proportional tax.
He claims that this will in all probabil-
ity not cause any tax-induced distor-
tions to private investors� behavior
and will furthermore result in compa-
rable tax burdens on enterprises inde-
pendent of their organizational form
(equal treatment of equity and debt
with respect to the CIT assessment
base). In this scenario, only company
rents and excess profits would be sub-
ject to taxation which constitutes a
reduction of the average tax burden
on enterprises and would, in turn,
improve the competitive position of
Switzerland as EATRs play a key role
in multinational enterprises� choice
of business locations. The compara-
tively low proportional capital income
tax as proposed by Keuschnigg (which
would cut the current tax burden on
interest and dividend income approx-
imately by half) is designed to mitigate
the effects of the double taxation of
savings. At the same time, a more
effective taxation of capital income
would eliminate a tax loophole that
exists in almost all countries and
makes retentions profitable (lock-in
effect). If the tax rate is chosen
accordingly, it will not encourage
entrepreneurs to record labor income
as capital income (tax arbitrage).
According to Keuschnigg, the imple-
mentation of this reform proposal
(computed on the basis of a calibrated
growth model) would translate into
permanent GDP growth by approxi-
mately 2% to 3%. The resulting drop
in tax revenues could be canceled out
with a higher VAT on the one hand,
and with spending cuts or a tempora-
rily higher debt ratio on the other
hand. The first option would entail
considerable short-term costs because
of distortions to the labor market, and

the second (debt-financed) option
would somewhat dampen the implied
long-term growth effects.

In his presentation, Keuschnigg
also touched on the taxation of ven-
ture capital (VC)-funded startups.
Challenging the current practice of
subsidizing them, he claimed that
levying taxes on startups might have
a positive impact on their quality,
i.e. net worth. The resulting tax
receipts should be used to compen-
sate for tax losses arising from the
tax reduction on capital gains of
VC-funded enterprises. Curbing not
performance-related subsidies and fa-
voring successful startups is supposed
to contribute to a more active style
of VC financing.

Anton Rainer (Austrian Federal
Ministry of Finance) argued that the
significance of corporate taxes, and
especially their role in business loca-
tion decisions, is generally overesti-
mated. Besides, he questioned the re-
sults of Keuschnigg�s study challeng-
ing the relevance of the assumptions
implied by dynamic equilibrium mod-
els since such models underlying such
(quantitative) analyses.

Alex Stomper (Vienna Institute for
Advanced Studies) emphasized the
impact of the perspective (corporate
finance versus tax theory or macro-
economics) on the approach to analyz-
ing the company tax issue. He, too,
questions the practice of deducing
findings from equilibrium models
given their numerous simplifying
assumptions (such as perfect com-
petition) and because they fail to
address several issues. He argues that
Keuschnigg�s proposal of levying taxes
on VC-backed startups as an incentive
(instead of subsidizing them) would
discourage entrepreneurs and trans-
late into fewer business startups. In-
troducing imperfect competition and

Monetary Policy & the Economy Q1/05 99�

Company Taxation

in an Enlarged European Union



imperfect markets might have an im-
pact on the results of model compu-
tations. Furthermore, there is no con-
clusive evidence to substantiate the
assumption that a tax reform actually
strengthens the equity base of nonin-
corporated firms, and Stomper voiced
doubts about the wisdom of embark-
ing on a comprehensive tax reform
when its outcome is so uncertain.
He pointed out that the analyses are
based on highly simplified assump-
tions of the financing structure (pure
debt or equity financing). In his view,
it is most important to find out which
financing alternatives are available to a
certain type of company in imperfect
capital markets and which financing
structure serves it best, as well as to
determine the impact of the various
types of funding on investment deci-
sions and the influence of tax provi-
sions on the various financing alter-
natives.

The leading question for the third
session was whether the tax policies
in an economically integrated area
should be coordinated or left to the
discretion of national governments.
In the EU, this question is particularly
relevant for direct taxes since indirect
taxes are, by and large, already
harmonized.

Bernd Genser (University of Kon-
stanz) outlined the achievements and
failures of the EU in harmonizing
corporate taxation. During the past
four decades, the EU commissioned
a series of reports on the harmoniza-
tion of CIT, with the aim of leveling
the playing field within the Common
Market, abolishing discriminatory tax
practices, and avoiding fiscal external-
ities. None of the blueprints included
in these reports was ever imple-
mented. Genser stressed that this
must not be interpreted as a failure
of coordination policies, since numer-

ous issues tackled in these reports
were actually incorporated into the
relevant EU provisions, e.g. the
Parent-Subsidiary Directive (1990),
the Merger Directive (1990) and the
Code of Conduct (1997). Neverthe-
less, several key issues have yet to be
resolved. A case in point are the highly
heterogeneous statutory and effective
marginal and average CIT rates across
Europe, which generates distortions
in the allocation of capital and creates
misplaced incentives for national gov-
ernments to use their tax instruments
in a strategic manner. Some of these
problems are addressed in the Bolke-
stein Report of 2001, which proposes
various approaches to harmonizing
the CIT base for EU-wide operations
of multinationals in combination with
an allocation system for the distribu-
tion of the tax revenues among the
EU Member States. While leaving
tax autonomy to the national govern-
ments, the proposal aims at substan-
tially reducing compliance costs, elim-
inating incentives for cross-border
profit shifting, implementing capital
export neutrality, and crowding out
many incentives for unfair or strategic
tax practices. However, as Genser
pointed out, the Bolkestein proposals
give rise to new problems: the Mem-
ber States need to agree on a reasona-
ble allocation key, the system might
produce negative fiscal externalities,
and the issue of non-EU activities
has not been addressed at all. How-
ever, the Bolkestein proposals deserve
credit for demonstrating that CIT har-
monization is not necessarily accom-
panied by the loss of national tax
autonomy; it allows for various ways
of CIT/PIT integration along national
tax traditions.

Lars Feld (University of Marburg)
discussed the issue of tax competition
within the Common Market, where
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companies can choose to locate mo-
bile factors in the country offering
the most attractive package of tax
rules and public services. This fact in-
variably leads to competition among
the EU Member States. According to
the Tiebout hypothesis, such a �voting
by feet� would serve as an incentive to
improve the efficiency of public serv-
ices. Unfortunately, Feld argues, this
effect is of academic value only since
externalities between the countries
render decentralized tax policies inef-
ficient. Moreover, public services are
in many ways not comparable with
�normal� goods (non-rivalry in con-
sumption, decreasing average produc-
tion costs, etc.). Even if a Tiebout
world led to increased efficiency, it
would still be incompatible with the
large-scale redistribution policies of
the European welfare states. All these
aspects cast doubt on the viability or
desirability of tax competition. On
the other hand, tax competition may
appear attractive from a political-
economy perspective: the potential
abusive behavior of politicians and
governments (e.g. failing to imple-
ment welfare-enhancing policies, act-
ing as selfish rent-seeking agents) will
be limited by taxpayer mobility.
Under the pressure of yardstick com-
petition in an open economy, best-
practice solutions and political re-
forms might be adopted more quickly
and effectively. Hence, there is no con-
clusive evidence in favor of or against
tax competition from a theoretical
perspective. Therefore, Feld compares
the actual performance of decentral-
ized and centralized tax policies and
summarizes his insights (gained by re-
viewing numerous empirical studies)
as follows: there is sufficient evidence
to substantiate that fiscal competition
enhances economic efficiency; the as-
sumption that decentralization will

lead to a collapse of the welfare state
and put an end to redistribution poli-
cies was not sustained. The impact of
fiscal decentralization on economic
growth is unclear. Finally, some — if
still unsystematic — evidence suggests
that fiscal decentralization will lead
to more political innovation and higher
citizen satisfaction. On the basis of
these observations, Feld concluded
that fiscal competition, if appropri-
ately controlled by political proce-
dures, has some advantages over har-
monization.

The discussants basically agreed
with Genser�s and Feld�s analyses but
added some qualifications.

Martin Zagler (Vienna University
of Economics and Business Administra-
tion) questioned whether tax competi-
tion is (or will ever be) compatible
with the welfare state concept. He
argued that harmonized taxes may
simply shift intergovernmental com-
petition to other areas, such as public
expenditures.

Daniele Franco (Banca d�Italia)
warned not to take political-economy
arguments in favor of tax competition
too seriously since democratic sys-
tems had a range of built-in mecha-
nisms apart from tax competition to
control government opportunism.
He advocated a gradual approach to
the design of new tax systems as the
benefits and costs of neither tax com-
petition nor tax coordination were
certain or quantifiable at this point.

In his presentation �The Future of
Capital Income Taxation in the Euro-
pean Union,� Sijbren Cnossen (Univer-
sity of Maastricht) gave an overview of
current tax practices and focused on
the question if (and how) capital in-
come should be taxed in the future.
Levying taxes on economic rents is
commonly accepted as justified. The
question if (and to what extent) taxes
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should be levied on normal yields
hinges on efficiency, equity and en-
forcement issues. Cnossen specifies
three relevant models apart from the
existing capital income taxation sys-
tems: the dual income tax model,
the comprehensive business income
tax model and a net wealth tax. The
existing CIT systems are characterized
by the trend of levying higher taxes on
labor income than on capital income
and of tax discrimination against divi-
dend payouts in favor of debt financ-
ing. Cnossen recommends the intro-
duction of a dual income tax system
that includes comprehensive with-
holding taxes on interest income and
the approximation of capital income
tax rates, but voices doubt over the
tax harmonization plans currently
under discussion in the EU, especially
with regard to the introduction of a
common tax base and a harmonized
European corporate tax system. In
his view, tax coordination is indis-
pensable for effective capital income
taxation, but he also underscores the
importance of the subsidiarity princi-
ple. In conclusion, Cnossen argued
that tax coordination has to be a bot-
tom-up process that should be realized
in a gradual and largely reversible
manner.

Ewald Nowotny (Vienna University
of Economics and Business Administra-
tion) observed that the concept of
comprehensive income taxation is ad-
vocated in theory only; it is no longer
very relevant in the EU: today, taxes
on labor income are generally (in part
significantly) higher than those on
capital income. He acknowledges the
Nordic system of dual income taxa-
tion favored by Cnossen as an inter-
esting solution, but points out that

Norway, Sweden and Finland have
effective wealth taxation systems. Tax
competition applies to the taxation
of corporate profits, wealth and high
labor incomes; these distributional
aspects need to be considered in eco-
nomic policy assessments. According
to Nowotny, tax havens pose a real
problem in this context. Tax competi-
tion leads to distortions in the tax bur-
den for international enterprises and
local SMEs as a result of the negative
allocative effects.

The workshop �Capital Taxation
after EU Enlargement� covered a
broad range of topical issues; the
accession of ten new Member States
with ten different tax systems makes
these issues all the more important
for the future economic development
within the EU and for the design of
the EU�s economic policies. Due to
varying methodological approaches,
however, the analysis of the 25 differ-
ent CIT systems based on the effective
tax burden failed to furnish final and
conclusive data of their effects on
FDI. Aligning a CIT reform (or a com-
prehensive capital taxation reform)
with the aim of increasing the long-
term economic growth potential was
generally acknowledged as a highly
complex challenge both from an eco-
nomic and a social perspective. Even if
it is not possible to prove conclusively
whether tax competition or tax har-
monization are more advantageous in
the field of corporate taxation, a cer-
tain degree of tax coordination be-
tween EU countries seems indispensa-
ble. The bottom line of this intensive
workshop was that more research
work is clearly needed to create a firm
basis for fiscal policy decisions at the
EU level.
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