Special Topic: Corporate Income Taxation and FDI in the EU-8
 

The expansion of the EU in May 2004 has stirred a controversial debate about “tax competition” among the EU members. Some countries (notably France and Germany) argue that the lower corporate tax rates in the new member countries present an unfair competitive advantage, and in one case having gone so far as to suggest that EU regional aid should be withdrawn from countries engaging in this practice as these countries do not need aid if they can afford to lower taxes. Other countries, including the new members but also some of the smaller old members (including Ireland), argue that low corporate income tax rates are a justifiable means to attract the investment needed for rapid growth and convergence.

This debate is not new. Although corporate taxation remains within the competence of individual member states, there have been various attempts over the years to seek harmonization also in this area. Numerous studies have been carried out (including the 1953 Tinbergen report, the 1962 Neumark report, the 1970 van Tempel report, and the 1992 Ruding report), all suggesting that large variations in corporate tax rates hampered the functioning of the internal market and that harmonization was desirable. While these recommendations were all rejected at the political level, some smaller steps have been taken. Notably, three corporate tax directives have been adopted: (i) the parent/subsidiary directive that prevents double taxation of profits distributed to a parent company resident in a different member state; (ii) the mergers directive which removes tax disadvantages of cross border corporate reorganizations; and (iii) the interest and royalties directive which abolishes taxation of interest and royalty payments between associated undertakings in the member state where they arise. The campaign against tax competition also led to the adoption of a Code of Conduct on Business Taxation in 1998 urging member states not to introduce laws harmful for competition, but not being legally binding it has had little effect. More recently, efforts have shifted toward harmonizing the tax base (EC, 2004a) and there may be more support for this although important issues remain (notably how to share the tax base).

The main objective of this study is to compare corporate income tax systems in the new and old EU member states and assess the importance of differences for attracting FDI. In this regard, the report calculates effective tax rates, which are more relevant for comparing relative tax burdens and for corporate investment decisions, and looks at differences in tax bases that may explain deviations between statutory and effective tax rates. 
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The new member states generally have lower tax-to-GDP ratios than the old members. The average ratio in the EU-8 countries was 35% in 2002 compared to 41% in the EU-15 (all new member states were below the average of the old member states). Regarding the tax structure, the new members have a lower share of direct taxes and  higher share of indirect taxes and—in the Czech Republic, Poland and Slovenia—social security contributions (Figure 1). 

Source: EC, 2004b.

	 
	1995
	1996
	1997
	1998
	1999
	2000
	2001
	2002
	2003
	2004

	BE
	40.2
	40.2
	40.2
	40.2
	40.2
	40.2
	40.2
	40.2
	34
	34

	DK
	34
	34
	34
	34
	32
	32
	30
	30
	30
	30

	DE
	56.8
	56.7
	56.7
	56
	51.6
	51.6
	38.3
	38.3
	39.6
	38.3

	EL
	40
	40
	40
	40
	40
	40
	37.5
	35
	35
	35

	ES
	35
	35
	35
	35
	35
	35
	35
	35
	35
	35

	FR
	36.7
	36.7
	36.7
	41.7
	40
	36.7
	36.4
	35.4
	35.4
	35.4

	IE
	40
	38
	36
	32
	28
	24
	20
	16
	12.5
	12.5

	IT
	52.2
	53.2
	53.2
	41.3
	41.3
	41.3
	40.3
	40.3
	38.3
	37.3

	LU
	40.9
	40.9
	39.3
	37.5
	37.5
	37.5
	37.5
	30.4
	30.4
	30.4

	NL
	35
	35
	35
	35
	35
	35
	35
	34.5
	34.5
	34.5

	AT
	34
	34
	34
	34
	34
	34
	34
	34
	34
	34

	PT
	39.6
	39.6
	39.6
	37.4
	37.4
	35.2
	35.2
	33
	33
	27.5

	FI
	25
	28
	28
	28
	28
	29
	29
	29
	29
	29

	SE
	28
	28
	28
	28
	28
	28
	28
	28
	28
	28

	UK
	33
	33
	31
	31
	30
	30
	30
	30
	30
	30

	

	CZ
	41
	39
	39
	35
	35
	31
	31
	31
	31
	28

	EE
	26
	26
	26
	26
	26
	26
	26
	26
	26
	26

	LV
	25
	25
	25
	25
	25
	25
	25
	22
	19
	15

	LT
	29
	29
	29
	29
	29
	24
	24
	15
	15
	15

	HU
	19.6
	19.6
	19.6
	19.6
	19.6
	19.6
	19.6
	19.6
	19.6
	17.7

	PL
	40
	40
	38
	36
	34
	30
	28
	28
	27
	19

	SI
	25
	25
	25
	25
	25
	25
	25
	25
	25
	25

	SK
	40
	40
	40
	40
	40
	29
	29
	25
	25
	19

	

	Mean EU-15
	38.0
	38.2
	37.8
	36.7
	35.9
	35.3
	33.8
	32.6
	31.9
	31.4

	Mean EU-8
	30.7
	30.5
	30.2
	29.5
	29.2
	26.2
	26.0
	24.0
	23.5
	20.6

	Notes: Existing surcharges and local taxes are included. There is only flat corporate taxation in the sample of EU-8.

Source: EC, 2004b
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[image: image6.wmf]Table 6: Effective and nominal tax rates: country sources

1995

1996

1997

1998

1999

2000

2001

2002

2003

2004

PL

effective

32.6

31.0

30.9

30.8

29.7

26.8

25.2

24.7

23.7

…

nominal

40.0

40.0

38.0

36.0

34.0

30.0

28.0

28.0

27.0

19.0

CZ

effective

33.0

30.2

22.7

25.7

21.8

24.0

22.2

23.6

…

…

nominal

41.0

39.0

39.0

35.0

35.0

31.0

31.0

31.0

31.0

28.0

SL

effective

…

14.0

11.4

10.7

11.3

11.8

12.0

12.1

13.8

…

nominal

25.0

25.0

25.0

25.0

25.0

25.0

25.0

25.0

25.0

25.0

SK

effective

…

…

…

…

…

24.7

23.5

20.3

20.3

…

nominal

40.0

40.0

40.0

40.0

40.0

29.0

29.0

25.0

25.0

19.0

EE

effective

…

…

…

…

…

…

…

…

…

…

nominal

26.0

26.0

26.0

26.0

26.0

26.0

26.0

26.0

26.0

26.0

LV

effective

…

…

…

…

…

13.7

14.4

13.0

11.9

…

nominal

25.0

25.0

25.0

25.0

25.0

25.0

25.0

22.0

19.0

15.0

HU

effective

…

…

17.4

20.6

18.0

16.2

15.3

15.1

12.4

…

nominal

19.6

19.6

19.6

19.6

19.6

19.6

19.6

19.6

19.6

17.7

LT

effective

…

…

…

…

…

…

…

13.4

…

…

nominal

29.0

29.0

29.0

29.0

29.0

24.0

24.0

15.0

15.0

15.0

Average

effective

32.8

25.1

20.6

21.9

20.2

19.5

18.8

18.1

16.4

…

nominal

31.8

31.4

31.1

30.1

29.8

26.6

26.3

25.1

24.4

20.6

The share of corporate taxation in total tax revenues varies among the EU countries, but on average it is smaller in the EU-8 than in the EU-15 (Figure 2)
. The two groups are clearly not homogenous: among the new member states, the Czech Republic collects the most corporate taxes (as much as Finland in terms of GDP) and Lithuania the least, while in the old member states Luxemburg generates the highest CIT revenues and Germany the least. During 1995-2002 both old and new member states decreased statutory CIT rates, but while this was associated with declining tax revenues in the EU-8, they were rising in EU-15 suggesting also rising effective tax rates. In 2004, average nominal corporate tax rates in the new member countries is about ten percentage points less than in the old member states, with the difference growing over the last decade (Table 1). The trend to decrease statutory rates is continuing: the Czech Republic will reduce the rate by 

2 percentage points annually over the next two years to 24% in 2006; Estonia will reduce its rate at a similar pace over the next three years to 20% in 2007; Latvia plans to cut its rate to 12.5% in 2005; and among the old EU members further cuts are planned in Austria, Finland, Netherlands, and Greece in 2005.

There is no clear link between statutory CIT rates and revenues raised from corporate taxes: among the old member states,  Belgium, Germany, France and Italy had the highest CIT rates but relatively low revenues from corporate taxes, again suggesting that focus should be on effective taxation. In tandem with reducing CIT rates, many countries moved to broaden the tax base. Among the old member states, the tendency was to lower special incentive schemes or tax allowances granted for the depreciation of capital equipment (EU, 2004b), and as a result effective taxation increased (EU, 2004b; Nicodeme, 2001; Griffith et. al., 2004). Related to EU accession, the new Member States had to cancel many of their tax incentives as they were in conflict with European Law. 

	Table 2: Capital allowances (%)



	Country
	Kind of allowance
	Rate
	Length of period

	
	Industrial buildings
	
	

	Czech Republic
	DB
	--
	30

	Estonia
	--
	--
	--

	Hungary
	SL
	4.00
	UFD

	Latvia
	DB
	10.00
	UFD

	Lithuania
	DB
	25.00
	UFD

	Poland
	SL
	2.50
	UFD

	Slovak Republic
	DB
	--
	30

	Slovenia
	SL
	5.00
	UFD

	
	
	
	

	
	Intangibles
	
	

	Czech Republic
	SL
	8.00
	UFD

	Estonia
	--
	--
	--

	Hungary
	SL
	8.00
	UFD

	Latvia
	SL
	20.00
	UFD

	Lithuania
	DB
	66.67
	UFD

	Poland
	SL
	33.33
	UFD

	Slovak Republic
	SL
	20.00
	UFD

	Slovenia
	SL
	20.00
	UFD

	
	
	
	

	
	Machinery
	
	

	Czech Republic
	DB
	--
	6

	Estonia
	--
	--
	--

	Hungary
	SL
	14.50
	UFD

	Latvia
	DB
	40.00
	UFD

	Lithuania
	DB
	40.00
	UFD

	Poland
	DB
	14.00
	UFD

	Slovak Republic
	DB
	--
	6

	Slovenia
	SL
	25.00
	UFD

	Source: Jacobs, 2003
Notes: DB – declining balance, SL – straight line, UFD – until fully depreciated


Some countries levy additional statutory taxes on enterprises. This is a common practice in the old member states, and among the new members in Hungary there is a local profit tax of 2%, deductible from the base of the corporate tax. There are also real estate taxes levied in all EU-8 countries except Estonia
 and Slovenia, although they do not have a significant impact on the effective tax burden of companies since tax rates are relatively low and based on value in only three of the countries (Hungary, Latvia and Lithuania). Some companies are taxed under the PIT system: in Germany 85% of companies do not pay corporate taxes, and in Poland the figure is 93% (Nicodeme 2001). This may lead to underestimation of effective taxation.  

Effective corporate tax rates in the EU-8

Differences in the tax base

In addition to differences in statutory tax rates, countries may also have different tax bases that affect the level of taxes collected. Following OECD (2002), for the purpose of computing taxable profits, income may be subject to adjustment for exemptions (income excluded from the tax base), allowances (amounts deducted from gross income to arrive at taxable income), rate relief (a reduced rate of tax applied to a class of taxpayers or activities), tax credits (amounts deducted from tax liability), and tax deferral (a relief which takes the form of a delay in paying tax). In line with this logic the various incentives applied by EU-8 countries are presented in the Annex table. 

Many countries reduced statutory tax rates, simultaneously broadening the tax base, mainly through less generous depreciation allowances. The EU-8 countries vary in the depreciation allowances that they grant against tax (Table 2), but these differences are diminishing. Most old EU countries apply the straight line method (SL) for buildings and the option of SL or declining balance (DB) for machinery (EP, 2003). The EU-8 pattern of capital allowances is converging to EU practices, although four countries still allow the more preferential DB method for buildings. 

Treatment of losses is also similar in the EU-8. With the exception of Estonia, none of the EU-8 countries allow for carry-back of losses, and carry-forward of losses is generally restricted to no more than 5 years (Table 3). The Czech Republic has recently reduced the period during which tax losses can be carried forward from 7 to 5 years. Hungary has adopted the most liberal regime with no limit on the period during which losses can be carried forward. In general, these conditions are more restrictive than in the EU-15—while some allow a company to carry looses forward for a limited period (from 5 to 10 years), most countries allow for an unlimited period (EP, 2003). 

There are some differences in the method of valuing inventories (Table 4), although they have also decreased. In the old member states, the LIFO (last-in-first-out) method is allowed in most cases, but in the new member countries only Slovenia, Hungary, and Poland apply this method (EP, 2003). The LIFO method provides some adjustment for the impact of inflation on the cost of stock replacement and is the most advantageous from a tax point of view in the absence of deflation and/or decreases in the stock of goods.

	Table 4: Valuation of inventories for tax purposes



	Country
	Valuation method

	Czech Republic
	Weighted average cost

	Estonia
	--

	Hungary
	LIFO

	Latvia
	Weighted average cost

	Lithuania
	FIFO

	Poland
	LIFO

	Slovak Republic
	Weighted average cost

	Slovenia
	LIFO

	Source: Jacobs, 2003


Countries also grant various tax incentives to foreign investors (Table 1-Annex)
. At the beginning of 2003, there were 26 major tax incentives within the

	Table 3: Treatment of losses

	Country
	Carry-forward

	Czech Republic
	5 years

	Estonia
	Not necessary because retained earnings are tax exempt

	Hungary
	Indefinitely

	Latvia
	5 years / ---

	Lithuania
	5 years / ---

	Poland
	5 years / ---

	Slovak Republic
	5 years / ---

	Slovenia
	5 years / ---

	Source: Jacobs, 2003; PWC, 2004


 EU-8 countries (Jacobs 2003). Most of these incentives were in conflict with European law, notably state aid provisions, and have since been abandoned. 

In sum, while there are some differences in tax bases between old and new member countries, there is no clear pattern in terms of which ones are more favorable. The new member state generally have more generous depreciation rules, while the treatment of losses is more restrictive. Some convergence in tax bases appears to be taking place, and this may facilitate efforts toward harmonization in this area.   

	Box Methodology for effective tax rate

Effective corporate tax rates are generally calculated using either a backward- or forward-looking approach. Backward-looking measures use historical data from national accounts (macro) or firms’ financial data (micro). Using macro data, effective corporate tax rates are calculated as ratios of taxed paid by corporations from the national accounts on a measure of the tax base which can be either aggregate domestic corporate profits, corporate gross operating surplus, gross domestic product, or gross profits reported by CIT payers in tax settlements (Jacobs et al, 1999). This approach was applied first by Mendoza et al. (1994) and subsequently by Martinez-Mongay (1997). Effective tax rates could be also calculated using a micro forward-looking approach, where the tax burden is calculated for a hypothetical future investment project over the assumed life of the project: the effective marginal tax rate (EMTR) measures the extra tax of a marginal investment project (King and Fullerton 1984). Such calculations are based on the assumption of capital market equilibrium and optimal investment behavior where the marginal benefits equal the marginal cost (the project generates only market interest rate). The EMTR can be calculated for the corporation alone or including shareholders, using alternative shareholder taxation, asset types and financing sources. When a project earns more than the capital cost, the effective average tax rate (EATR) can be calculated as the ratio of future tax liabilities to pre-tax financial profits (present value terms) over the estimated life of the project. The EATR can also be calculated for an existing capital stock.

The main shortcoming of the macro backward-looking approach is potential mismatches between the numerator and denominator of the ratio (Nicodeme, 2001): (i) the corporate operating surplus may include interest, rents, and royalties paid by corporations, while taxes on these sources of income are paid by private owners and do not appear in the numerator; (ii) unincorporated companies often fall under the PIT leading to underestimation of effective corporate taxation; (iii) aggregate gross operating profit usually also includes revenues from agriculture and forestry, royalties or rentals, capital assets and tax-exempt institutions, which blurs the results  as some of these taxes are paid by private savers; and (iv) there may be timing problems in data collection as taxes are levied on previous year profits, and tax receipts can by reduced by loss carry-forwards; (v) aggregate profit data includes loss-making firms, leading to overestimation of effective tax rates. While there may thus be forces biasing the results in different directions, on the whole such  measures are likely to be downward biased, underestimating effective taxation. The forward-looking approach is most appropriate when analyzing incentives for undertaking new investment projects, but application of the EMTR is limited by the fact that in practice only those projects with a rate of return above the cost capital are realized. EATR is the more suitable concept when the investor has to choose between a few projects generating economic rents, but it can also be used to  evaluate the choice of a country for foreign investors.  


EATR in the EU8 (forward looking approach)

[image: image7.emf]Effective vs nominal tax rate 

15

17

19

21

23

25

27

29

2000 2001 2002 2003

effective

nominal

While several studies of EATRs using a forward-looking approach have been done for the old member states and the U.S., to date there is only one comprehensive study of using this approach for the new members (Jacobs et. al., 2003). In this study, the effective tax burden was calculated on domestic and cross-border investments from the perspective of a multinational investor registered in Germany. Several scenarios were studied, differentiating between the sources of finance (retained earnings, new equity or debt) and asset type   (buildings, intangibles, machinery, financial assets and inventories). The study found that the new member states have a significant advantage since investments in subsidiaries located in any of the new member states bear a lower effective tax burden than investments in any of the old member states, whether calculated from the perspective of the subsidiary or the parent company (i.e. including taxation of dividends and interests), and that the ranking of the countries based on EATR follows closely that based on nominal tax rates (Figure 3). The advantage was even larger when planned changes in statutory tax rates were taken into account. 

Calculation of ETRs in the EU-8 (macro backward-looking approach) 

Similarly, while there is a bulk of empirical investigation on effective tax rates applying the macro backward-looking approach, only one has applied this to the new member states (for the period 1993-98; see Leibrecht et. al., 2002). In this section we present our own results using this approach on the most recent data available. The data on corporate tax revenues were extracted from the European Commission database (EC, 2004b), while the tax base is represented by the gross operating profit of financial and non-financial corporations from the AMECO database of the EC (both using ESA95). The gross operating surplus measures profits before depreciation, thus eliminating the distortion from  differences in depreciation rules. The same concerns interest, and consequently the method of financing does not matter for the results. Keeping in mind the pitfalls of this measure and its likely downward bias, the results are shown in Table 5.

	Table 5: Effective corporate tax rates in the EU (macro backward-looking approach)



	
	1995
	1996
	1997
	1998
	1999
	2000
	2001
	2002

	BE
	10.8
	12.1
	13.0
	14.8
	14.7
	14.5
	14.9
	15.1

	DK
	9.4
	10.8
	12.1
	13.8
	14.5
	10.5
	14.1
	13.3

	DE
	4.4
	6.0
	6.2
	6.4
	7.0
	8.2
	2.9
	2.8

	EL
	14.1
	12.9
	17.7
	20.9
	22.2
	27.6
	22.2
	21.8

	ES
	8.6
	9.9
	13.1
	12.2
	14.5
	15.4
	14.0
	16.2

	FR
	9.6
	11.1
	12.6
	12.3
	14.5
	14.8
	16.6
	14.2

	IE
	--
	--
	--
	--
	--
	--
	--
	--

	IT
	12.2
	13.6
	15.5
	9.4
	10.6
	9.0
	11.2
	9.9

	LU
	--
	--
	--
	--
	--
	--
	--
	--

	NL
	12.8
	15.9
	17.6
	17.5
	18.3
	17.0
	17.5
	14.9

	AT
	7.8
	9.8
	9.2
	9.5
	8.5
	8.8
	13.2
	12.4

	PT
	10.4
	12.3
	13.9
	14.1
	16.8
	19.4
	17.0
	--

	FI
	8.7
	10.8
	13.2
	15.4
	16.5
	20.9
	15.5
	16.0

	SE
	11.2
	12.3
	14.1
	14.2
	16.4
	20.9
	18.7
	16.0

	UK
	11.4
	12.7
	15.9
	16.1
	15.4
	15.8
	16.0
	12.5

	

	CZ
	16.9
	14.5
	11.5
	11.3
	12.5
	12.4
	14.3
	--

	EE
	--
	--
	7.9
	9.0
	8.0
	3.2
	2.4
	--

	LV
	8.6
	10.2
	7.9
	7.9
	6.3
	5.4
	5.7
	5.7

	LT
	5.7
	4.9
	6.6
	5.5
	3.5
	2.4
	--
	--

	HU
	--
	--
	7.7
	8.7
	9.4
	10.5
	--
	--

	PL
	20.6
	22.0
	21.5
	19.1
	16.4
	15.8
	14.9
	13.5

	SI
	--
	--
	--
	--
	--
	--
	--
	--

	SK
	21.3
	16.0
	14.2
	13.9
	12.6
	11.6
	10.9
	--

	

	EU-15
	10.1
	11.6
	13.4
	13.6
	14.6
	15.6
	14.9
	13.8

	EU-8
	14.6
	13.5
	11.6
	11.1
	9.9
	8.8
	9.6
	9.6

	Source: Ameco, EC – authors’ calculations

Notes: ’--‘ denotes lack of data


While the results for old member states differ significantly from previous research (possibly because we look only at corporate taxation of enterprises and neglect capital income of households and because we use the gross operating surplus of corporations as a proxy for the tax base in line with the OECD  approach), the trends confirm conclusions from other studies: in the second half of the 1990s, effective corporate tax rates were growing in the EU-15, but falling in the EU-8 countries (Figure 4). Since then, both trends appear to have reversed and some convergence taking place. In the old member states, this reflects falling statutory CIT rates in Germany, Finland, Sweden, and Portugal (in the new member states, we have only 2 observations for 2002 so caution is warranted in drawing too firm conclusions). Note that at the beginning of the analyzed period, effective rates in the EU-15 were lower than in the EU-8, although nominal rates would suggest the opposite picture. 

Results based on MOF data

We also tried calculating effective tax rates based on data from Ministries of Finance. While the numerator should be more or less the same (the main difference being that MOF data are cash while national accounts data are accrual), there are important differences in the denominator: MOF data includes only profits of companies incorporated in the CIT scheme (whereas NAs also include those that pay taxes under the PIT scheme); MOF data includes only profit-making companies (whereas NAs include all companies with more than 49 employees); and MOF data is based on the “real” tax base that includes the results from financial and extra-ordinary operations (whereas NAs are based on value added, deducting wages and salaries of employees as well as net taxes on production and also includes wealth income which is not included in the financial accounts of enterprises). While some of these effects go in different directions, overall the NAs are likely to overestimate the tax base and thus underestimate effective taxation.    

These considerations are consistent with our findings (Table 6). Effective tax rates are considerably higher using this approach, ranging from about 24% in Poland and the Czech republic to about 12% in Latvia. On average, effective tax rates have declined from about 20% in 2000 to 17% in 2003 (Figure 5), thus raising some doubts about the results above (the apparent stabilization of effective tax rates).

Implementation of the EU directives on withholding taxes

Effective tax rates in the EU-8 appear to be significantly lower than in the EU-15, even when shareholder taxation is included to reflect taxation of dividends (Jacobs, 2003). Following EU accession, the new member countries have adopted significant changes to their withholding tax regimes in order to comply with EU directives (Table 7). Most of the EU-8 countries have complied immediately with these directives, although some of them have negotiated a transition period. The least controversial is the merger directive for which no transition period was permitted. 

The Parent/Subsidiary directive on taxation of dividends abolishes withholding taxes levied by Member States on inter-company dividends paid to another Member State in order to avoid double taxation (subject to certain conditions, notably that the foreign beneficiary holds at least 25% of the shares in the local company for at least two years). The P/S Directive was adopted by all the EU-8 countries with the exception of Estonia who was granted a transition period until end-2008. 

Certain transition arrangements were also permitted for the directive on interest and royalty payments to address budgetary concerns. Latvia and Lithuania were granted extensions for both interest and royalty payments, while the Czech Republic, Poland and Slovakia were granted extensions only for the latter (EU Council, 2004). Latvia negotiated a six year transition period, the Czech Republic a seven year period, and Slovakia a two year period.

Adjustments to EU directives were used by some countries to introduce changes in the corporate tax law. In some cases taxation of dividends was increased in order to apply the same rate as for profits (Poland, Lithuania, Slovenia), while in others withholding taxes on dividends were cancelled altogether (e.g. the Czech Republic). 

The application of EU Directives would seem to be a major benefit for enterprises in the new member states as foreign investors can now avoid double taxation of distributed profits, although the effect is limited by lower tax rates in prevailing double tax treaties. All the EU-8 countries have signed tax treaties with the U.S., including provisions on withholding taxes that are typically lower than domestic ones (KPMG, 2004).  

Table 7: Withholding taxes on dividends, interest and royalties following EU accession

	
	Parent/Subsidiary Directive
	Merger Directive
	Interest/Royalties Directive

	Czech Republic
	Dividends paid by a subsidiary to a parent company that is tax resident in a member state are exempt from withholding tax.

This tax treatment also applies to dividends paid between two Czech companies.
	Effective from 1 May 2004
	Interest payments exempted from withholding tax from the date of accession

Royalties (including lease payments) will become exempt from withholding tax in 2011

	Estonia
	Under the EU accession treaty, Estonia may apply its income tax on dividend distributions until 31 December 2008, after which the Estonian corporate tax system must fully comply with the P/S Directive.

From 1 May, 2004, dividends paid to non-resident individuals are exempted from withholding tax, 26% withholding tax applies to dividends paid to non-resident legal entity holding less than 20%  of the capital votes of the resident company paying the dividends.
	
	From 1, 2004 any interest paid to non-residents are tax exempted.  

Royalties paid to resident individuals are taxed at a rate of 26%, to non resident at a rate of 15%. From 1 May 2004, royalty payment to an associated EU company are exempt from tax (I/R Directive applied)

	Hungary
	P/S Directives applies to dividend payment to a EU parent companies
	
	Interest and royalties are no longer subject to withholding tax

	Latvia
	P/S Directive applies
	
	6 year transitional period for withholding tax on interest and royalties.

Withholding tax on interest only applies if interest is paid to a non-resident related party.

	Lithuania
	P/S Directive applies

Other dividends paid are subject to withholding tax at a rate of 15%. 
	
	Interest and royalties are subject to a 10% withholding tax

	Poland
	From 2004 the withholding tax rate on dividends has increased from 15 to 19%. 

From 1 May 2004 dividends paid to EU corporate residents are exempt from withholding tax
	
	The applicable withholding tax on interest and royalties paid to non-residents remains at 20% 

From 1 May 2004 interest and royalties paid to EU corporate residents are exempt from withholding tax

	Slovak Republic
	Dividends paid out of profits arising in 2004 and later are not subject to withholding tax. Dividends received by Slovak entities and individuals are not taxable in Slovakia.

Dividends paid out of profits arising in 2003 and earlier are subject to withholding tax of 19% if paid to entities resident outside the EU. For EU-resident shareholder P/S directive applies. 
	
	Interest paid by Slovak companies is subject to domestic withholding tax of 19%. 

From 1 May 2004 the provisions of the I/R directive that address interest payments are applicable. 

Royalty payments made to non-residents are subject to withholding tax of 19%. 

The EU allows Slovakia to delay applying the royalty provisions of the I/R directive until May 2006. 

	Slovenia
	Withholding tax at a rate 25% is applicable for dividend distributions.

P/S directive effective from 1 May 2004
	
	Withholding tax at a rate 25% is applicable for interest and royalties.

I/R directive effective from 1 May 2004


Source: PWC, 2004

Transfer pricing and thin capitalization

There are concerns among both old and new member states that the use of transfer pricing in the presence of different tax burdens could lead to trade and tax distortions. While such concerns may seem valid for the old member countries given the generally lower corporate taxes in the new member countries, some of the latter have also been concerned about potential shifting of profits to lower tax countries within the region. Accordingly, some of the EU-8 countries (Czech Republic, Hungary, Latvia, Poland, and Slovakia) have introduced the arm’s length principle into the local law.
 The general approach is to extend declaration forms and demand information on prices applied in transactions with related companies. Tax authorities may investigate dubious cases and are empowered to adjust the prices for tax purposes. However, limited administration capacity undermines the effective application of these rules for the time being. 

A related issue is thin capitalization rules which limit the amount of interest that can be deducted by corporations on debts payable to non-resident shareholders. The aim of these rules is to prevent non-residents from withdrawing profits in the form of interest payments that will be subject to a lower rate of withholding tax (or no tax according to the Interests/Royalties Directive). There is no clear pattern in the rules applied by EU-8 countries, although EU accession has led to significant changes in some countries. The permitted debt/equity ratio for the purpose of calculating the amount of allowable interest on debts payable to specific non-residents varies among countries from 3:1 in Poland to 4:1 in the Czech Republic and Latvia. In Estonia there is a withholding tax on the interest paid to a non-resident when the interest exceeds the market interest that would have been paid on a similar debt claim at the time the claim occurred and at the time interest was paid. This anti-abuse provision is not limited to payments between associated persons, but would apply to all payments to non-residents. On the other hand, in Slovakia the thin capitalization rules were abolished with effect from 2004 and interest on debt is tax deductible for a Slovak entity in the year it is accrued. 

Effective taxation and FDI in the EU-8

The undertaking of FDI by multinational firms involve complex strategic decisions, based on considerations about ownership, location, and internalization. While taxes may impact on all aspects of the decision process, several studies have shown that other factors are likely to be more important. These include agglomeration economies, proximity to key markets, an attractive investment climate (political, social, and macroeconomic stability, rule of law, low levels of corruption, good infrastructure, etc.), and other production costs (including notably labor). Taxes are more likely to matter at the margin. 

Most studies have focused on the determinants of FDI flows, but conceptually one should distinguish these from “real” investments in another country which may differ both because FDI flows may be directed to mergers and acquisitions (which do not contribute directly to increasing the capital stock in a country) and because real investments may be financed from capital raised in the host country. The determinants of these decisions, including tax considerations, are likely to be quite different. Other than the effective tax rate prevailing in a host country, the manner in which multinationals are taxed globally should play a role. This relates not only to potential double taxation in some countries, but even when this is not an issue, it matters whether the country of origin has a tax credit or exemption system: in the former case (e.g. the U.S. and Japan and in the EU the U.K, Ireland, Spain, and Greece) the tax rate in the host country in principle does not affect overall taxes, while in the latter case (other EU countries) it clearly makes a difference as there is no relation between taxes paid abroad and at home.

There has been a large number of studies of FDI by U.S. firms, most of which have found a positive and significant impact of corporate tax rates (among other variables). Estimates of the elasticity of FDI to (effective) tax rates vary anywhere between –0.5 and –4.0 (EC 1992, de Mooij et. al. 2001, Mutti 2003), with more recent estimates at the higher end of this range (consistent with increased capital mobility). Not surprisingly, there are only a few studies on FDI determinants in transition countries as the time series are short and data problems significant, and tax issues have not been the focus of these studies (Kinoshita et al. 2004; Garibaldi et al. 2001).

In this section we examine the impact of the effective corporate tax rates calculated above for FDI inflows.

	 Table 8: Regression results for FDI flows

 Dependent variable: FDI

 Method: Seemingly Unrelated Regression

 Total panel (unbalanced) observations: 36


	ETR

	-11.35

(-2.31)


	NW

	-1.43

(-7.63)


	TI

	554.37

(5.73)


	XM

	3.55

(9.57)


	Fixed Effects

	
	_CZ—C

	-1288.051


	_EE—C

	-1555.104


	_LT—C

	-1545.056


	_LV—C

	-1450.462


	_HU—C

	-1735.904


	_PL—C

	-1187.758


	_SK—C

	-1520.787


	R-squared: 0.55

	
	Durbin-Watson stat: 2.1

	
	Notes: ETR – effective tax rate, NW- average nominal wage in USD, TI – transition index, XM – share of export and import in GDP.



	The panel data set covers 7 new EU member states (we could not obtain data for Slovenia) for the period 1995-2002. The dependent variable is net inflows of FDI measured in dollars per capita (based on UNCTAD World Investment Reports). The explanatory variables include the effective corporate tax rate

 (ETR; as calculated above using NAs), average nominal wages in dollars as a proxy for labor cost (NW),  openness of the economy measured as the share of foreign trade (exports and imports) in GDP (XM), and the EBRD transition index (TI) as a proxy for reform progress. The data set is unbalanced as certain observations for the key variables are missing. While this list of explanatory variables is hardly complete, it would appear to include most of the main determinants of FDI. We estimate a fixed-effect model for the pooled sample in order to capture country specific characteristics which do not change in time. Such differences between countries can be represented by differences in intercepts. It is assumed that the coefficients for the explanatory variables do not differ among countries. We use the seemingly unrelated regression method to account for contemporaneous cross-equation correlation of errors and equation specific heteroskedasticity (this method is applicable as the time series dimension exceeds the cross-section dimension). 


All the variables examined are found to be statistically significant and have the expected sign, although the precision of the estimation as measured by R square is not impressive (Table 8). The results indicate that more open and advanced economic reformers attract more FDI flows. At the same time, higher labor costs and taxes hamper FDI inflows.

The relative importance for FDIs of the effective tax rates vs. labor costs, reform progress and the openness of the economy are 1 : 2.5 : 3.2 : 1.7 respectively.

These findings, however, do not shed light on the potential existence of distorting tax competition between new and old member countries. For this purpose, the FDI flows should be decomposed by origin and the sample extended to include the old EU member states.  

Conclusions

Corporate income tax rates have generally been reduced over the last decade, both in old and in new member countries. With more aggressive moves in recent years among the new member countries, statutory CIT rates are now significantly lower in the EU-8 than in the EU15, fueling concerns among some old member states about unfair tax competition and renewed calls for harmonization of corporate taxes. However, these concerns should be put in proper perspective by comparing the overall cost of doing business in different countries: first, one should look at effective corporate income tax rates, which take into account differences in tax bases (arising from i.a. differences in depreciation allowances, treatment of losses, and inventory valuation methods). Second, one should assess the overall tax burden facing firms in different countries, including in particular taxes on labor (which are relatively high in the new EU member states) but also indirect taxes on goods. Third, production and distribution costs should be evaluated, in particular wages and productivity but also infrastructure and market access. Fourth, and perhaps most important, investment decisions—whether by domestic or foreign investors—are likely to depend more on the overall investment climate, including political/social/macroeconomic stability, the rule of law, business regulations, financial market development, etc. With generally higher returns to capital in the new member countries, and still limited labor market mobility from new to old member states, one would indeed expect capital to flow to these countries as part of the natural convergence process.

Our findings suggest that while effective corporate tax rates were rising in the EU-15 during the second half of the 1990s in tandem with lowering of statutory rates (as tax bases were widened), lower statutory rates in the EU-8 were accompanied by lower effective rates resulting in the emergence of a significant gap in favor of the EU-8. However, in recent years there has been a significant degree of harmonization of tax bases—in part related to EU accession—and systems in the EU-8 are on the whole no longer more favorable than in the EU-15 as many incentive schemes have been abandoned. As a result, there has been some convergence of effective tax rates although they remain lower in the EU-8. The new member countries gained a further advantage with the elimination of double taxation upon EU accession, although at a cost to their budgets. While both previous international studies and our own analysis of the EU-8 suggest that effective corporate taxes matter for cross-border investment, they also find that other factors are equally/more important.

However, while countries may be tempted to lure capital through further reductions in statutory corporate tax rates, they would be well advised to consider such a strategy in the context of broader tax policy—in particular the countries that already have low CIT rates. Notably, reducing high labor taxes—not least in the EU-8, might well be more conducive to investment, employment generation, and poverty reduction. 

Annex

Table A1: Summary of tax incentives in the EU-8 countries

	
	Tax exemptions
	Tax allowances
	Tax relief
	Tax credit
	Tax deferral

	Czech Republic
	
	Investment allowances for different fixed assets expressed in % of the input price
	Special rates: 5% to investment funds, 15% to pension funds
	Tax credit of 10 years for newly established companies and 5 years for existing enterprises in processing industry 

Tax credit for employing disabled
	

	Hungary
	
	PBT can be decreased by 25% of the amount of local business tax liability
	
	Tax credits for investments of at least EUR 12 million for corporations. In underdeveloped regions the qualifying investment value has been lowered to EUR 4 million.
	

	Latvia
	Tax incentives associated with investments in Special Economic
	
	
	Companies investing more than EUR 17.5 million can benefit from tax credit
	

	Lithuania
	Tax incentives apply to companies in the free economic zones
	
	Reduced 13% rate for some small companies
	
	

	Poland
	Incentives for business activities carried out in 14 Special Economic Zones. Most of the zones offer income tax exemptions up to 50% of investment expenditures (65% for SME). In the case of significant investments total exemption from income tax for a considerable period is possible.
	Reserves made for unpaid receivables can be tax deductible provided that a number of conditions are met
	
	
	Tax credit for small businesses in the second year of their activities.

	Slovakia
	
	Provisions for bad debts are only tax deductible if a number conditions are met
	
	Tax holiday granted for 5 years period for some enterprises with foreign capital. 

Investment incentives in the form of CIT tax credit should be available to entities that have been granted these by 31 December 2006.
	

	Slovenia
	
	CIT allowances: 25% of the amount invested in tangible and intangible fixed assets can be deducted from taxable profit. An additional 15% for investment in equipment and intangible assets can be deducted from taxable profit, but this may not exceed the amount of the tax base. 

Taxable base may be reduced if trainees,  previously unemployed persons or disabled persons are employed

10% of the tax base can be allocated to an investment reserve and deducted from the taxable income.

No exemptions are granted to companies established after 1993.
	
	
	


Source: PWC; KPMG
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Table 1: Top statutory tax rate on corporate income.





Figure 1: General Government: Tax burden 2002 (% of GDP).








Figure 2: The role of corporate taxation (2002)








Source: EC, 2004b.








Figure 3: Comparison of statutory CIT rate with forward looking measures





Source: Jacobs, 2003





Figure 4: Effective tax rates in old and new EU member states








Simple average, Source: Authors’ calculations





Figure 5: Effective tax rates in a select group of new EU member states 
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� This section is based on work in progress with the assistance of a consultant, Ms. Małgorzata Markiewicz.


� The 2002 figures for SK was not available at the time of writing EC publication. In 2001:CIT/TAX Revenue=8.3, CIT/GDP=2.7


� In Estonia there is a land tax that is different from real estate tax (value of the buildings are not taken into account when determining tax base)


� Table does not include zero per cent rate for reinvested earnings in Estonia, which would be viewed as tax incentive


� The arm’s length principle means that a transfer price should be the same as if the two companies involved were indeed two independents, not part of the same corporate structure (Rooney, 2004). 
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