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Abst ract

The paper deals with the problenms of tax harnonization in the EU It is
di scussed fromthe tax theory point of view as well as fromthe view of the
tax practice. Several attitudes to tax conpetition and tax harnonization
are discussed, including the tax conpetition theories. The paper presents
several successes which have been achieved in the area of direct tax
harmoni zation and indirect tax harnonization. Harnonization failures are
nentioned and discussed as well for they are the integral part of the
harnoni zation process in the European Union. At the end, the possible
nodel s of corporate income taxation and its possible inpacts on the tax
conpetition in the European Union are discussed as well.
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Tax har nmoni zati on

Tax harmoni zation represents the process of tax system convergence based on
comon set of rules. As quotes (Kubatova, 1998), there can be identified
three main phases during the harnmonization process (the harnonization
process does not necessarily has to undergone all three stages — it can
finished by harnonization of tax bases, for exanple). Firstly, the tax
which is going to be harnonized has to be selected. Secondly, the
harnoni zati on of tax base takes place and for the last, the tax rate is
har noni zed.

Further, there can be defined certain |evels of tax harnonization (Sinon,
2000) :

different taxes in all states

part of the taxes are comon, sone of the taxes are national - partial
har noni zat i on

sane taxes in all countries

The level of tax harnonization, when there are different taxes in all
states can be divided further on the situation, when there is no tax
harnoni zation (i.e. there are no double taxation conventions and no
cooperation on admnistrative level) and on the situation, when there is
slight harmonization (i.e. there are double taxation conventions and the
cooperation on adm nistrative |evel).

Wen there are applied same taxes in all countries, the followng
situations can arise:

different tax bases — noninal harnonization

har noni zed tax bases — here can be identified another two | evels:
different tax rates — harnoni zati on of tax bases

sane tax rates — total tax harnonization
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Total tax harnonization is defined by the tax theory as the result of the
structural harnoni zation (i.e. harnoni zation of the structure of taxes) and
har noni zation of the tax rates. Tax harnoni zation can al so be understood as
the process (the tools for reaching the selected aim and the result
(harnoni zation of tax legislation itself) together (Nerudova, 2005).

EC Treaty in Art 93 and 94 considers as the aim of the harnonization
process the establishnment and snoboth functioning of the internal market. |If
we consider the tax harnonization as the tool for reaching of snooth
functioning of the internal market, then we can divide tax harnonization
further on positive and negative. Positive tax harnonization represents the
process of the convergence of the national tax systems of EU nmenber states
by the inplenmentation of directives, regulation and other |egislative
tools. The result of positive harnonization is the sane rules in all nenber
states. On the contrary, negative harnmonization is the result of the
activity of the European Court of Justice (hereinafter as ECJ). Negative
tax harnoni zati on cannot be considered as the harnonization in real sense,
for it does not provide the set of comon rules, binding for all EU nenber
states. The ECJ case law is binding for the parties involved in the case.
ECJ case |aw does not conprise the means of renedies. That is the reason
why the result of the negative tax harnonizati on cannot be the situation
when there will be the sane rules in all EU nmenber states.

In respect to the actual developnent in the area of tax harnonization, the
har nmoni zation can be further divided on direct and indirect. Direct tax
harnoni zation is understood as the classical harnonization process, which
tries to harnmoni ze the regulations directly by neans of tax directives. On
the contrary, indirect tax harnonization is understood as the effort to
reach the harnonization of certain tax regulations by nmeans of
harnoni zation of different areas of law — for exanple comercial |aw or
conpany law. At present, the situation is clearly visible in the area of
corporate taxation.

If we consider the definition of the tax harnonization only as the process
in the EU, then the tax harnonization can be understood as the mechanism
whi ch enable to renove tax regulations which create obstacles to snooth
functioning of the internal market or which distort the conpetition on the
internal nmarket. The aim of the tax harnonization in the European Union is
not to reach a unified taxation system but the convergence and the
approxi mati on of the taxation systens.

Theoretical background
Tax conpetition and tax harnoni zation

As quotes (Kubatova, 2006), conpetition is generally considered as the
factor, which increases market effectiveness, for it enables the effective
allocation of the sources. The sane is not true for tax conpetition. In
case of the market failure, the conpetition is not able to ensure effective
source allocation. Taxes represent the market failure, for the taxpayer
does not receive any equivalent for the paid tax and therefore it is not
interesting for him to pay taxes in jurisdiction, in which he uses the
public services. Tax conpetition could lead to the restriction of the
public sector. In extrene situation it could result in removing of the tax.

According (Edwards and de Rugy, 2002) tax conpetition is harnful, for it
decreases the tax bases of neighbouring countries and deforns the effective
al l ocation of capital and services. The decrease of the statutory tax rates
i ncreases the conpetitiveness of the state. The result is the increased
inflow of the good, services, capital and qualified |abour force into the
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state with |low statutory tax rates. The negative effect is represented by
the decrease of the state budget revenues and inplicitly also by the
decrease in the econonmic growh of neighbouring countries.

Certain degree of tax harnmonization, muinly in the area of corporate
taxation, is needed, for the present situation does not allow EU conpanies
to fully use the advantages connected and provided by the internal market,
as nentions (Randzi o-Pl ath, 2004).

According to (Zodrow, 2003), tax conpetition can lead to the inefficiency
in providing public services. As further nentions (Sinn, 1990), the
inefficiency can be found mainly in the area of the size of the
redistributive prograns. Therefore the tax conpetition is perceived as
harnful, wminly by the groups, which highlight the task of the
redistributive progranms. The author nmentions that al so the positive side of
the tax conpetition can be found, for it prevents the excessive expansion
of the public sector

As nention (Grau and Herrera, 2003), tax conpetition cannot be considered
as the conpetition in real sense. Therefore it is not possible to search
for the parallels between the nmarket conpetition and tax conpetition. Wile
in nmarket conpetition, the law of supply and demand dom nates, the tax
conpetition is the play of political and economc interests. The |ooser in
that gane are immobile factors (labour force) and the winners are the
owners of the capital (nobile factors). Wen the tax conpetition results in
the decrease of the yield fromthe capital tax, the decrease is conpensated
very often by the higher taxation of |abour force.

At present there is no unified regulation of the corporate or personal
incone taxation in the European Union. Based on the above nentioned, tax
conpetition can be considered as beneficial, for it creates the pressure on
the decrease in the budget expenditures. Therefore it could help to
increase the conpetitiveness of the EU as a whole. On the other hand,
unlimted and uncontrolled tax conpetition in the area of the nobile
factors can endanger the budget revenues of EU nenber states and to
endanger the redistributive role of public finances.

As quote (De Rugy and Rahn, 2003) |let us expect the anal ogy between the tax
conpetition and market conpetition. |If the narket conpetition results in
the higher effectiveness and neets the demand, the tax conpetition has to
result in higher budget effectiveness and in satisfaction of the voters.

The result of the tax conpetition in the area of corporate taxation in the
EU is the situation, when the tax rates in different jurisdictions reflect
mainly the international aspects of taxation and partly also the
preferences of the nmenber states. As further nentions (Hanmeakers, 1993)
the tax conpetition itself |eads to the spontaneous harnonization effect -
i.e. to the spontaneous convergence of the tax rates and therefore there is
no need for artificial harnonization

As quotes (Smith, 1999), the declaration that the tax harnonization is
needed due to the internal market or nonetary union, is incorrect. The
above nentioned supports by the exanple of the U S A, where there are
remar kabl e differences in taxation, even though it is the area w th higher
economic and political integration than European Union. The fears from
spillover effects to the low tax jurisdictions are according to the author
not just. Hi gher tax jurisdiction in the EU offer qualified |abour force
and stabl e business environnent. On the contrary, low tax jurisdictions try
to establish on the internal market. The author adds, that in case that the
process woul d be stopped by the tax harnonization, the European Union woul d
be | ess converged than ever before.
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According to (Mtchell, 2001) tax conpetition generates responsible tax
policy. Lower tax burden of business subjects creates the fertile soil for
hi gher econonmic growh. Wthout the tax conpetition the governnents could
behave as the nmonopoly — to levy the excessive taxes. As the nention
(Mtchel, 2002), the tax conpetition always results in decrease in the
statutory tax rates. The increased capital nobility results in situation,
when the taxpayer can nmove the capital in the low tax jurisdictions very
easily. From that reason the tax conpetition can be considered as very
i nportant factor supporting the liberalization of the world economcs, for
it creates the pressure on decrease in tax rates and in budget
expendi t ures.

Tax conpetition is not harnful, for it does not cause the loss of budget
revenues (Janeba and Smart, 2003). The decrease in the statutory corporate
tax rates generally leads to the increase in the tax base. Therefore, there
cannot be any decrease in the budget revenues and therefore there is not
shift in the tax burden on other types of taxes.

As further quote (Mendosa and Tesar, 2003), tax conpetition cannot be
considered as harnful, for in situation when one jurisdiction decreases the
tax rate in order to maximze the economic growmh, other jurisdictions are
forced to follow this decrease. The overall result of that mechanismis the
economc growmh in all jurisdictions.

The enpirical study of the Ruding Committee and further the conplex study
of the European commission from the area of corporate taxation (European
Commi ssion, 2001) have surveyed the relation between the tax rates and the
shifts of the conpanies to the low tax jurisdictions. Both of the studies
have proved, that even though the tax burden represents just one of the
determ nants in the process of investnent placenent, its sensitivity on the
differences in statutory corporate tax rates is increasing.

Anot her reason for harnful ness of the tax conpetition can be considered the
exi stence of the externalities. Tax system influences also the revenues of
ot her countries and inhabitants. Big powerful stat can use their influence
to affect the world prices and to inprove terns of trade. Those states can
establish tax legislation, which protects national industry (mainly by the
fact that non-residents running business in that state in the form of
per manent establishnent are not treated by the same way as the residents).

The problenms of tax harnonization and tax conpetition are not only the
subject of the interests in European Union, but it is the world problem
also solved by OCECD. CECD has identified the factors which are
characteristic for preferential tax regimes and tax havens. Based on that,
there has been suggested the actions, which could help in the fight with
the harnful tax conpetition (OECD, 1998). Those actions are also foll owed
by the European Uni on.

Based on the above stated literature review, follow ng conclusions can be
done. The main negative effect of the tax conpetition is considered the
shift in the tax burden from capital to I|abour and also the inproper
structure of budget expenditures. The tax conpetition can also result in
the beggaring of the states, in situation when the conpany pays taxes in
low tax jurisdiction and uses the public services in high tax jurisdiction.
Last, but not least, the tax conpetition can significantly deformthe fl ow
of financial and real investnents.

Tax conpetition theory
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The discussion on the harnful ness of the tax conpetition has led to the
devel opnent of certain nodels, which has been verified on the enpirical
data. In the tax conpetition theory there can be found two basic strands

First of them highlights the role of “tax gane” and tries to identify tax
reacti on functions, which shows the dependence of the state on the tax
policies of its neighbours. Mst of the authors in that strand of
literature have found out that the governnents are adjusting the tax rates
in reaction to the changes in the tax rates of its neighbours, which
support to the standard tax conpetition theory.

As (Redoano, 2003) quotes corporate incone taxes influence the corporations
in their decisions about investnents placenments. From that reason the tax
policy of the governnent tries to attract the tax bases in the frane of tax
conpetition and not the voters, for the corporate income tax influences
themonly narginally.

(Al tshuler and Goodspeed, 2002) have dealt in their research with the
enpirical estimation of tax reaction functions in case of corporate incone
taxes anong CECD countries. They have proved the existence of positive
correlation coefficient in all the cases — i.e. the decrease in tax rate of
nei ghbouring country was followed by the studied country.

(Devereux, Lockwood and Redoano, 2002) quote that each country behaves
strategically in the process of setting up the corporate incone tax rates
in respect to the corporate incone tax rates set in neighbouring countries.
The aut hors point out another very inportant factor in the tax conpetition
— voters and politics. The government policy nmakers are followi ng the tax
rates of other states, for in case that they would set higher tax rates
t han nei ghbouring countries have the governnent need not to be voted again
in elections.

The second strand in literature which can be found in tax conpetition
theory is the influence of capital mobility on the Ilevel and structure of
the tax rates. In that area the authors highlight the negative inpact of
capital nobility on the capital tax rates and the level of public
expenditures. Sone authors as (Garrett and Mtchell, 2002) fined positive
relation between capital nobility and the level of capital tax rates and
public expenditures, which is in contradiction with the “race to the
bottont theory which was nentioned above. The conpensation theory serves as
the basis for the theoretical arguments of the authors finding the positive
relati on between the capital nobility and the level of public expenditures.
The conpensation theory is based on the idea that econonmic integration (and
connected increase in the capital mobility) causes also secondary effects
as for exanple recession in sone sectors of econony or higher volatility in
consunmers incones, which leads to the higher denmand for the public
expenditures, mainly in the form of social prograns. The defenders of
conpensations theory as (Rodrik, 1998) suppose, that higher tax burden on
labour as a result of increase in the capital nobility should be
conpensated to the tax payers in the form of special social prograns, which
woul d be financed fromthe increased tax revenues fromthat type of tax.

(Bretschger and Hettich, 2002) have proved while using enpirical data the
exi stence of negative relation between the openness of the econony and the
level of capital tax rates and public expenditures. On the contrary they
have proved positive relation between the openness of the econony and the
level of tax burden on Ilabour. The globalization process has negative
influence on capital tax rates, which is in accordance with the tax
conpetition theory.
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| ndi rect Tax Har noni zati on

In the 1960s two systens of the indirect taxation were applied within the
Europe. France was the only state applying value added taxation system and
all the other nenber states were applying cunul ative cascade tax system of
the turnover tax. Under this tax system (in contrast to value added tax)
the tax is levied on the gross anount (not value added) of the production
at each production stage. The cunul ative cascade tax system of the turnover
tax is not able to ensure the tax neutrality — the tax burden can be
i nfluenced by range of vertical or horizontal integration — it can cause
distortions of the economc conpetition. Considering the above nentioned
t he European Conmi ssion deci ded, that the only system which can ensure the
tax neutrality and would not deform the nmarket conpetition, is the value
added taxation system

Val ue added taxation system enables two possible principles of taxation.
First of them is the principle of destination under which the goods and
services are taxed in the state of consunption. This system is denanding
the econom cal cooperation because otherwise it could deform the narket
conpetition. Partly fromthe reason of the double taxation (in the case of
goods delivered from the state applying the principle of origin — in the
state of delivery the goods would be taxed for the second tine according to
the principle of destination) and partly from the reason of influencing
conpetitiveness (in the situation when countries are applying different tax
rates). From this reason the majority of the countries which are applying
the principle of destination, exenpt export from taxation and vice versa
they tax inport to elimnate double taxation

The second principle is the principle of origin - under this schenme the
goods and services are taxed in the country of their production. O course
this principle is supposing the unified tax rates because the differences
in tax rates can deformthe narket conpetition

The first phase of the harnonization in the EU was dedicated to the
implementing of the wuniform system of indirect taxation. Wthout the
harnoni zation of this system the establishment of the internal market
woul d not be possible, for the different indirect taxation systems could
deformthe market conpetition on the internal narket.

The effort to harnobnize the indirect taxes is evident from the very
begi nning of the economical integration process in the European Union.
Pr oposed harnoni zation had to be performed in two steps. In the first phase
cunul ati ve cascade tax system of turnover tax had to be replaced by the non
cunul ative system In the second phase the substitution of this system by
the uniform value added tax system had to follow Al these steps were
executing in relation to the establishment of the internal market because
its functioning was from the beginning the initial aim of the European
Conmi ssi on.

Legislation in the field of value added tax rate harnonization

In 1967 the first directive no. 67/227/EEC on the harnonization of
| egi slation of Menber States concerning turnover taxes was adopted. In this
directive the Commission obliged all the nenber states to substitute
exi sting turnover tax system by the uniform val ue added taxation system on
the principle of general consunption tax, which is inposed on all goods and
services and is set by the percentage of selling price and so it does not
depend on the nunber of the stages in production or distribution process.
The inplenentation of the value added taxation system ensured the tax
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neutrality. Tax rates and also tax exenptions were retained in the
conpet ency of the individual nmenber states.

The second directive no. 67/228/ EEC defines very clearly the object of the
taxation. The object of the taxation is the sale of goods and provision of
services on the territory of the nenber state realized by the taxpayer, and
the inport of the goods. Further, the directive defines the place of
fulfilnment, taxpayers, sale of goods and provision of services. The nenber
states were retained the right to adopted special provisions elimnating
tax avoi dances, further the provisions setting special programme for snall
and medium sized conpanies and also this directive allows to set special
programe for the agricultural sector

The transformation of the taxation system and its inplenmentation caused
serious problens in sone states. It was particularly the fact that
i mpl ement ati on of new system could cause the pressure on the expenditures
of menber states budgets. For exanple Bel giumcollected turnover tax in the
form of stanp duty and there were serious frights that transformation of
the systemwi |l cause interruptions of revenue flow into the state budget.
The val ue added tax was proposed in Italy as a part of necessary tax reform
provoking fear from rejection from political reasons. The above nentioned
was the reason for adopting so called third directive no. 69/463/ EEC. The
aim of this directive was to prolong the time for the inplenentation of
val ue added tax for Belgiumuntil the end of the year 1972. Two foll ow ng
directives - fourth directive no. 71/401/EEC and fifth directive no.
72/ 250/ EEC were prolonging the tine |Iimt for Italy until the end of the
year 1973.

The structural harnonization was finished by the inplenentation of the
first and second directive. It was the first step in the process of the
harnoni zation. The result of this step was not in any case the uniform
system because directives allowed a w de range of the exenptions and
differences (especially in the field of agriculture, cross-border provision
of services or possibility of tax deduction from inport). Instead of
uni form system there were individual systens with national differences.

The nost inportant directive in the field of indirect tax harnonization is
the sixth directive no. 77/388/EEC It is considered to be the basic
directive for it quotes the definition of tax base, the territorial reach,
the subjects, tax rates and others. The aim of this directive was to
harnoni ze different national systems — in accordance with prerequisite
conprised in the first and second directive — particularly taxation of
intraconunitary transactions. This directive is considered to be the basic
and until now it has been anended nore than twenty tines. Fromthis reason
the directive no. 112/2006/EC was adopted. It represents the recast of the
sixth directive — i.e. it conprises sixth directive with all other
directives in frame of one text.

The structural harnonization was finished by the inplenentation of the
uniformindirect taxation system The second step, tax rates harnonization
was not | ess conplicated due to existence of several facts:

tax rate harnonization is perceived by the nmenber states as infringenent
of their national sovereignty;

tax rates can serve as the tools for fiscal policy — their harnonization
do not | eave any space for aggregate supply and demand i nfl uencing;

tax rates harnonization can endanger the revenues of state budget very
seriously in the states, where the revenues fromindirect taxation create
the substantial part of budget revenues;
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European Commission unwillingness to legally enforce and assure the
i mpl ementation of directives in to the national tax systens;
national traditions — it is difficult for the states to abandon them

During the harnoni zation efforts it energed that tax rates harnoni zation is
facing the problens nentioned above. From this reason the European
Conmi ssion reassessed attitude to the tax rates harnonization. Total tax
harnoni zati on which neans identity of the national tax systems in all
aspects stopped to be necessary and instead of harnonization only the
approxi mati on was considering. In scope of the approximation of tax rates
there were proposed different tax bands for the value added tax. In 1989
the European Conmission firstly suggested reduced rate at 4-9% for the
basic essentials of life as food, water deliveries, pharnmaceutical goods,
books, newspapers, nagazines and public transport and standard rate at 14-
20% In 1991 there was adopted the directive no. 91/860/EEC which
elimnated the fiscal borders between individual nmenber states and
i nfluenced significantly the val ue added taxation system applied within EU
The abol i shment of the fiscal borders enforced follow ng changes:

purchase by private entities is taxed exclusively in the state of

purchase (abolishment of tax refund) with exception of purchase of the
new transport neans;

export and inport system were substituted within EU by so called system
of i ntraconuni tary acqui sition of goods and servi ces (i.e.

intraconmunitary fulfilnment);

export and inport systemis applied only with third countries.

Wth effect from 1993 directive no. 92/ 77/ EEC stipulated the mninmal limt
for the tax rates. For standard rate the mninum of 15% was set and for
reduced rate 5% Directive also allowed transitional period in which the
nenber states could apply in the area of reduced tax rate the rate |ower
than 5% Evidence of unw llingness of the nmenber states to inplenment this
directive and also the evidence of incapability of the European Comnm ssion
to ensure inplenmentation of directives is the follow ng table:

Table 1: VAT tax rates in EU nenber states
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VAT tax rates in %
Country Standard Rate Reduced Rate
Bel gi um 21 6,12
Denmar k 25 0
Cer many 19 7
G eece 19 8:9
Spai n 16 4:7
France 19, 6 2,1, 5,5
Irel and 21 4,8; 13,5
Italy 20 4, 10
Luxenbour gh 15 3; 6; 12
Net her | ands 19 6
Austria 20 10
Por t ugal 21 5, 12
Fi nl and 22 8 17
Sweeden 25 6; 12
Uni ted Ki ngdom 17,5 5
Czech Republic 19 7
Sl ovak Republic 19 0
Pol and 22 3, 7
Hungary 20 15
Latvia 18 5
Li t huani a 18 5:9
Est oni a 18 5
Mal t a 18 5
Cypr us 15 5, 8
Sl oveni a 20 8:5
Bul gari a 20 7
Romani a 19 9

Source: Anpbs,J. et al. (eds.). dobal Corporate Tax Handbook 2007,
Anst erdam | BFD, 2007

Transition from the principle of destination to principle of origin
bel onged to the major priorities of the European Conmission in the field of
the indirect taxation harnonization. But the transition to the principle of
origin supposes the harnoni zation of tax rates because in opposite case the
identical goods on the market would be sold at different prices according
to the tax rates in the place of origin. Fromthe above nentioned reasons
this transition has not been done yet and principle of destination is stil
appl i ed.

Al'though the original intention of the European Conmi ssion was only
tenporary solution, the existing functioning of this system has proved
conpetent. The fact that application of this principle enables nenber
states to sustain freedomin the determnation of the tax rate is ensuring
the tax neutrality - nenber states can inpose such a tax rate which does
not deformthe nmarket or does not cause novenent of the conpanies providing
services to the states with | ower rates.

Legislation in the field of Excise duties Harnonization

Al though the greatest enphasis is put on value added tax harnonization in
the process of the tax harnonization in the EU the sanme problens are
appearing in the field of excise duties harnonization, because also these
duties are significantly influencing the single market. The attention is
mainly ained at balancing anmount of individual tax rates to avoid the
advant age of national producers in the formof lower or zero tax rates. In
relation to internal market a nunber of directives were adopting in the
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1990s in this field. Al the system of excise duties has been inplenented
inthe EU as a part of the internal market since 1% January 1993.

The initial idea was to harnonize both - the structure and the tax rates of
exci se duties system The harnoni zation efforts were (as well as in case of
the value added tax harnonization) transferred rather to the structural
field and only the mnimumtax rates were set.

Anal ogically to VAT, the principle of destination was selected for the
excise duties — goods subjected to excise duties are taxed in the country
of consunption so that there would be no market deformation (principle of
origin with existence of different tax rates does not ensure the tax
neutrality). Wth effect from 1% January 1993 tax base harnonization is
ensured by the uniform custom tariff and since the same date the m nimum
tax rates has been set.

Excise duties harnonization in the EU is based on three groups of
directives:

directive no. 92/12/EEC called as horizontal directive, which serves as
general regulation for the production, holding and transport of products
subj ected to excise duty;

so called structural directive — related to harnoni zati on of structure of
excise duties; 1is structuralizing excise duties into excise duty on
m neral oils, alcohols and al coholic beverages and tobacco;

four directives on approximation of tax rates of above introduced excise
duties.

Hori zontal directive no. 92/12/EEC is related to nineral oils, alcohol and
al coholic beverages and tobacco. Directive further enables individua
nenber states to inpose above the scope of excise duties also other
indirect taxes (for exanple from environnental reasons). Application of
these taxes does not have to signify any formalities during cross-border
trade between nmenber states. Directive, except the object of taxes, also
defines taxable fulfillnment, production, products noving and tax paynents.
The directive is regulating excise duties in general and concrete types of
excise duties are regulated by individual directives.

Energy Products and El ectric Energy

Directive no. 92/81/EEC conprises unification of basis for tax assessnment
and adjustnent of tax structure in relation to custom tariff. This
directive defines individual types of mneral oils subjected to excise
duty. If the mneral oil serves to consunption, is sold or serves as fuel
then it is the object of the tax. Drective stipulates that also the
product, which is not directly listed as a mneral oil, but is sold or used
as a fuel is object of the tax.

Directive no. 2003/96/EC restructures taxation of nineral oils on the
energy products and electric energy. It extends taxation of mneral oils to
coal, natural gas and electric energy. This directive sets mninmm tax
rates on energy products in dependence to purpose of the wuse. It
di stingui shes between energy products serving as fuel or as a nean for
production of electric energy.

Table 2: Mninal tax rate of excise duty on mneral oil used as fue

M nimal tax rates of excise duty on mineral oils used as fuel
mn. rate mn. rate
tax base |[since 1.1. 2004( since 1.1. 2010
1eseke E-pgeicko boos T000 1 4271,0 EUR 421, 0 EUR 99
unl eaded petrol 1000 1 359, 0 BEUR 359, 0 EUR
di esel 1000 | 302, 0 EUR 330, 0 EUR
oi | 1000 | 302, 0 EUR 330, 0 EUR
LPG 1000 | 125,0 EUR 125,0 EUR
gas gi gaj oul e 2,6 EUR 2,6 EUR
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Source: Directive no. 92/12/EC

Source: Directive no. 92/12/EC

Table 3: Mninal tax rates on mneral oils — industry or comercial use
Mn. tax rate on mineral oils - for industry or comercial use

mn. rate

tax base since 1.1. 2004

di esel 1000 | 21,0 EUR
oi | 1000 | 21,0 EUR
LPG 1000 kg 41,0 EUR
gas gi gaj oul e 0,3 EUR

Source: Directive no. 92/12/ EC

Table 4: Mnimal tax rate on mineral oils used for heating and electric
ener gy

Mn. tax rate on mneral oils used for heating and electric energy

mn. rate mn. rate
since 1.1. 2004 since 1.1. 2004
tax base for commercial use| for non-comrercial use

di esel 1000 | 21,00 EUR 21,00 EUR

furnace oil 1000 kg 15,00 EUR 15,00 EUR

oi | 1000 | 0, 00 EUR 0, 00 EUR

LPG 1000 kg 0, 00 EUR 0, 00 EUR

gas gi gaj oul e 0,15 EUR 0,30 EUR

col e and coke gi gaj oul e 0,15 EUR 0,30 EUR

el ectric energy MAh 0,50 EUR 1,00 EUR

Source: Directive no. 2003/96/EC

Al cohol and Al cohol i ¢ beverages
The harnoni zation of excise duties is from the very beginning connected

with the great unwillingness of individual nenber states. The nmmin
opponents are traditional producers of wine (French, Spain and Italy) and
traditional producers of whiskey or liqueurs. For majority of these

countries it is very difficult to change excise duties systens which are
historically rooted in their tax systens (their beginnings are dating to
the Mddle Ages). That is why also directive no. 92/83/EEC is based on
hi storical classification of products on

beer;

wi ne;
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ot her fernented beverages (unlike beer and w ne);
i nt ermedi ate product and al cohol .

Directive no. 92/ 84/ EEC concerns taxation of beer. The object of the tax is
defined as beer, mnmixture of beer and nonalcoholic beverages with the
content of alcohol higher than 0, 5% Mnimal tax rate is set by the
directive at 0, 748 EUR'hl and at 1, 87 EUR hl/degree of alcohol of the
final product. Directive also allows nenber states to inpose lower tax rate
dependi ng on annual output of brewery.

Directive no. 92/84/EEC concerns the taxation of wne. It distinguishes
wi nes on two follow ng types:

non-sparkling wine — wine with content of alcohol 1,2% - 15% and with
content of al cohol 15% - 18%
sparkling wine — wine with content of alcohol 1,2%- 1,5%

Mninmal tax rates are set at 0 EUR' hl for both categories described above.
Zero mnimal tax rates are set with respect to traditional w ne producers
and their unwillingness to tax this traditional production.

Mnimal tax rate for fernmented beverages (directive no. 92/84/EEC), is also
set at 0 EUR hl enabling menber states to set the rate basically at any
anount .

Excise duty on internmediate products (directive no. 92/84/EEC) covers the
products with content of alcohol between 1,2% - 22% and which cannot be
classified as beer, wine or other fernmented beverages. The mininal tax rate
is set at 45 EUR/hl. Directive again leaves the space for nenber states
regarding application of lower tax rate to intermediate products wth
content of al cohol |ower than 15%

Excise duty on ethyl alcohol (directive no. 92/84/EEC) concerns beverages
with content of alcohol higher than 22% and beverages wth content of
al cohol higher than 1,2% under the codes CN 2207 and 2208. Also in this
case the directive allows individual nmenber states to apply lower tax rate
in cases of small producers with annual output not exceeding 10 hl of pure
al cohol a year. Lower tax rate does not have to be lower than 50% of
standard national rate. Directive also allows applying lower tax rate to
products with content of alcohol not exceeding 10% - French rum and Geek
alcoholic drinks with flavor of anise. The mnimal tax rate is set at
550/ EUR/ hl of pure alcohol. Directive stipulates that states applying tax
rate between 550 - 1000 EUR are not allowed to lower this rate (in
connection with mnimal tax rate). States applying tax rate higher than
1000 EUR are not allowed to lower this rate under the linmt of 1000 EUR
3.2.3 Tobacco and Tobacco products

The first directive adopted in this field was the directive no. 72/ 464/ EEC
This directive includes general regulations related to excise duty on
t obacco and specific regulation in the field of structure of excise duty on
cigarettes. Directive no. 79/32/EEC classifies tobacco products on basic
categories - cigarettes, cigars, cigarillos and tobacco for snoking.
Tobacco for snoking is further divided on:

fl ake tobacco/shag or divided tobacco appropriate for snoking w thout
further industrial processing;

ot her tobacco for snoking.

Directive defines cigarettes as:
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rolls of tobacco which are snoked as such and are not cigars neither
cigarillos;

rolls of tobacco which are put into form from cigarette paper by sinple
non industrial manipul ation;

rolls of tobacco which are packed into cigarette paper by sinple non
i ndustrial manipul ation.

Directive no. 92/97/EEC sets the mninmal tax rates — total tax has to
amount mninmally 57% of the selling price and does not have to anount |ess
than 64 EUR for 1000 pieces of cigarettes. Except this, the directive sets
that specific tax rate has to be within the range of 5 — 55% of total tax
burden. For the other kinds of tobacco products (cigarillos or fine-cut)
the minimal tax rates are set by directive no. 92/80/EEC. Directive admts
both the ad valoremrate and specific rate.

Di rect Tax Harnoni zati on

In the 60s of the 20'" century there was a very simlar structure of the
direct taxation in the nenber states of the European Union. Al the nenber
states excluding Italy applied separately the system of corporate incone
taxation and personal inconme taxation. The evident structural simlarity of
the system was hiding huge differences in the nmethods of tax base
construction, systens of the deductible anpbunts and tax sales, which are
significantly influencing the final tax burden of the taxpayer.

Eur opean Conmi ssion, with respect to the difference in the methods of tax
base construction, was focusing during the harnonization mainly on those
types of the direct taxes, where at least the partial harnonization is
considered to be the necessary condition for elimnating the obstacles to
the snmooth functioning of internal market. Especially corporate incone tax
is considered to be this type of tax. The integration of the financial
nmarkets nade capital highly nobile factor, which can quickly nmove to the
states with nore advantageous tax regines. In the frane of practical
harnoni zation the European Conmission decided for the structural
harnoni zation at first and then successively for the harnoni zation of the
tax rates.

In the 1970s and 1980s the w de range of the harnonization efforts failed
in this field, because the menber state perceived them as the effort to
restrict their fiscal sovereignty. The reason of the failure is also the
fact that harnonization neasures of the European Conmi ssion have to be
introduced in the form of directives to be obligatory for all nenber
states. The adoption of directive expects unanimty. It very often happens
that the harnoni zati on nmeasure i s bl ocked by one or two nenber states.

Gowh of the globalization and the inpact of the mltinational
corporations, which wanted fully exploit the advantages, which are
connected with business activities in the internal market resulted in the
establishment of so called Ruding’s conmittee. The purpose of the comittee
was to find out:

if the different systenms of the corporate incone taxation cause the
obstacles to the internal market (especially if it acts about conpetition
and investnent);

if the obstacles can be elimnated through the market forces or tax
conpetition or if there is necessity of the intervention;

which provisions wll be necessary to adopt in connection wth
elimnating of the barriers or with their noderation.
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Based on the realized research it was find out that the differences in the
i ndi vidual corporate tax systens are causing the obstacles on the narket
and especially they influence the decisions about the investnent placenent
of the multinational corporations very strongly. That is the reason why the
Eur opean Union has set follow ng priorities:

to elimnate provisions of the national tax systens, which cause
obstacl es and above all in the field of the foreign investnent;

to create the rules for tax base construction and to set the m ninum tax
rates;

to ensure the transparency of all tax incentives.

It was already nentioned above that the nenmber states are not willing to
renounce their conventions and they understand the harnoni zation efforts as
interference to the internal affairs. For that reason only the partial
success was reached in this field.

Legislation in the field of the direct taxes

Considering the fact that the European Commission is not successful in
pronoting the harnonization neasures in the form of the directives, the
negative harnoni zati on has becone very inportant recently in the field of
the direct taxes — i.e. harnonization of the tax systens through the EC]
case | aw

The fundanmental directive in this field is Council Directive 77/799/ EEC of
19 Decenber 1977 concerning nutual assistance by the conpetent authorities
of the Menber States in the field of direct taxation. This directive
adjusts the exchange of the information, cooperation during ensuring and
investigating and presence of the officers of one nenber state on the
territory of another nenber state from the reasons of control of the
nmul tinational conpanies’ activities. In 1997 the validity of this directive
was extended and includes the indirect taxes too (especially value added
t ax).

In connection with the establishnent of the internal market two very
inmportant directives were adopted in 1990 concerning the corporate
taxation. Both of these directives are in force since 1993. The first
Council directive no. 90/434/EEC from 23 July 1990, is known as The Merger
Directive. It regulates defernent of the tax liability resulting from
capital vyield during nerger, business divisions, transfer of assets and
cross-border shares exchange within the European Union. The aim of the
directive is to avoid taxation of the profit, which can arise during the
nerger from the difference between value of the transfer of assets and
liabilities and their accounting carrying val ue.

The Merger Directive was anended by the directive no. 2005/19/EC, which was
adopted particularly in connection with the establishnent of the statute of
the European conpany. This directive extends existing conpetence of The
Merger Directive to European conpany and European cooperative society as
well. Directive particularly:

enabl es transfer of the seats and reorgani zation of the European conpany
and European cooperative society within the European Union w thout any
t ax obstacl es;

ensures that transformation of the branch to the subsidiary will not have
any tax consequences;

i ncludes a new type of transaction — so called split off.
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The second directive no. 90/435/EEC from 23'% Jul y1990 known as The Parent -
Subsidiary Directive regulates the system of the taxation of the group of
conpani es, which operate on the national |evel and conpanies, which operate
wi thin the European Union. The ains of the directive are follow ng:

to ensure that nmenber state of the parent conpany either does not tax the
i ncomes of the subsidiary with the seat in other nenber state or if these
incones are taxed, it enables parent conpany to deduct the incone tax
paid by subsidiary in other nenber state fromthe tax base;

to exenpt the distribution of the net profit of the subsidiary fromthe
wi t hhol di ng t ax.

In 2003 was adopted the directive no. 2003/123/EC, which anends the
original Parent-Subsidiary Directive and extends the conpetence of
directive to

distribution of profits obtained fromthe permanent establishnent |ocated
in one nenber state from the subsidiary, which is resident in other
nenber state (different from the state where the parent conmpany is
situated);

distribution of profit of the conpany to pernmanent establishnents, which
are |located in other nmenber state than conpani es and subsi diari es;

new types of the conpanies — to the European conpany and European
cooperative society.

The directive also conprises gradual decrease in the size of share, which
serves for the identification of the conmpany as a subsidiary from 25%¢to:

20% with the effect from 1. 1. 2005
15% with the effect from 1. 1. 2007
10%with the effect from 1. 1. 2009

So called Arbitration Convention no. 90/436/EEC is valid in the European
Union since 1995 for the period of five years and its aimis to elimnate
doubl e taxation which could arise in the case of different interpretation
of principle of the transfer pricing in different countries. Until now the
validity of the convention has been always extended by other five years.
Nowadays it is valid until 2010 and its validity was extended to ten new
nenber states of the European Union as well.

The Tax Package

On 3% June 2003 the Council has adopted the Tax Package with the aim to
restrict the provisions that could cause harnful tax conpetition. It
conprises three main parts:

Code of conduct for business taxation

Measures for the higher approximation of income from savings taxation
syst ens;

Agreenent on elimnation of withholding tax frominterests paynments and
royal ties.

Even though the fact that Code of conduct for business taxation is legally
not biding, it does have political power because by its adopting nenber
states are obliged not only elinnate existing tax provisions causing
harnful tax conmpetition but they can not introduce any new provision of the
simlar character in the future. The rules are ainmed nmainly at the
provisions which significantly influence the headquarters |ocation. This
happens in the cases where non-residents posses advantageous tax condition
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in conparison with residents. The Code of Conduct for Business Taxation
sets criteria which are used for identification of harnful tax provisions.
The deadline for elimnation of those provisions was 1% January 2003.
Menber states will preserve to conpanies which posses’ benefits from
harnful tax conpetition these benefits until the end of 2005.

If we take into account the fact that capital is very nobile factor — i.e.
it can very quickly nove from country to country, according the tax
conditions, it is obvious that certain degree of approximtion of savings
taxation is needed to be reached. Transfers of the savings to the countries
with lower taxes cause in the countries were investors are resident tax
distortion and tax fraud. It is essential due to the snpoth functioning of
the single market to ensure that the decision about investnents placenent
will be done according to the real qualities of supplied products and not
according to the lower tax rates or the possibility of tax fraud. In
connection with this situation Savings Directive no. 2003/48/ EEC was
adopted. The aim of the directive is to enable the taxation of the incones
in the form of interests paynments resulting from the nenber state to
persons, who are trying through their residency to decrease or elininate
taxation. The duty to inplement this directive to the national |egislations
was set until 1% January 2004 with effective date 1% July 2005. Directive
does not concern the incones of the legal entities; it conprises only the
i ncomes of individuals.

Based on this directive the nenber states are obliged to provide other
nenber states with information about interests, which were paid off to the
i ndi vi dual savers. Directive also sets the transitional period for Bel gium
Austria and Luxenmbourg, enabling them to refuse providing information and
instead of that to apply 15% of the withholding tax in 2005-2007, 20% in
2008- 2010 and 35% si nce 2011

Wthholding tax from interests paynments and royalties paid between
conpanies (active in individual menber states) belonging to one group
(associ ated conpani es) can cause the conpliance costs of taxation. The
uniform system of the interest paynments and royalties taxation between
associated conpanies is set in Interest and Royalties D rective no.
2003/ 49/ EC, which has entered into force since 1° January 2004. Directive
elimnates withholding tax in case of interests and royalties cross-border
paynents between associ at ed conpani es.

The Model s of Corporate Tax Harnonization in the EU

In environment of the econom ¢ and nonetary integration the investnments are
highly sensitive to the differences in the corporate taxation. From the
whol e economic efficiency point of view, the tax systens should be neutra
— deci sions about the investnment placenent should not be influenced by the
tax rates. For these reasons the European Conmi ssion proposed four possible
nodel s of corporate incone tax harnonization

Home State Taxation — corporations would use for the taxation of the
conpanies with “European” activities the rules valid in the honme country
(in which the seat of headquarters is situated); system would be
optional - corporations could choose, if they will tax their profits in
every country differently or if they will be subjected to one tax system
under the honme state taxation schene;

Common Consol i dated Tax Base — supposes the existence of the comon rul es
for tax base constructions for the corporations choosing this system
(again it hast to be corporation with “European” activities);

Eur opean Union Conpany Tax — this system would introduce the uniform
consolidated tax base but only for huge multinational corporations;
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Eur opean Union Conpany Tax would be operating on the EU |level and of it
woul d have unified corporate incone tax rate within EU

Conpul sory Harnoni zed Corporate Tax Base — this system would conpul sory
i ntroduce the uniformtax base for every conpany in the EU (donestic and
mul tinational).

The European Conmission did not choose only one strategy for the practica
corporate taxation harnonization but twin-track strategy — i.e. follow ng
nore targets at the sane tine. The main long-term target of the European
Commission is the introduction of Comobn Consolidated Corporate Tax Base
for corporations with European activities. This comon (uniform tax base
woul d nmean fol |l owi ng advantages for the corporations:

the introduction would increase the transparency of the effective tax
rate; all the prerequisites for establishing fair tax conpetition should
be fulfilled by inplenentation (conplex of harnonization rules for tax
base construction, which would be valid for the conpany that deci ded use
this systemwi thout difference);

it would enable to elimnate the obstacles of the nultinational mergers
and acquisitions in the form of insufficient coordination of the nmenber
states during capital profits taxation

the introduction would decrease conpliance costs of taxation for the
conpani es woul d not neet 25 different taxation systens anynore;

it would enable remarkably to elimnate the problem of transfer pricing
bet ween associ at ed conpani es;

the system would also automatically enable to offset the loss from the
activity in one nenber state against the profit from the activity in
ot her menber state (in frane of the conpanies of one group) — it would
ensure the tax neutrality.

Apart from the advantages this system has also disadvantages. System
discrimnates snall conpanies wthout European activities. Conpanies
wi t hout European activities have to apply hone state taxation rules in this
system The existence of two different taxation systens for the conpanies
opens the space for the speculations, tax fraud and for various types of
tax arbitrations.

The Hone State Taxation system is considered to be a neasure which could
help in short tine period to elimnate obstacles that small and medium
sized conpanies have to face. By introducing this system of taxation the
conpanies with business activities in nore nmenber states would tax their

taxable profit according to the rules valid in their honme country (i.e.

taxable profit of organizational body with business activities in other

nenber states would be set according to the rules valid in the hone
country). The above described system would signify for the corporation
considerable facilitati on because they would be subjected only to one tax
system Costs related to the existence of 27 tax systens are very often
di sproportionably high for small and nedi um sized conpani es. This nodel can
also lead to increase in tax conpetition with purpose to attract the
conpanies to set their headquarters in order to tax their European
activities (according to the rules valid in this country). At present,

there is no devel opment in discussions about above nentioned harnonization
nodel, The Commission considers as the priority Conmon consolidated tax
base.

By introducing of Conpulsory Harnonized Corporate Tax Base for al

conpani es (donestic and multinational) the problem of the existence of two
taxation systens would be elimnated. The nmain el ement which can cause this
systemis conpetition between individual states to attract tax basis of the
conpanies with European activities (the system of the uniform consolidated
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tax base does not enable it). This system does not |eave the space for
specul ation, tax fraud and for various types of tax arbitrations. In spite
of the above nentioned advantages the European Conmi ssion did not select
this system as an objective. The reason is the fact that only this system
provides the real harnonization followed by loss of the great part of the
national tax sovereignty. Unfortunately, nowadays the nmenber states are not
willing to loss such a great part of the national tax sovereignty and it is
the reason why the enforcenent of the nodel is not real

Direct Tax Harrmoni zation in relation to the principles of conpetition

The structural resenblance of the direct tax systems, which is nowadays in
Europe, is hiding huge differences inside, particularly in relation to the
di fferent accounting systens and fromthemresulting differences in concept
of income from the operations. |In Europe we can find two different
accounting systenms - so called tax accounting - the income from the
operations is identical with tax base and accounting, where the income from
the operations is not identical with tax base and this incone from the
operations has to be transformed to the tax base by specific operations.

Based on that, problems are connected not only wth structural
harnoni zation, but also with the harnonization of tax rates. For deep
analysis of tax rates in order to find the best uniform tax rate is not
possible to use nomnal tax rates. Due to the above nentioned facts the
Comm ssion was forced to acconplish extensive analysis in the nenber states
in order to calculate the effective tax rates. This kind of tax rate can be
conpared with others because it conprises all the other operations valid in
nenber states, which decreases or increases tax base or tax liability.

Table 5: Effective nomnal tax rates of EU old nmenber states

Nom nal and effective corporate tax rates in %
Country Nom nal rate (1) Ef fective rate
Austri a 34, 00 29,8
Bel gi um 40, 17 34,5
Dennar k 32,00 28, 8
Fi nl and 28, 00 25,5
Fr ance 40, 00 37,5
Ger many 52, 35 39,1
Gr eece 40, 00 29, 6
I rel and 10, 00 10, 5
Italy 41, 25 29,8
Luxenbour g 37, 45 32,2
Net her | ands 35, 00 31,0
Por t ugal 37, 40 32,6
Spai n 35, 00 31,0
Sweden 28, 00 22,9
United Ki ngdom 30, 00 28, 2

Source: COM 2001)582 fi nal
(1) including surcharges and | ocal taxes

Table 6: Effective nomnal tax rates of EU new menber states
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Nom nal and effective cosporate tax rates in %
Country Nomi nal rate (1) Effective rate
Cyprus 15, 00 14,5
Czech Republic 28, 00 25,5
Est oni a 26, 00 22,5
Hungary 17,70 18,4
Latvi a 15, 00 14, 4
Li t huani a 15, 00 13,1
Mal t a 35, 00 32,8
Pol and 19, 00 17,5
Sl oveni a 25, 00 21,6
Sl ovak Republic 19, 00 16,7

Sour ce: European Commi ssi on, Wirking paper no. 7/2004
(1) including surcharges and | ocal taxes

In conparison with the initial ains of the European Commi ssion in the field
of the direct taxes it is necessary to highlight, that the European
Commission is not trying to achieve the tax rates harnonization any nore
but only the harnonization of the tax basis. The aimin this field is only
the structural harnonization. In the situation, when the tax basis are
defined uniformy there is no difference between nom nal and effective tax
rate. Conpanies thenselves are able to identify the tax burden in
i ndividual states that opens the space in the field of the tax rates for
the fair tax conpetition.
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