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Abstract
This survey summarizes the state and development of European tax policy, in particular
discussing the harmonization progress in direct as well as indirect taxes. Based on an overview over the theoretical and empirical literature on tax competition, we further ask
whether increased tax coordination is necessary to prevent a race to the bottom. We show
that theoretical predictions on the outcome of tax competition are ambiguous, and the empirical evidence in this regard is inconclusive as well. This, in turn, gives rise to an only
limited scope of stronger tax harmonization.
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1.

Introduction

Although the European Union was ultimately grounded on political motives, it was mainly
promoted by economic means and measures. This is also reflected in the institutional design
of the European Union (EU), which initially was approached as economic community, but
slowly proceeded into broader political and societal areas.2 According to Article 3 of the
Treaty on the European Union (TEU), the EU intends to “… offer its citizens an area of freedom, security and justice without internal frontiers …“, and to “… establish a common market”. To achieve these goals, the Union relies heavily on market competition, largely eliminating trade impediments and distortions of consumer and producer choices. This, in turn, requires a substantial degree of policy coordination and, among others, a strong mandate to harmonize taxes, even if the TEU does not stipulate explicit taxing rights at the European level.
Before proceeding further, we would like to define three important concepts regarding the
European tax policy. The first is tax competition, which is originally based on the analysis of
optimal tax assignment in federal states as developed by Oates (1972) and the subsequent
research on fiscal federalism, showing that tax rates on mobile factors might end up at inefficiently low levels. Subsequent theoretical developments extend this approach to competition
between independent jurisdictions, with widely varying policy implications depending on the
particular assumptions made. For the purposes of this chapter, we rely on this notion of intercountry competition defining tax competition in a broad sense and along the lines of Devereux
and Loretz (2013, p. 746) as “… the uncooperative setting of taxes where a country is constrained by the tax setting behaviour of other countries.” Tax coordination refers to a cooperative tax setting, where countries or a group of them build on domestic tax systems to render
them compatible with the aims of the Union as formulated in the TEU. Consequently, countries deliberately give up parts of their autonomy in tax matters. Harmonization is viewed as
tighter coordination, leading to almost identical or at least similar tax systems, tax bases and
tax rates within a Union.
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The aim to “… make war not only unthinkable but materially impossible …” (Robert Schuman)
was achieved by regional integration creating a common market for coal and steel, especially in the
Ruhr area. This idea was extended further to a general customs union (Treaty of Rome, 1957) and,
more recently, to the creation of the Economic and Monetary Union (Treaty of Maastricht, 1992),
which is often viewed as the final step of economic integration, but at the very same time, explicitly
was thought as a first step to establish a political union.
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The reason why tax competition may lead to undesirable outcomes lies mostly in two externalities inherent to international taxation. First, an increase in a country’s tax burden might
induce to a re-location of mobile tax bases to adjacent economies, representing a positive
externality. If tax policies are adjusted uncooperatively, policymakers ignore this externality
in neighbouring countries and, therefore, set tax rates at inefficiently low levels. The second
effect comprises a negative externality when taxes imposed by one country are borne partly
by the residents of another country. It is known as tax exporting and appears if a country
imposes source based taxes on natural resources (e.g., land), income or consumer activities of
non-residents. In this case, the tax burden tends to be higher than optimal from a social point
of view.3 Tax competition may lead to over- or undertaxation, depending on which of these
countervailing effects is the dominating one.
The European integration affects the intensity of both externalities. First, the establishment of
a common market and the abolition of borders fosters the mobility of tax bases and, consequently, reinforces positive tax externalities in each Member State. At the same time, impediments on the free movement of goods, services, persons and capital are amongst others eliminated by ruling out discrimination because of nationality. This reduces the possibilities to
raise taxes particularly on foreigners and, in turn, lowers the negative effects of tax exporting.
Taken together, it seems that the existence and development of the EU increases tax competition and exerts downward pressures on tax rates.
A race to the bottom due to increased tax competition was feared since the very beginning of
European integration. It was one of the driving forces behind any attempts to harmonize taxes
at the European level. However, tax harmonization succeeded only moderately so far. The
main reason was that Member States did not agree on the necessity and also the scope of
harmonization, apart from the fact that tax matters remain one of the few areas where a proposal needs unanimity to pass the Council of the EU.
The next section briefly reviews the historical development of EU tax policy highlighting the
implemented directives to harmonize taxes. Section 3 summarizes the state of theoretical and
empirical research on tax competition, focusing on whether the observed differentials in cross-
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See Haufler (2001), for a comprehensive discussion of the externalities with regard to capital taxation.
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country tax rates give rise to a stronger coordination of EU tax policy. Section 4 summarizes
and draws some policy conclusions.

2.

A brief history of tax harmonization

The original intention of the EU to establish a customs union translates into very different
legal mandates for direct and indirect taxation.4 In particular, cross border flows of goods and
services are not only influenced by tariffs and technical trade barriers, but also by commodity
taxation. Therefore, a legal mandate for the EU to harmonize indirect taxes was necessary to
guarantee the functioning of a customs union. Personal and corporate income taxes, in contrast, mainly affect the mobility of capital and labour and are, therefore, important to establish
the common market. As a result, harmonization is widely advanced for commodity taxation
and relatively less developed for direct taxes, where the EU mainly tried to commit the Member States to a levelling of the playing field via the abolition of unfair tax practices.5

2.1. Indirect taxation
The fact that non-uniform indirect taxes may lead to substantial intra-Community trade impediments was recognized from the very beginning of European integration. The Tinbergen
Committee was already the first expert group requested to tackle unresolved issues of commodity taxation in the European Coal and Steal Community (Tinbergen 1953). One of its particular mandates was to assess the economic effects of two taxing principles governing general
sales taxation on intra-Community trade. Under the destination principle, commodities are
taxed by the country where they are finally consumed; also, the revenues are attributed to this

4
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In the following, we subsume commodity taxes (i.e., the value added tax and excise duties) under
indirect taxation, while assigning personal and corporate income taxes to direct taxation. This is
also in line with the usual classification of taxes as used, for example, in the OECD’s Revenue
Statistics (e.g., OECD 2014).
This difference also translates into a stronger legal mandate in the TEU to harmonize commodity
taxes. In particular, Article 110 TEU states that “[N]o Member State shall impose, directly or indirectly, on the products of other Member States any internal taxation of any kind in excess of that
imposed directly or indirectly on similar domestic products.“ Further, Article 113 TEU calls for the
European Council do adopt unanimously measures regarding “… [the] harmonisation of legislation
concerning turnover taxes, excise duties and other forms of indirect taxation to the extent that such
harmonisation is necessary to ensure the establishment and the functioning of the internal market
and to avoid distortion of competition.”
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jurisdiction. Exports are free of taxes and imported goods are subject to sales taxation once
they cross the border. Consequently, the application of the destination principle leads to equal
relative prices between in-state and out-of-state produced goods and services. The origin principle, in contrast, taxes goods and services in the country of production, and the revenues are
distributed according to the value added in each country. Commodities produced in one Member State would bear the same tax burden within the EU, irrespective where they are consumed.
Under this principle, no border adjustments are needed, making it more consistent with the
operation of a common market. Under arbitrage conditions and different commodity tax rates
across countries, the destination principle balances producer prices (before taxes), therefore
maintaining production efficiency, while the origin principle promotes exchange efficiency
via the equalization of after tax (consumer) prices (see, e.g., Razin and Sadka 1991).6 Further,
the revenue consequences for each Member State are very different under both systems, depending on whether a country is a (net) importer or -exporter and/or levying high or low tax
rates.
The Tinbergen Committee arrived at the conclusion that both principles are equivalent under
certain conditions (e.g., uniform tax rates and tax bases) and, since the destination principle
was commonly used in international trade at that time, there was no need to substitute the
destination by the origin principle (Tinbergen 1953, p. 132). Ten years later, the Neumark
Report (1963) recognized that the destination principle is not sustainable once the single market is completed. Therefore, it explicitly advocated a change to the origin principle. For similar
reasons, the Neumark Committee recommended to replace the gross turnover tax by a net
turnover or value added tax (VAT).7 The European Economic Community (EEC) followed
this advice and released the First and Second VAT Directives in 1967 (Council Directives
67/227/EEC and 67/228/EEC), which laid down the general structures of the VAT system but
left it to the Member States to determine the coverage of the VAT and its rate structure. It took
many years to implement the VAT uniformly, with some countries being able to introduce this
system only a decade after the enactment of the directives (see Table 1).8 In 1977, the EEC
adopted the Sixth VAT Directive establishing a widely uniform coverage of the VAT (Council
6

7
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Diamond and Mirrlees (1971) have demonstrated that the goal of production efficiency has to be
preferred over the one of exchange efficiency. Therefore, the destination principle is more desirable
from a welfare perspective.
The former was applied in five out of the six original Member States, the latter only in France. See
Ebrill, Keen and Summers (2001) for more technical and historical details on the VAT.
Subsequently, the adoption of the VAT became a non-negotiable pre-requisite to join the EU.

6

Directive 77/388/EEC). However, the directive refrained from narrowing national exemptions
and product-specific VAT rates, leaving the core of systematic imbalances untouched.
The completion of the Single European Market (SEM) in 1993 induced a substantial change
in EU tax policy, especially with regard to commodity taxes. The removal of borders implied
that it was impossible to maintain the destination principle any longer and let the European
Commission fear that cross border shopping of individuals and illegal arbitrage activities for
commercial purposes would increase massively. The Commission launched two draft directives, the first in 1987 and a modified version in 1989, proposing to replace the destination by
the origin principle and to introduce a two-rate VAT system.9 Switching to the origin principle
would have changed the distribution of tax revenues within EU Member States dramatically.
To circumvent this problem, the Commission proposed a “clearing mechanism” based on
single purchases (1987; micro clearing) or trade statistics (1989; macro clearing). The purpose
of the clearing mechanism was to restore the Member States’ revenue distribution according
to the destination principle. The clearing system never was implemented as the Member States
were concerned to lose sovereignty in taxing rights but also feared additional administrative
burdens to govern the mechanism.
In 1993, the Member States met a compromise and agreed upon a “transitional” scheme,
which attempts to mirror border adjustments on cross-border trade between registered businesses via a deferred payment or postponed accounting basis (Council Directive 91/680/EEC).
Accordingly, exports are free of VAT; importers of goods and services declare their purchases,
apply the corresponding VAT and take credit for the same amount. An Information Exchange
System (VIES) requires registered businesses to file quarterly reports on exports and imports.
While this system in effect leads to the application of the destination principle for businesses,
over-the-counter sales to nonregistered traders and consumers (accounting for the minor share
of total intra-EU trade) are taxed on an origin basis.10 Finally, minimum rates of 15 percent
(standard rate) and 5 percent (reduced rate) were agreed upon (Council Directive 92/77/EEC).
Apart from this, the existing zero rates applied in certain countries and for specific necessities
9

10

While the 1987 draft directive planned to restrict the Member States to bandwidths of 14 to 20
percent for the standard rate and of 4 to 9 percent for a reduced rate on basic goods, the Commission
proposed a system of minimum rates of 14 (standard rate) and 9 (reduced rate) percent in the 1989
proposal.
Exceptions are household purchases of motor vehicles, mail-order sales and intra-EU acquisitions
of intermediate inputs by VAT-exempted firms. In all these cases, the destination principle still
applies to cross-border consumption.
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were allowed to continue (e.g., for food products, medicines or newspapers). Many observers
have argued that the deferred payment system not only creates additional bureaucracy and
expenses for firms, but also increases the danger of cross-border shopping and tax fraud (see,
e.g., European Parliament 2001).
The transitional system was planned to be in effect until 1996 and thereafter to be replaced by
a “definitive” solution. This never happened and so the transitional system continues to work
even today.11 The co-existence of the destination principle for VAT-registered traders and the
origin principle for final consumers increases a country’s incentives to attract foreign consumers by lowering its commodity tax rates, which in turn might intensify cross-border shopping
and tax competition (see Haufler 2001, pp. 151).
Table 1 reports the VAT rates currently in use. First, it shows a great deal of disparities with
regard to the number and the levels of specific VAT rates applied in the Member States. There
is also large variation in standard VAT rates, ranging from 15 (Luxembourg) to 27 percent
(Hungary). Generally, the standard VAT rate has been increased over the course of the years,
especially since the recent financial and debt crisis, which might be viewed as suggestive evidence against the notion of increased competition in commodity taxation. Overall, we do not
observe any remarkable convergence in VAT rates, which, together with inefficiencies from
the deferred payment system, still may represent one major impediment for intra-EU trade.
> Table 1 about here <
The harmonization of special consumer taxes (excise duties) dates back to the early 1970s.
However, and similar to the VAT, most important steps to a uniform system of excise duties
were taken under the SEM-program. Since then, several directives have been issued covering
the products subject to taxation (i.e., mineral oils, alcohol and alcoholic beverages, tobacco
products and energy), the general arrangements of taxation (among others, the uniform application of the destination principle as the general scheme for cross-border consumption), and
the corresponding minimum tax rates (including zero rates for specific products, for example
wine). Apart from wide dispersions in tax rates, one may assert a stronger harmonization for
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Subsequent research also discusses additional alternatives, either based on some forms of clearing
mechanisms (e.g., European Commission 1996) or on more centralized VAT systems, including the
compensating VAT (CVAT, McLure 2000) and the viable integrated VAT (VIVAT, Keen and
Smith 1996). Bird and Gendron (2000) for a detailed discussion.
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these taxes than for the VAT, implying less administration and lower compliance costs associated with the functioning of the actual system.12

2.2. Direct taxation
As early as in the Neumark Report (1963) and in the Van den Tempel Report (1970) the long
run goal of full harmonization of corporate taxation and a minimum tax burden of 50 percent
on retained earnings were debated. However, due to the lack of a direct mandate to harmonize
direct taxes, these proposals were never implemented. It is only in 1992, when the Ruding
Report systematically reviews the distortions to the common market imposed by differences
in corporate taxation. The conclusion that “[…] the threat of overall tax atrophy does not seem
to provide a sufficiently strong justification for the total harmonization of corporate taxes
within the Community” (Ruding Report 1992, p. 26) points to an important change in the approach towards EU tax policies in the area of direct taxation. While the Ruding Report still
proposes a bandwidth for corporate income tax rates between 30 and 40 percent, the focus
starts to shift on abolishing preferential tax regimes for foreign corporations and tax obstacles
to cross border activities. This tendency is reiterated by the European Commission (1997),
suggesting a package to tackle harmful tax competition. The subsequent Bolkestein Report
(2001) switched the general harmonization strategy pursuing a policy of aligning the corporate
tax base rather than tax rates. At the same time, the difficulties of finding unanimous decisions
in tax matters are acknowledged and the idea of enhanced cooperation between a subgroup of
Member States gained momentum.
Out of the Bolkestein Report, a common consolidated corporate tax base (CCCTB) emerged
as the preferred measure of the European Commission. After assessing the possibilities of a
CCCTB in depth, the Commission formally proposed the CCCTB on March 2011.13 However,
the deep economic impact of the financial crises overshadowed the attempts of corporate tax
harmonization, so that the future of the CCCTB proposal is still uncertain.

12

13

In the following, we do not discuss harmonization issues of excise duties any further. The interested
reader is referred to Cnossen (2001, 2006, 2007).
With the CCCTB, multinational companies would calculate the corporate tax base for their overall
European activities and thereby overcome problems allocating activities to specific Member States.
In a second step, the overall tax base would be allocated to the Member States according to formulas, which reflect the economic activities (e.g., employment, tangible assets or sales). See Bettendorf et al. (2010) for an in-depth discussion of the CCCTB.
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Apart from tax rate and tax base harmonization, the EU passed three directives intending to
remove obstacles on cross-border activities of multinational firms (MNEs). First, the Mergers
Directive (90/434/EEC last amended in Council Directive 2005/19/EC) rules out additional
taxes on cross border transfers of assets in the case of mergers between two companies in
different Member States. Second, the Parent Subsidiary (Council Directive 2003/123/EC)
abolishes withholding taxes on payments and legal double taxation of dividends between associated companies of different Member States. Finally, the Interest and Royalty Directive
(Council Directive 2003/49/EC) rules out withholding taxes on interest and royalty payments
between associated companies of different Member States.
The incomplete tax harmonization process in the European Union has changed the surroundings for tax competition in a number of ways. The Parent and Subsidiary Directive and the
Interest and Royalty Directive largely eliminate negative externalities from tax exporting (for
example, arising from double taxation on dividend payments of foreign firms). Further, the
abolition of withholding taxes increases the attractiveness of low tax countries and thereby
influences the positive externality because of tax base flight. Therefore, one would expect a
stronger downward pressure on corporate taxes within the European Union.
At the same time, the European Monetary Union and in particular the Stability and Growth
Pact stipulates that the Members of the Eurozone ultimately have to balance their budgets and
to maintain their debt to GDP ratios below 60 percent. This induces a strong restriction on tax
policies of EU member states, especially in times of the recent financial and debt crisis. Tax
revenues are strongly needed in many countries, which may well contribute to the mixed picture in Table 2, presenting the status quo and recent trends in both corporate and personal
income taxation. Out of the 28 EU Member States, there are four countries having increased
their top statutory corporate tax rate, while seven countries have lowered it during the course
of the last five years. Some of the tax increases can be attributed to increased revenue needs
(e.g., Cyprus and Greece) while some of the countries lowering their tax rate can be seen as
traditionally high tax Nordic countries converging to a European average (Denmark, Sweden
and Finland). Linking changes in corporate tax rates to ones in the corresponding tax bases
reveals that only the United Kingdom and Denmark experienced rate-cut-cum-base-broadening reforms. This is somewhat surprising, as this type of reform has been prominently placed
in many tax policy discussions over the last two decades.14 At the same time, the way the
14

See, for example, Devereux, Griffith and Klemm (2002) and Loretz (2009).

10

corporate tax base is measured may also underestimate the extent of base broadening, since a
number of countries have broadened their tax base by restricting the deduction of financing
costs, limiting the loss offset or abolishing lower tax rates for smaller businesses. In a similar
vein, the relative small number of countries reducing tax rates might understate any general
downward tendencies in corporate taxation as mirrored in a growing number of special provisions for tax treatment of R&D expenditures and related revenues.15
> Table 2 about here <
The swelling need for tax revenues with a potentially intensified corporate tax competition
may result in an increased tax burden on less mobile labour. The last three columns of Table
2 report the top statutory personal income tax rate, the effective tax burden (including social
security contributions) on a single taxpayer earning the country-specific average income, and
the corresponding development of tax rates and tax bases over the last five years. Out of the
28 EU Member States, thirteen countries increased their top personal income tax rate, while
five of them reduced these rates. Countries with unchanged top income tax rates are mainly
Eastern European ones with partly flat taxes on personal income. Although there is no clear
development of tax rates and tax bases reported in the last column of Table 2,16 we might
assert a general increase in personal income tax burden over time, which, together with the
observed pattern in corporate taxation, is broadly consistent with a shift in tax burden from
(mobile) capital to (immobile) labour.

3.

Tax Competition: Lessons from Economic Research

Since the mid-1980s, there has been a remarkable theoretical and empirical literature on tax
competition, not only providing important insights into strategic interactions among jurisdictions, but also pointing to the policy implications of increased factor mobility and, more generally, globalization of markets. Many results from this research have been proved as theoretically robust and in line with empirical observations (Wilson 1999, Zodrow 2003 or Keen and
15

16

See for example Evers, Miller and Spengel (2014) for a discussion of the recent rise of patent boxes
in Europe.
We measure the personal tax base as the progressivity of the tax system, defined as the ratio of the
total tax wedges for single persons with above (167 percent) and below (67 percent) average incomes. This implies that our measure only captures some aspects of the breadth of the personal tax
base.
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Konrad 2013 provide comprehensive surveys over this research). For instance, there is a bulk
of papers finding that tax competition leads to inefficiently low tax rates on mobile tax bases,
with the tax burden shifted to less mobile factors. Further, it is shown that a country's ability
to engage in the international tax game crucially depends on its country size. However, it is
less clear whether tax competition leads to positive or negative welfare effects, and whether
the tax reaction functions of countries are positively or negatively sloped, i.e., whether tax
rates of competing countries are strategic complements or substitutes. Both aspects are relevant for European tax harmonization and discussed in the subsequent sections.

3.1. Theory
The concept of tax competition originally dates back to Tiebout (1956), who developed a
model with autonomous regions and citizens who vote with their feet to choose the jurisdiction
with the optimal combination of tax burdens and provision of public goods. Under a set of
strict assumptions, this leads to an efficient sorting and, therefore, to welfare enhancing tax
competition relative to unified tax rates across all jurisdictions.17 Intuitively, if a monopolist
can segment its market and the customers sort themselves without frictions into the best fitting
segment, the outcome will dominate the none-discriminating case. Bradford and Oates (1971)
and Oates (1972) took a less optimistic view on tax competition, predicting that governments
underprovide local public goods in an attempt to attract mobile factors. This line of reasoning
is formalized in the seminal contributions of Zodrow and Mieszkowski (1986) and Wilson
(1986), who assume a large number of jurisdictions competing for perfectly mobile capital. A
tax cut in one region creates an inflow of mobile factors, increasing its tax base and, consequently, tax revenues. This revenue gain comes at the expense of all other jurisdictions, which
are faced with shrinking tax bases representing a negative fiscal externality. In the Nash-equilibrium, capital tax rates are competed down to zero, a result that is known as “race to the
bottom”. Much like a perfect competition case, these models have become the benchmark and
starting point for extensions into various directions.18

17

18

It is worth noting that the original Tiebout model is not concerned about redistributive policy, which
may reverse the overall desirability of the outcome.
See also Devereux and Loretz (2013) for analogies between tax competition models and competition models in the goods market.
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Starting from the assumption of a benevolent government, the lack of monopoly power to
impose taxes necessarily implies a loss in welfare. Brennan and Buchanan (1980) were more
sceptical arguing that the governments act as Leviathan primarily interested in raising tax revenues. Under such a perspective, tax competition is beneficial as it helps to limit an overexpansion of the state. Edwards and Keen (1996) formalize this argument assuming that government officials not only maximize the welfare of their residents but also act in their self-interest.
They show that tax harmonization fosters collusive behaviour of governments, leading to excessive spending. However, from a voter's perspective it is not clear whether this is welfarereducing or -enhancing, depending on whether the distortions from harmonized taxes outweigh the revenues from previously uncoordinated taxes. Hence, if competition between jurisdictions does not imply very large excess burdens, there is room for beneficial tax competition in addition to the welfare enhancing differentiation of tax policy amongst European
Member States.
The second key aspect where the tax competition literature seemingly fails to come to an
agreement is the question whether tax rates are strategic complements or substitutes. In the
former case, the tax reaction functions have a positive slope, i.e., a jurisdiction will lower
(increase) its tax rate when tax rates of neighbouring jurisdictions are falling (increasing). In
contrast, if tax rates are strategic substitutes, a country that is faced with decreasing tax rates
in neighbouring countries and, hence, with a decline of the tax base due to re-locations of
mobile factors, would increase its tax rate to maintain a certain level of public expenditures
(see Wildasin 1988). Hence, the tax reaction function is negatively sloped. The ambiguity
regarding the slope of the tax reaction functions can be explained through one key modelling
assumption, namely whether the level of expenditure is exogenously given or determined by
the ability to raise revenues. Early tax competition models treat expenditure as endogenous
and find that tax rates are strategic complements, implying the race to the bottom result. In
contrast, Wildasin (1988) shows that tax rates would be strategic substitutes if public expenditure were used as strategic variable. Rather than a race to the bottom, this would imply specialization into high tax and low tax countries. The reality is most likely a mixture of governments deciding on expenditure levels independently of the individual tax rate decisions, as
well as countries adjusting expenditures because of difficulties to raise tax revenues. Hence,
whether there is a race to the bottom or increasing differences in the tax rates depends amongst
others on the rigidity of the expenditure level and availability of other tax instruments.
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While the classical tax competition models only consider one tax instrument, Bucovetsky and
Wilson (1991) focus on two tax instruments, i.e., immobile labour and perfectly mobile capital. They find that tax competition forces the optimal capital tax rate down to zero, while the
remaining tax burden entirely falls on the immobile factor. The presence of a less mobile tax
base will also weaken the link between the tax rate on a particular tax base and expenditure
levels. Hence, with the availability of other tax instruments, tax rates on more mobile factors
more likely become strategic complements. However, it should be noticed that this result is
no longer valid if labour is mobile as well. For instance, Kleven, Landais and Saez (2013)
show that the mobility of high skilled labour limits a country's ability to raise taxes on top
incomes. Further, one cannot sharply distinguish between labour and capital mobility. In particular, generous replacement rates in social insurances push up reservation wages and inflate
wage costs, which might have an equivalent effect on foreign direct investment (FDI) than a
given increase in corporate tax rates (see Keuschnigg 2009). In the same vein, Keuschnigg
and Ribi (2009) have demonstrated that labour taxation and social insurance magnifies outsourcing and offshoring of domestic employment. The upshot is that international fiscal competition might be as much driven by high labour taxes as by high corporate taxes.
The relative mobility of tax bases also depends on country size, as shown by Bucovetsky
(1991) and Wilson (1991), modelling tax competition between jurisdictions of different size.
They find that smaller regions will set lower tax rates on mobile factors and, consequently,
win through tax competition. Further developments in the theoretical tax competition literature
stress that even perfectly mobile tax bases can be de facto immobile because of agglomerations
rents. 19 These, in turn, reinforce the taxing power of jurisdictions and dampen the negative
consequences of tax competition. Further, the downward pressure on corporate tax rates might
be limited if the corresponding revenues are used to finance infrastructure and other public
services (e.g., Sinn 1997, Keen and Marchand 1997). In a similar vein, Egger et al. (2014)
argue that a country with high institutional quality and well developed capital markets leads
firms to invest more in that country. In other words, if there are sound business reasons to be
located in a particular country, it is possible to tax the accruing rents. Countries may thus be
able to sustain higher tax rates as they offer other compensating advantages via a favorable

19

See, for example, Baldwin and Krugman (2004) for linking the new economic geography models
with the tax competition literature.
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institutional environment fostering international investment. However, the possibility to relocate the tax base abroad through profit shifting may undermine even the taxation of de facto
immobile production factors. This most harmful aspect of tax competition has also moved
increasingly into the focus of initiatives of international organisations like the EU or the
OECD.20
In addition to a broad literature on direct taxes, there is also theoretical research on commodity
tax competition. One of the first contributions in this regard is by Mintz and Tulkens (1986),
who model competition between two regions that are interlinked through cross-border shopping. Public goods are financed by a consumption tax based on the origin principle, which in
turn gives rise to cross-border shopping of consumers. Tax competition arises if tax rate differentials are sufficiently large to compensate transportation costs. If a high tax country increases its commodity tax rate in this setting, it loses cross-border shoppers to neighbouring
countries with lower tax rates. This represents a positive externality, leading to inefficiently
low tax rates in the high tax country. From this, one might conclude that tax harmonization is
efficiency-enhancing. However, a tax increase in the low tax country also induces a negative
externality as cross-border shoppers are now faced with higher prices. Hence, a coordinated
tax policy is not necessarily associated with a welfare improvement in the Mintz-Tulkens setting (see also Haufler 1998).
Kanbur and Keen (1993) extended the Mintz and Tulkens framework focusing on spatial competition between revenue maximizing governments. Countries are treated as asymmetric, distinguished by their population size (see Ohsawa 1999 and Nielsen 2001 for similar analysis).
One finding of the model is that commodity tax rates are positively related to tax rates in
neighbouring countries (i.e., tax reaction functions are upward sloping). Further, it is shown
that smaller countries strictly set lower tax rates than their larger counterparts, which is consistent with models on capital tax competition. Intuitively, a small country that lowers its tax
rate produces revenue gains from a large mass of foreign consumers, which outweighs the
revenue loss from (relatively less) domestic individuals. The opposite is true for the large
economy, so that it has no incentives to undercut the tax rates of a small country. After all, this
result indicates that welfare implications of tax coordination are not symmetric, being particularly important if countries of an economic union are heterogeneous.
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In May 2013, the OECD adopted a declaration to combat base erosion and profit shifting (BEPS)
and developed an action plan, which is supported by the finance ministers of the G20 countries.
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What is common to all theoretical models on commodity tax competition is that cross-border
shopping is mainly driven by transportation costs, influencing the incentives for purchasing
abroad. Economic integration is associated with a reduction of transportation costs thereby
intensifying tax competition and generally reducing tax rates. One way to avoid the negative
consequences of such a race to the bottom is to ascertain minimum tax rates within the customs
union, a policy the EU has been incorporated in commodity taxation. Kanbur and Keen
demonstrated that such a policy is clearly welfare improving as the high tax country is now
able to maintain higher tax rates, leading to revenue gains sufficiently large to compensate the
low tax country for its revenue losses from cross-border shoppers.

3.2. Empirical evidence
The empirical literature on tax competition has been grown extensively in recent years, covering many different aspects of personal and corporate income taxes as well as commodity
taxation. It goes beyond the scope of this chapter to address all of the related issues. We rather
highlight some of the key findings associated with European tax harmonization.
Despite contributing only a moderate share of tax revenues, the bulk of the empirical research
is concerned with two main aspects of business and corporate taxation. First, there is an extensive literature addressing the elasticity of the corporate tax base. Early contributions in
this field were restricted by data availability and only investigate cross-country variations in
statutory corporate tax rates and their impact on US inbound and outbound investment of multinational firms (see, e.g., Grubert and Mutti 1991, Hines and Rice 1994 and Hines 1996).
Subsequent papers referred to a larger cross section of countries and exploited information on
various elements of tax codes and tax treaties as reflected in (bilateral) effective tax rates (see,
e.g., Devereux and Griffith 1998 or Egger et al. 2009). Generally, these papers find a systematic and robust impact of corporate taxation on foreign direct investment (De Mooj and
Ederveen 2003 and Feld and Heckemeyer 2011 provide comprehensive meta-studies over this
research).
As firm level data became increasingly accessible, researchers started to analyze more directly
cross border profit shifting activities of MNEs. In this regard, Egger, Eggert and Winner
(2010), relying on a large cross section of European firms, find that foreign-owned subsidiaries
of MNEs pay significant lower taxes than their domestic counterparts. Many explanations have
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been provided to explain this observation, where transfer pricing and debt shifting probably
have attracted most attention so far (see Gresik 2001 and Devereux 2007 for comprehensive
surveys). Transfer pricing allows MNEs to exploit international tax rate differentials by determining prices for intermediate goods or by charging license fees and royalties for headquarter
services (see Dischinger and Riedel 2011 or Karkinsky and Riedel 2012 for recent evidence
using European data). Under debt shifting, MNEs reduce their overall tax liability by shifting
debt from low- to high-tax countries taking advantage of the high-interest deduction in hightax jurisdictions (see, e.g., Huizinga, Laeven and Nicodème 2008, Egger et al. 2010 or Mintz
and Weichenrieder 2010 for recent research). However, part of this profit shifting may occur
for good economic reasons. In spite of obvious tax disadvantages, multinationals may shift
profit to high tax countries because they need funds there to self-finance investment and to
circumvent the difficulties of local financing due to bad institutional environment (see Egger
et al. 2014), or underdeveloped capital markets (Keuschnigg and Devereux, 2013). After all,
countries may compensate tax disadvantages and facilitate investment by offering high quality
in institutional matters.
Apart from the literature on the impact of corporate taxation on location and production decisions of MNEs, there is an eminent line of research investigating determinants of corporate
tax policies and the role of strategic interaction therein. Two strands of literature might be
distinguished here. One group of authors investigates whether economic integration as measured by the increased mobility of factors is associated with in a decrease of tax burdens, as
suggested by early tax competition models. Most of these studies find a negative relationship
between those variables, suggesting that tax competition leads to a downward pressure on tax
rates (see Leibrecht and Hochgatterer 2012 for a survey). However, one should interpret such
results very cautiously as it is difficult to capture economic integration, factor mobility and
the corresponding tax burdens without measurement error. Further, a (reduced-form) regression of a tax burden measure on factor mobility may hide any endogeneity issues,21 probably
leading to wrongful conclusions on the consequences of international tax competition.
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For instance, it might be the case that causality runs not only from capital mobility to corporate tax
rates but also in the opposite direction, leading to potentially biased estimation results in such a
regression.
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Perhaps a more promising way to identify international tax competition is to directly test for
strategic interaction in tax rate setting. Following the discussion about strategic complementarity above, it is not entirely clear whether we would expect a positive or a negative sign on
the reaction functions, although the majority of the literature leans towards the idea of positively sloped reaction functions. The use of spatial econometric methods to test for reaction
functions was established first in the local tax competition literature as surveyed by Brueckner
(2003). More recently, Devereux, Lockwood and Redoano (2008) extend the empirical test to
a panel of 21 OECD countries and find evidence for a positively sloped reaction functions in
corporate tax rates. Subsequent research mainly refined this analysis and found that Eastern
European countries are a driving force of the tax competition process (see, e.g., Cassette and
Paty 2008). Further, Davies and Voget (2010) fund that EU Membership in general increases
any pressures from fiscal competition. More recently, the empirical identification strategy of
spatial models has been criticized by some authors. Gibbons and Overman (2012) emphasize
that confounding factors may induce spatial correlation and propose natural experiments for
credible identification. So far, there is only one study by Parchet (2013) using tax rate variation
from neighboring jurisdictions in Switzerland to identify strategic interactions among jurisdictions. He finds negatively sloped reaction functions, implying that Swiss municipalities are
competing over expenditures rather than tax rates. This result is somewhat corroborated by
Egger, Pfaffermayr and Winner (2009), who present evidence for more subtle strategic interactions in personal and corporate income tax rates among OECD countries. In particular, although they estimate positive reaction functions for both types of taxes, it seems that a reduction in corporate tax rates might be compensated by an increase in personal income tax rates,
and vice versa. This finding is in line with theory predicting a shift in tax burden from mobile
to less mobile factors.
With regard to commodity taxation, there is firstly literature estimating tax reaction functions
at the international level. For instance, Egger, Pfaffermayr and Winner (2005) use spatial panel
data techniques to test empirically the implications of the above-mentioned Ohsawa model.
They find that VAT rates are strategic complements and that smaller countries tend to set
lower VAT rates than their larger counterparts,22 which, again, indicates that all countries will
benefit equally from tax coordination.23 Apart from this, there is also empirical research on
22
23

Lockwood and Migali (2009) provide similar evidence for excise taxes.
This finding seems to be confirmed by Heinemann and Osterloh (2013), who did a survey on members of the European Parliament, asking on whether they would support a minimum corporate tax
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cross-border shopping within EU Member States, mainly considering the situation before the
completion of the SEM. Relying on consumer surveys at sensitive borders with serious VAT
differences (e.g., Ireland-UK or Denmark-Germany), they show that cross-border shopping
does not much account on volumes of intra-EU consumption (see, e.g., FitzGerald, Johnston
and Williams 1995, Copenhagen Economics 2007).

5.

Conclusions

At the time the TEU was negotiated, Sinn (1990, p. 501) discussed the problems lying ahead
with the next step of economic integration and came to the rather gloomy conclusion, that the
“… effect will be the death of Europe’s welfare states if the unmitigated competition of tax
systems is allowed.” Two and a half decades later, one might revisit the situation of tax competition in the European Union evaluating to which extent these fears were met. Indeed, we
find that the integration process within Europe provides a fertile ground for tax competition,
with increased mobility and reduced possibilities to tax foreign citizens. The call for tax coordination has been certainly around, but we observe a significant harmonization progress
mainly for indirect taxes. For direct taxation, we have to conclude that Member States were
reluctant to give up their tax autonomy and, therefore, it is not surprising that the harmonization process seems to be more or less suspended with regard to theses taxes.
Absent significant harmonization in the area of direct taxation and with the increased factor
mobility one would expect a strong downward trend in tax rates. This, however, is not really
observed in the last two decades. While there was a period of strong corporate tax rate reductions, in particular around the time of the Eastern enlargement of the EU, this process has been
slowed down significantly in recent years. This development is still consistent with the idea
of tax competition taking place. If one looks at the world as a whole, this observation simply
mirrors the fact that Europe became more competitive from a tax perspective. Taken into account that the completion of the SEM generally increased the attractiveness of Europe for
international investment, it seems plausible that EU Member States can maintain their now
moderate level of corporate taxation in the future.

rate. As expected, they find that such a proposal would be refused mainly by politicians from hightax countries.
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In some aspects, the predictions of Sinn (1990) are also borne out in reality. Tax competition
has resulted in an observed shift away from capital and corporate taxation towards consumption taxes, which certainly creates winners and losers. However, in contrast to the prediction
that landowners will be the losers because of higher taxes on immovable property, it appears
that the burden currently falls on the next generation via excessive debt making.
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Table 1: VAT rates in EU Member States
Member
State
Austria
Belgium
Bulgaria
Croatia
Cyprus
Czech Republic
Denmark
Estonia
Finland
France
Germany
Greece
Hungary
Ireland
Italy
Latvia
Lithuania
Luxembourg
Malta
Netherlands
Poland
Portugal
Romania
Slovak Republic
Slovenia
Spain
Sweden
United Kingdom

VAT
introduction
1973
1971
1994
1998
1992
1993
1967
1991
1994
1954
1968
1987
1988
1972
1973
1995
1994
1970
1995
1969
1993
1986
1993
1993
1999
1986
1969
1973

Zero
rate
yes

yes
yes

yes
yes

yes

Specific rates
Super
Reduced
reduced
2.1
4.8
4
3
-

yes

4
-

Average
Notes: All entries represent percentage rates.
Source: European Commission (2009, 2014).

10
6 / 12
9
5 / 13
5/9
15
9
10 / 14
5.5 / 10
7
6.5 / 13
5 / 18
9 / 13.5
10
12
5/9
6 / 12
5/7
6
5/8
6 / 13
5/9
10
9.5
10
6 / 12
5

Standard rate
Parking
12
12
13.5
12
13
-

2009 2014

Change

20
21
20
15
19
25
18
22
19.6
19
19
20
21.5
20
21
19
15
18
19
22
20
19
19
20
16
25
15

20
21
20
25
19
21
25
20
24
20
19
23
27
23
22
21
21
15
18
21
23
23
24
20
22
21
25
20

0.0
0.0
0.0
4.0
2.0
0.0
2.0
2.0
0.4
0.0
4.0
7.0
1.5
2.0
0.0
2.0
0.0
0.0
2.0
1.0
3.0
5.0
1.0
2.0
5.0
0.0
5.0

19.5

21.5

1.9
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Table 2: Status quo and recent development of direct taxation in EU Member States
Corporate income tax rate
Personal income tax rate
Country
statutory effective development statutory effective development
Austria
25.00
18.56
B: → R: →
50.00b)
49.12
B: → R: →
Belgium
33.99
22.62
B: → R: →
53.70
55.80
B: → R: →
Bulgaria
10.00
6.36
10.00
n.a.
R: →
B: ↘ R: →
Cyprus
12.50
8.62
35.00
n.a.
B: ↘ R: ↗
R: ↗
Croatia
20.00
12.91
B: → R: →
47.20
n.a.
R: ↘
Czech Republic
19.00
15.23
B: → R: →
22.00
42.38
B: → R: ↗
Denmark
24.50
18.72
55.60
38.24
B: ↗ R: ↘
B: ↗ R: ↗
Estonia
21.00
24.66
B: → R: →
21.00
39.90
B: → R: →
Finland
20.00
13.31
51.50
43.12
B: → R: ↘
B: → R: ↗
France
34.43a)
24.00
B: → R: →
50.30
48.92
B: ↘ R: ↗
Germany
29.58
23.65
47.50
49.33
B: → R: →
B: ↗ R: →
Greece
26.00
20.42
46.00
41.56
B: ↗ R: ↗
B: ↘ R: ↘
Hungary
19.00
12.00
B: → R: →
16.00
49.03
B: ↗ R: ↘
Ireland
12.50
9.59
B: → R: →
48.00
26.60
B: ↗ R: ↗
Italy
27.50
24.28
B: → R: →
47.90
47.78
B: → R: ↗
Latvia
15.00
9.63
B: → R: →
24.00
n.a.
R: ↘
Lithuania
15.00
9.24
B: → R: →
15.00
n.a.
R: →
Luxembourg
29.22
20.00
43.60
37.01
B: → R: ↗
B: ↗ R: ↗
Malta
35.00
24.56
B: → R: →
35.00
n.a.
R: →
Netherlands
25.00
17.44
52.00
36.94
B: → R: ↘
B: ↘ R: →
Poland
19.00
15.30
B: → R: →
32.00
35.56
B: → R: →
Portugal
23.00
15.46
56.50
41.15
B: → R: ↘
B: ↘ R: ↗
Romania
16.00
11.31
B: → R: →
16.00
n.a.
R: →
Slovak Republic
22.00
16.12
25.00
41.13
B: → R: ↗
B: ↗ R: ↗
Slovenia
17.00
11.13
50.00
42.34
B: → R: ↘
B: → R: ↗
Spain
30.00
23.60
B: → R: →
52.00
40.66
B: → R: ↗
Sweden
22.00
15.66
56.90
42.93
B: → R: ↘
B: → R: ↗
United Kingdom
21.00
18.19
45.00
31.48
B: ↗ R: ↘
B: ↘ R: ↘
Notes: a) Including the temporarily levied 10.7 % surtax for entities with a sales turnover
greater than 250 million Euros raises this R to approx. 38%. b) Taking into account the special
tax treatment of the 13th and 14th salary the top statutory tax R is at 43.71%.
All rates are in percentages. "B" represents the tax base, "R" tax rates. "n.a." … not available.
Effective corporate tax rates refer to a weighted EATR measure as proposed by Devereux and
Griffith (1999) and are based on the same assumptions as in Loretz (2009). Effective Personal
income tax rates are from the OECD taxing wages publication and refer to the tax burden
including social security contributions of a single tax payer at the average earnings. Development refers to the change over the last five years. ↘ (↗) refers to a narrowing (broadening) of
the tax base, which is defined as depreciation allowances for the CIT and the progressivity for
PIT.
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