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DuAL INCOME TAX: A
PRAGMATIC TAX REFORM
ALTERNATIVE FOR
GERMANY

CHRISTOPH SPENGEL AND

WoLFGANG WIEGARD?*

Without doubt, the German red-green coali-
tion government has implemented substan-
tial tax reforms since coming into office in 1998.
After all, the top marginal income tax rate will be
reduced from 53 percent in 1998 to 42 percent in
2005; similarly, the lowest marginal tax rate will
have fallen by 10.9 percentage points, from
25.9 percent in 1998 to 15 percent in 2005. As to
corporate income tax, in 2001 a uniform tax rate of
25 percent on retained and distributed profits has
been introduced replacing the former tax rates of
40 percent (on retained earnings) and of 30 percent
(on distributed profits). Moreover, the full imputa-
tion system has been replaced by the so called half-
income method (Halbeinkiinfteverfahren) which
exempts 50 percent of dividends from personal
income tax.

While lowering statutory and effective tax rates,
these tax reforms have introduced considerable
complications and distortions at the intersection of
personal and corporate income taxes: the tax rate
differentials between corporated and unincorpo-
rated firms have widened; the tax treatment of dif-
ferent kinds of investment and sources of finance
has become more distortive; and numerous tax reg-
ulations do not conform to basic provisions of the
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EC Treaty. Nowadays, there is widespread agree-
ment that the German tax system has become too
complicated, that tax burdens as well as social secu-
rity contributions are still too high, and that
German income and business taxes are far from
being neutral with respect to investment and
financing decisions and to the choice of the legal
form of a business. Tax experts as well as the gener-
al public agree that some fundamental tax reform is
unavoidable in Germany in order to cope with
international tax competition becoming fiercer.

Against this background, a variety of tax reform
proposals hve emerged during the last few months.
Actually, there is such a diversity of tax reform plans
that even tax experts can lose orientation. Amongst
the political parties, CDU and CSU presented a
joint tax program called “concept 21”; the FDP sub-
mitted a “proposal for a new income tax” to parlia-
ment; finally, the SPD of Schleswig-Holstein
launched its own income tax reform proposal. From
academic circles, Paul Kirchhof (2003), a former
judge at the Federal Constitutional Court, present-
ed a fully integrated tax system for personal and
business income; Manfred Rose (2003) continues to
fight for a consumption based income tax; Joachim
Lang (2004) and a group of tax law professors added
the so-called “Kolner Entwurf”, whereas the
German Council of Economic Experts (2003) favors
a dual income tax (DIT) for Germany. All these pro-
posals differ in detail as well as in substance. What
they have in common, however, is the aim to simpli-
fy the tax system and reduce tax rates.

In the following sections we will outline the need
for a fundamental tax reform in Germany in more
detail, and we will argue that the DIT is a prag-
matic, but serious reform candidate.

Is Germany a low-tax or a high-tax country?

According to OECD revenue statistics, the tax-rev-
enue-to-GDP-ratio (taxes on income and profits)
in Germany is one of the lowest amongst OECD
countries. In 2002, it amounted to 10.1 percent
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only, whereas the EU-15 average was 14.1 percent.
Including social security contributions, the corre-
sponding figures in 2002 were 36.2 for Germany
and 40.5 for the EU-15. This could lead to the con-
clusion that Germany is a low-tax country and fur-
ther tax reductions were unwarranted; instead,
social security systems should be reformed, possi-
bly including a shift from contributions to taxes.

Even if the numbers were correct, these conclu-
sions would be misleading for a number of reasons.
One main objection is that aggregate tax ratios do
not allow any conclusion as to the incentive effects
of taxes on investment, savings, work effort or
other decisions. High unemployment, sluggish
investment demand and a weak growth perfor-
mance constitute the major problems of the
German economy. However, no investor is inter-
ested in aggregate tax ratios when considering
additional investment in an established firm or
when deciding about the creation of a new firm at
alternative locations in, say, France, Germany,
Ireland or elsewhere. By contrast, there is clear
evidence that it is the marginal or the average

Table 1

Nominal tax rates and effective average tax burden on corporate income

effective tax burden on investments that is relevant
for investment and location decisions.

Similarly, labor demand and supply decisions
depend on effective tax burdens on wages, includ-
ing social security charges and payroll taxes, but
not on aggregate tax-to-GDP ratios. Measuring the
effective tax burden on capital and labor is no easy
exercise, and different methods may yield different
results; see the papers in Sorensen (2004). Most
studies, however, agree that Germany is a high-tax
country with respect to effective tax burdens on
capital as well as on labor. Table 1 displays statuto-
ry and effective average tax rates at the corporate
level in different EU member states, excluding
additional tax burdens on shareholders.

In the first column, we compare nominal (statuto-
ry) corporate tax burdens. In Germany, for exam-
ple, these include the corporate tax rate of 25 per-
cent (26.5 percent in 2003), the local trade tax at an
assumed average municipal levy of 428 percent and
the solidarity surcharge of 5.5 percent. In the sec-
ond column, we present effective average tax rates,
taking into account different
tax depreciation schemes,
essential features of inventory
valuation and other rules con-

inal® ived cerning the determination of

Nominal Rank Effective Rank g .

(percent) (percent) the tax base. Effective tax rates
Austria 34.00 8 29.00 10 are calculated by following the
Belgium 33.00 9 35.60 3 g
Cyprus 15.00 23 1452 23 Devereux-Griffith-methodolo-
gzeCh Republic gé-gg 1(2) gg-(l)g 12 gy (see Devereux and Griffith

erman B 5 .

Denmari 30.00 11 27.80 12 1998, 1999, or Schreiber,
Estonia 26.00 18 22.52 18 Spengel and Lammersen 2002).
Spain 35.00 4 32.00 7 .
Finland 29.00 15 27.40 14 Effective average tax rates are
France 34.33 7 35.80 2 of crucial importance for dis-
Greece 37.50 3 27.80 12 . ..
Hungary 19.60 21 19.37 21 crete location decisions, where-
Ireland 1250 25 10.80 25 as effective marginal rates indi-
Italy 40.00 1 28.80 11 .
Lithuania 19.00 22 13.11 24 cate the tax burden on margin-
Luxembourg 29.89 14 33.20 4 al investment at a given loca-
Latvia 15.00 23 17.76 22 . . .
Malta 35.00 4 3281 6 tion. Table 1 illustrates that in
Netherlands 34.50 6 32.90 5 Germany effective average tax
Poland 27.00 17 24.73 15 . .
Portugal 30.00 11 31.70 8 rates are the highest in the EU,
Sweden ) 28.00 16 23.60 17 while for statutory rates
Slovak Republic 25.00 19 22.10 19
Slovenia 25 00 19 21.60 20 Germany ranks second close
United Kingdom 30.00 1 29.10 9 behind Italy.l Hence, there is
Average
EU-25 28.59 26.17
EU-15 31.80 29.43 . -

. . In Germany, the solidarity surcharge of
Accession Countries 23.76 21.30 5.5 percent is levied on the corporation
3 Federal and local profit taxes, base year: 2003. - ® Base year EU-15: 2001, tax rate of 25 percent, increasing it to
Accession Countries: 2003. 26.375 percent. Since trade tax is

Source: Spengel (2004 a).
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deductible form corporation tax, the
nominal tax rate on profits amounts to
39.35 percent (= 26.375% + 17.62% -
17.62% * 26.375%).




good reason to consider Germany as a high-tax
country. And international tax competition will
become even stronger. As Table 1 illustrates, cor-
porate tax rates are considerably lower in the new
EU member states than in Germany. Moreover,
when comparing the ranking of the countries from
the highest to the lowest statutory and effective tax
rate it is clearly evident that the statutory tax rate
is a crucial factor for the determination of the
effective average tax rate on corporate profits.

As a reaction, some of the old member states of the
EU are planning tax reforms in order to improve
their position in international tax competition. In
2005, Austria will reduce its corporate tax rate to
25 percent from currently 34 percent, Finland to
26 percent from 28 percent, and France is consid-
ering a switch from the imputation system to the
half-income method, combined with a reduction of
effective tax burdens on corporate income.

German tax policy has no other choice but to react
too. The options are very limited. First, one could
try to fix minimum corporate tax rates in the EU.
Due to the unanimity principle in taxation matters,
however, success is very limited. Why should low-
tax countries agree to abolish one of their major
advantages when competing for internationally
mobile capital? Furthermore, to achieve unanimity
on minimum tax rates will require such a long time
that the tax competition game will be lost for
Germany before new rules have been enacted. As
a consequence, Germany has no other choice but
to accept the rules of the game and to lower its tax
rates as well. To become attractive as an invest-
ment location, the total tax burden on business
income should be reduced to about 25 percent, but
definitely not exceed 30 percent.

Neutrality of the tax system

A second defect of the German income tax system
concerns its lack of neutrality with respect to
investment and financing decisions and to the
choice of the legal form of businesses. From an effi-
ciency point of view, taxation should not interfere
with the production sphere according to the
Diamond/Mirrlees production efficiency theorem.

As a matter of fact, the current income tax system
does not meet any neutrality requirements. This is
illustrated in Table 2, which compares tax burdens
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of corporated and unincorporated businesses. In
the upper part we consider tax burdens when prof-
its are retained; the lower part includes the taxa-
tion of dividend payments at the shareholder level.
Throughout, we assume that the top marginal
income tax rate applies. An unincorporated busi-
ness is subject to personal income tax, solidarity
surcharge and trade tax, the latter being partly off-
set against the personal income tax; there is no dif-
ference in the tax treatment of retained and dis-
tributed earnings. This does not hold for the taxa-
tion of corporate profits. Retained earnings are
subject to corporate income tax, trade tax and sol-
idarity surcharge. Distributed profits are subject to
additional taxes. According to the half-income
method, one half of the dividend is subject to per-
sonal income tax including solidarity surcharge.
Therefore, retained earnings are treated more
favourably than distributed profits.

A comparison of corporations with non-corpora-
tions reveals that the latter are taxed more heavily in
case of retained earnings but they are treated more
favourably in case of distributions. In this case the
tax discrimination of corporations has been steadily
increasing in the past few years, since the marginal
personal income tax rate has been reduced.

The CDU/CSU tax reform proposal would make
things even worse. According to this proposal, a
top marginal income tax rate of 36 percent should
be supplemented by a corporate income tax rate of
36 percent. Adding taxes on dividends under the
half-income method would increase the total tax
burden on equity to about 47.5 percent [= 36 +

Table 2
Statutory tax rates* in Germany,
planned reform stages
@ Unincéfgorated 0-©
Corporation T
Retained Earnings
2003 40.7 52.0 -11.3
2004 39.4 48.9 -95
2005 39.4 46.3 -6.9
Distributed Earnings
2003 55.8 52.0 +3.8
2004 53.2 48.9 +4.8
2005 52.8 46.3 +6.5
* Top marginal income tax rate; municipal levy of
428 percent on local trade tax.

Source: own calculations.
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(64/2) x 0.36]. The tax rate differential between
corporate and non-corporate income would almost
be doubled as compared to the situation in 2005.

Similarly, the FDP draft for a new income tax
would distort financing decisions and discriminate
investment activities. The FDP is planning to tax
retained earnings and distributions at a uniform top
marginal rate of 35 percent but interest income at
only 25 percent. This would not only favour debt
financing over retained earnings and new equity
but also increase the cost of capital and thereby
reduce investment. This becomes clear if we assume
a bank deposit with a risk-free rate of return of
10 percent before taxes, and of 7.5 percent net of
taxes. Then the cost of capital, i.e. the pre-tax rate of
return necessary for an investment to yield at least
the net-of-tax return of the financial asset, amounts
to 11.54 percent [11.54 - 0.35 x 11.54 = 7.5]. If a uni-
form tax rate was imposed on all financing alterna-
tives, the cost of capital would drop to 10 percent.
Hence, the FDP tax provisions will suppress all
investment projects yielding a gross-of-tax rate of
return between 10 percent and 11.54 percent.

Tax simplification

It is certainly true that the German income tax law
is much too complicated. All the different tax
reform proposals agree that simplification of tax
laws ranks very high on the reform agenda.
Unfortunately it is not clear at all what tax simplifi-
cation really means. One interpretation is that tax
laws should be understandable not only to tax pro-
fessionals but to the layman as well. This is the basic
idea behind the “Tax Law Rewrite” of the UK
Inland Revenue, a project which intends to make
tax laws clearer and easier to read. But there are
natural limits to this endeavour. The taxation of
stock options or of foreign subsidiaries, for exam-
ple, refer to rather complicated issues which are not
easily accessible to the layman; and one may won-
der whether definitions like “A single animal may
constitute a herd’2 will really reduce his confusion.

The sheer length of the tax code could be another
indicator of the tax system’s complexity. According
to Paul Kirchhof (2003, p. VII), a clear sign of the
simplicity of his tax reform proposal is the reduced

2 Income Tax (Trading and Other Income) Bill, Part 2, Chapter 8,
117 (4) of the United Kingdom.
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number of paragraphs and words. Whereas the cur-
rent income and corporate income tax laws in
Germany together count 235 paragraphs and
109,489 words, his draft gets along with only 23
paragraphs and 1,715 words. These are impressive
numbers but one can doubt that fewer words and
paragraphs really contribute to tax simplification.
A detailed set of tax provisions may make tax plan-
ning simpler than gray areas in the tax law, which
are almost unavoidable when complicated real
world taxation issues are compressed in a few
words and paragraphs.

Economists, therefore, use a third criterion to eval-
uate the complexity of a tax system and its need for
simplification. These are the resource and compli-
ance cost of collecting taxes and of filing tax
returns. The more complicated a tax system is, the
more money is spent on tax accountants, taxation
guides or computer software and the more time is
devoted to keep track of tax documents, to file tax
returns and, for the tax authorities, to audit tax
returns and other documents. From an economic
point of view, simplifying the tax system is equiva-
lent to reducing its compliance cost. A neutral tax
system would contribute greatly to the reduction
of compliance costs. If taxes are neutral, they do
not interfere with investment or financing deci-
sions; there is no room for sophisticated tax-avoid-
ance strategies; and there is no need to re-optimize
in the presence of taxes. In this sense, tax simplifi-
cation is not a separate tax reform goal but part of
the broader goal of tax neutrality.

Implications for the German tax reform debate

The weaknesses of the German tax system,
sketched in the preceding sections, define the main
tasks for a fundamental tax reform in Germany. In
our view, the most important point is to reduce tax
burdens on internationally mobile tax bases.
Statutory tax rates on business income will have to
be reduced to a maximum of 30 percent if
Germany is to become a more attractive location
for international investment. Higher investment
would also increase labor productivity and wages.
Even if it may sound bizarre to non-economists, in
an open economy, wage earners can benefit from a
reduction of capital income taxes. A second impor-
tant task is to make the tax system more neutral
with respect to investment and financing decisions
and to the choice of the legal form of a business. All




these decisions should be independent of tax consid-
erations. The rate of return on real estates, shipping
shares or film rights should signal relative scarcities
and direct capital to its most productive use. Instead,
under the current law, investment in special activities
is guided by tax loopholes or generous loss
allowances. Neutrality of the tax system would also
contribute to tax simplification because there would
be no need to re-optimize investment or financing
decisions in the presence of taxes. Tax neutrality
requires integration of the corporate income tax into
the personal income tax. Any tax reform proposal
neglecting this requirement will miss the point.

There are, of course, other elements to take into
account for a fundamental tax reform. First, taxes
should be “fair”. Admittedly, fairness is a very vague
concept; in the end, it is not a question of econom-
ics but an ethical issue. However, most people would
agree that the average tax rate should increase with
income. An open question is whether or not the
marginal income tax rate, too, should increase with
income. Second, revenue requirements define a seri-
ous constraint on any fundamental tax reform. Any
tax reform proposal implying a considerable loss of
revenue is bound to fail in the political process; a
minimum requirement is to reveal how to compen-
sate for possible revenue losses. Third, any tax
reform must be compatible with EU law.

Unfortunately, some of the goals of and constraints
on tax policy are conflicting. The most well-known
and controversial conflict is the trade-off between
equity considerations and economic efficiency. The
more progressive the tax system is, the more it
reduces incentives to invest, to work harder or to
acquire education and training. In the political
arena, equity considerations clearly dominate effi-
ciency arguments. In our view, the main problems in
Germany are not a lack of distributional justice but
insufficient economic growth, low investment activ-
ities and high unemployment. As a consequence,
efficiency consideration should be given more
weight in re-designing the tax system.

Outlines of a reform of the corporate and
personal income tax

With respect to the above mentioned criteria the
introduction of a flat tax would be the preferential
solution. An alternative solution, however, could
be a dual income tax. The following deals in more
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detail with both options for reforming corporate
and personal income taxation in Germany.

The crucial element of a flat tax is an income tax
schedule which combines a constant marginal tax
rate and a considerable personal allowance. The
annual personal allowance could amount to EUR
10,000 for singles; couples would receive a doubled
allowance of EUR 20,000. Each euro above the
personal allowance would be taxed at the uniform
income tax rate. In order to strengthen the attrac-
tiveness of Germany as a location for internation-
ally mobile production factors and companies, the
income tax rate should not exceed 30 percent. If we
assume an annual personal allowance of EUR
10,000, annual income tax payments would amount
to 1,500, 3,000 and 4,500, respectively, if the taxable
income is EUR 15,000, 20,000 or 25,000. Conse-
quently, taxable income is subject to an effective
burden of income tax of 10, 15 or 18 percent. Since
the average burden of income tax increases with an
increase of taxable income, a flat tax obviously is a
progressive income tax. In order to render the
maximum rate of 30 percent effective, personal tax
benefits such as the exemption of additional remu-
nerations for work on Sundays and public holidays
and for night-work should therefore disappear.

A flat tax in the area of personal income taxation
has to be amended by a reform of corporate income
tax. Firstly, the rate of corporate income tax should
equal the personal income tax rate of, say, 30 per-
cent. This maximum tax rate includes surcharges on
corporate and personal income tax (e.g. the German
solidarity surcharge of currently 5.5 percent) as well
as local surcharges which should replace the trade
tax levied by communities in Germany. Secondly,
with respect to the taxation of corporations, divi-
dends and capital gains upon the disposal of shares
from corporations should be exempt from both cor-
porate and personal income tax. As a result, corpo-
rate income tax would be definite and double taxa-
tion on corporate income would be avoided.

A flat tax offers several advantages: with regard to
the uniform marginal tax rate arbitrage would be
limited to a considerable extent in the field of per-
sonal income tax. There would be no incentives, for
example, for income shifting in periods where the
marginal tax rate is low while deducting expenses
and allowances in periods with a high marginal tax
rate. Moreover, the discussion about the taxation
of families and spouses would come to an end since

Forum

CESifo DICE Report 3/2004



Forum

CESifo DICE Report 3/2004

income splitting between spouses and family mem-
ber would no longer offer advantages. Finally, per-
sonal income taxes on earned income and a con-
siderable part of capital income (e.g. income from
interest and royalties) could be collected by levy-
ing final withholding taxes at source. Profits made
by partnerships, sole proprietors and corporations
would be subject to a uniform rate irrespective of
whether they are retained or distributed. Since
interest income from debt financing would also be
taxed at the same rate, a flat tax would make
income taxation widely neutral towards decisions
with respect to the financing and the choice of
legal business forms.

The above-mentioned advantages of a flat tax,
however, are counterweighted by two disadvan-
tages. A radical cut in the marginal personal
income tax rate to 30 percent and its unification
with the corporate income tax would result in a
considerable loss of tax revenue. From the reform
proposals which are currently in the centre of dis-
cussion, the model developed by Paul Kirchhof
(2003) is closest to a flat tax. This model suggests a
maximum income tax rate of 25 percent. According
to official estimates the proposal of Kirchhof
would result in a loss of tax revenue in the first
year of EUR 40 billion. In the long run, after cut-
ting back all major tax incentives, the annual loss
of tax revenue would still amount to at least EUR
12 billion. With a tax rate of 30 percent, the defi-
ciency in tax receipts would be certainly less but
still considerable. Since it is impossible to increase
the net borrowing of the state at the moment, a
corresponding reduction in public spending would
be necessary. There is evidence from past experi-
ence that it seems very difficult or even impossible
to reach political consent about such a large reduc-
tion in public spending.

A second objection could refer to the distribution-
al effect of a flat tax. In comparison to a situation
without levying taxes, income will still be redistrib-
uted from high to low income brackets. If we refer
to the current tax rate as a benchmark, however,
the introduction of a flat tax obviously favours
richer household vis-a-vis individuals which have
an income just above the tax free personal
allowance. Both aspects — a considerable loss in tax
revenue and a reduced intensity of redistribution
compared to the status quo — become even more
important if the current proposals of introducing a
lump sum premium (Kopfpauschale or Gesund-
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heitspramie) in the area of compulsory health
insurance are realised. In this situation necessary
social transfers to individuals with low income
have to be financed by increasing the tax burden
on richer households. However, this would be in
conflict with the loss of tax revenue and the dis-
proportionate tax relief of richer households
accompanied by the introduction of a flat tax. If
instead social transfers were financed by an
increase of the value added tax, the resulting dis-
tributional effects would even be more objection-
able. Since value added tax is regressive this option
results in a disproportional increase of the tax bur-
den on low income.

Although a flat tax would offer considerable
advantages the loss of tax revenue and the objec-
tionable effects of redistribution raise doubts
whether a flat tax is a realistic option for tax poli-
cy in the near future. However, a fundamental
reform of the personal and corporate income tax
cannot be postponed until that time. In particular
with respect to the increased international tax
competition action is necessary. Otherwise, even
more mobile business activities will be shifted from
Germany to low tax jurisdictions abroad.
Therefore, the German Council of Economic
Experts has proposed the introduction of a dual
income tax as a second-best solution. Among oth-
ers, Hans-Werner Sinn also argues in his well-
known book Ist Deutschland noch zu retten? (Is
There Any Hope for Germany? 2004) also argues
in favour of a dual income tax.

A dual income tax allows a considerable reduction
in the tax burden on internationally mobile capital
income without threatening total tax revenues too
much. Therefore, under a dual income tax, capital
income and earned income are taxed separately
and are subject to different tax rates. Capital
income is defined very broadly. It covers income
from businesses, dividends, interest receipts, royal-
ties, rental income and capital gains. By contrast,
earned income covers employment income includ-
ing income of the self-employed, pensions and
compulsory old-age pensions. Capital income is
subject to a uniform and proportional tax rate of
not more than 30 percent. Under a dual income
tax, the taxation of corporations is the same as
under a flat tax (i.e. full integration of corporation
tax into personal income tax: the corporation tax
rate equals the personal income tax rate, and both




dividends and capital gains upon the disposal of
shares are exempt from income taxes).

In contrast to capital income, earned income is taxed
at a progressive rate. Although the detailed structure
of the tax rate is less important there are good rea-
sons to introduce a graduated tariff. As a benchmark,
the tax rate on earned income could vary between
15 and 35 percent. This seems to be feasible from a
political standpoint. For the short term one could
accept also a marginal tax rate of 42 percent (which
equals the marginal personal income tax rate in the
current tax system as from 2005) if losses in tax rev-
enue cannot be compensated otherwise. This leaves
room for subsequent tax rate reductions.

Similar in its effect to the flat tax, the dual income
tax makes income taxation widely neutral towards
decisions with respect to the financing and the
choice of the legal business forms. It also makes it
possible to collect taxes on capital income by levy-
ing final withholding taxes. Moreover, the dual
income tax reduces the effective tax burden where it
is most urgent, i.e. in the field of internationally
mobile income.

As a result of the separate taxation of capital income
and earned income the loss of tax revenue would be
limited. This is also important with respect to reform-
ing company taxation in the European Union. If the
proposals of a common consolidated tax base for
multinationals with a subsequent division of the tax
base to the member states were introduced (see
European Commission 2001), a closer coordination
of the national tax rates on capital income would be
necessary (see Spengel, 2004b). A dual income tax
obviously maintains the flexibility of the member
states to adjust their tax rates accordingly.

Finally, there is evidence that a dual income tax may
lead to an increase in investments, capital accumu-
lation, GDP and household consumption. Such a
welfare gain is mainly based on the increase in life-
time wealth as a result of the lower tax burden (see
Fehr and Wiegard 2004 or Radulescu and
Stimmelmayr 2004).

A dual income tax, however, also causes problems.
Firstly, the separate and different taxation of capi-
tal income and earned income might be question-
able with respect to the ability to pay principle. But
one has to admit that capital income and earned
income in Germany - although treated equally
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from a legal perspective — are taxed differently in
reality since internationally mobile capital income
can escape more and more from taxation.
Secondly, and even more severe are the incentives
to transform earned income, which is taxed at high-
er progressive rates, into capital income which is
taxed at lower proportional rates. In particular,
these incentives exist in closely held companies
(i.e. those with only a small number of sharehold-
ers). Under a dual income tax, therefore, total prof-
its of closely held companies have to be divided
into earned income and capital income. With
respect to this division of income one could bene-
fit from the experience of the Nordic countries.
Finland, Norway and Sweden all introduced a dual
income tax at the beginning of 1990. In any case,
the division of income is a difficult task and known
as the Achilles heel of the dual income tax.

Conclusion

In the field of personal and corporate income tax-
ation in Germany action is needed. Germany has
to reduce the effective tax burdens on internation-
ally mobile activities — i.e. capital income including
business profits — in order to survive in the ongoing
international tax competition. One can complain
about this situation but it cannot be changed. Most
of the current proposals for reforming income tax-
ation in Germany - in particular those by made by
the political parties — concentrate on the taxation
of individuals without taking serious account of
company taxation and the interaction of corpora-
tion tax with personal income tax.. These areas,
however, are the real challenges for tax reform. A
flat tax and a dual income tax are both options for
reforming company taxation and the taxation of
capital income. At the same time the attractiveness
of Germany as a place of location for investments
could be increased considerably. Both proposals
have specific pros and cons. However, compared to
the current system of income and company taxa-
tion they seem to have considerable advantages.
Now it is up to the politicians to act.
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