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Non-technical Summary

In this study we want to assess the attractiveness of Germany compared to the other EU-member
dates as a business location for US multinationd investors. In a broader context we want to anayse
impact of the corporate tax systems of the 15 EU-member states on the investment and the financing
decison of an US multinationa corporation. Therefore, the tax burden a the leve of the subsdiary,
the US parent, and the US sharehol ders has to be considered separately.

The cdculation of the tax burdens is based on the commonly used gpproach of King and Fullerton
which was extended in certain aspects. With the King-Fullerton-mode effective margina tax retes
(EMTR) are cdculated. Although this gpproach (as any mode) has severd well known limitations
the main advantages of the modd are besides the high international acceptance (eg. the modd is
used in sudies commissioned by the European Commission and the OECD) its versatility and the
possihilities it offers to modd the most relevant provisions of the tax codes, enabling the user to ane-
lyse the effects of different tax sysemsin avery systemetic way.

We refer to atypicd manufacturing company which is characterised by a particular combination of
invesments and forms of finance. We conddered five different types of invesment: intangibles, in-
dudtrid buildings, machinery, financid assats and inventories. The financing policy consdered three
sources of finance: new equity capitd, retained earnings, and debt.

The cdculations took into account the most relevant tax provisions. Relating to company taxation,
we consdered the corporation tax systems, other (local) profit taxes and non-profit taxes, the tax
rates, and the most relevant aspects of the tax base (e.g. depreciation rules and va uation of invento-
ries). Moreover, the trestment of different types of investment income was taken into account (e.g.
dividends, interest income and capitd gains).

The results consdering the level of the subsidiaries have shown that thereis a great variation among
the EMTR in the EU-member gates. For our manufacturing company EMTR range from 12.36
(Greece) to 39.32 p.c. (France). The ranking of the countries from the highest to the lowest EMTR
above dl isinfluenced by differences between the (effective) rates of corporation tax (including loca
profit taxes and surcharges). However, on average there is only a minor impact of the tax base (i.e.
rules for computing taxable income).

The andysis referring to the level of the US parent and of the US shareholders has shown, that
differences between the effective tax burden in the EU-member states can distort decisons of a US
multinationd company with respect to the cross-border financing and location of investment within
the EU. In generd those countries with low nationd EMTR are more attractive as business location
than countries with higher nationd EMTR.

Considering the source of finance of the subgdiary, debt financing is in the mgority of cases most
efficient whereas profit retention in the subsdiary is due to taxation of capitd gainsin the US indeed
the wordt tax strategy.

With respect to the present tax law, Germany stands only on 13" position in the country ranking of
the EMTR. If the reform proposals for the year 2000 or later were carried out (e.g. reduction of
datutory tax rate on profits to 35 p.c. and cut back of depreciation alowances) Germany would
improve its pogtion in the country ranking and range close to the average EMTR of al EU-member
dates. Moreover, the reform proposa are likely to have an impact both on investment patterns (e.g.
deterioration of depreciable assets) and financing decisons (e.g. new equity would then be more tax
efficient than debt financing) of US parentsin Germany.
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1 Introduction

It is an established fact that the tax burden of companies located in different EU member dtates
differs from country to country.* However, the impact of the nationd tax differentials on the decision
of multinationa companies, with respect to the financing and the location of investment within the EU

is not that clear, as cross-border investment results in a more complex tax podition than purdy
domegtic invesment. The aim of this paper then is to caculae the effective tax burden of US
inbound investment in Germany, taking into consderation the recent changes in the German tax law
(Steuerentlastungsgesetz 1999/ 2000/ 2002) as well as the proposds for reforming company
taxation in the year 2000 or thereafter (chapter 3). Moreover, the atractiveness of Germany as a
business location for subsidiaries of US multinationals compared to other EU-member datesis aso
andysed by establishing a country ranking of the tax pogtions (chapter 4). Theregfter, chapter 5 will

look a the conclusons. Firgly however, the assumptions and the methodology are discussed
(chapter 2).

2 Assumptions and methodology

The cdculation of effective tax burdens for cross-border investment of a US corporation in al EU-
member dates closdy follows the commonly used approach of King and Fullertort for the
cdculation of effective margind tax rates® The effective margind tax rate (EMTR) is defined as the
difference between the pre-tax red return (p) on a margind investment and the post-tax red return
(9) of the supplier of finance divided by the pre-tax red return (p).

EMTR= 2>
p

Margind invesments are projects which yield arate of return on the initidly invested capital (equd to
one unit) that is just sufficient that the project is from the investor’s point of view worthwhile. For the
computation of EMTR it is necessary to pecify a starting point. This could be ether the pre-tax redl
return of the company (p) or the pre-tax red return of the supplier of finance. In this paper an
uniform pre-tax real return for al projects at arate of 10 per cent is employed.”

The cdculations of cross-border EMTR are based on the following assumptions:

A parent company resdent in the United States of America makes an investment through a
subsidiary located in each of the 15 EU-member States.

The shareholding of the parent in the subsidiary is 100 per cent, thus only direct cross-border

investment is considered (and no transnationa portfolio investment).

The private individud shareholder of the US-parent company (portfolio investor) resides in the

same country as the parent (e.g. inthe USA).

Seefor example SPENGEL / ECKERLE (1999).

?  SeeKING/FULLERTON (1984).

International studies of the OECD and the European Commission also applied this methodology. See
COMMISSION OF THE EUROPEAN COMMUNITIES (1992); OECD (1991). See aso CLAASSEN (1994);
CHENNELLS/ GRIFFITH (1997); CARON & STEVENS/ BAKER & MCKENZIE (1999). For an evaluation of dif-
ferent methodol ogical approaches see OECD (1999); SPENGEL / ECKERLE (1999).

Our procedure is commonly denoted as the fixed-p case. Studies using the so-called fixed-r case are
COMMISSION OF THE EUROPEAN COMMUNITIES (1992); OECD (1991); CHENNELLS / QRIFFITH (1997). For
both cases see KING / FULLERTON (1984).



As taxation differs from the assets and the financing possbilities, EMTR depends upon the
proportion of the margina investment in each type of asset and the proportion of the company
financing in each source of finance. Thus, EMTR depends upon the particular industry and
sector respectively as each industry can be characterised by a particular combination of assets
and sources of finance. As invetment of the subsdiay we examine five different assets
intangibles acquired from third parties, indudtrid buildings, machinery, financid assets and
inventories.

The financing policy of the subsidiary and the parent respectively considers three sources of
finance: new equity capitd, retained earnings, and debt.

The source of finance of the investment in the subsidiary disregards the possibility of the
subgdiary to raise funds at its locd or even internationd capitd markets. Ingtead, the investment
is financed only by retained earnings of the subsidiary, by the injection of new equity from the
parent in the subsidiary or by lending money from the parent to the subsidiary.

In each case, the parent itself needs to raise funds, which it could do as in the domestic context
by issuing new equity, retained earnings, or borrowing money from its own shareholders.

There is complete repatriation of the profits of the subsidiary to the parent. In the event of new
equity financing, we assume a full digtribution of profits (dividends); in the event of financing with
retained earnings we assume that the return at the level of the shareholder will be generated by a
capita gain upon disposd of the shares; in the event of debt financing we assume that the return
at the leve of the company isfully used to pay the interest to the shareholder.

Figure 1:
Combinations of types of assets and sources of finance in the case of US cross-border investment
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Under these assumptions, profits resulting from the investment may be taxed a three different levels.
Fird, taxation takes place at the leve of the subsidiary. Second, profits may be taxed at the level of
the parent when they are repatriated from the subsidiary to the parent company. Third, persond
taxes may be paid by individua shareholders of the US-parent company. The following caculaions
and andysis clearly distinguishes between these three levels.

The tax burden at each level depends on how the investment is financed at the leve of the subsdiary
and how the parent itsdlf is financed in order to provide the subsdiary with money. Congdering new



equity financing, financing by retained earnings, and debt financing a the levd of both the subsdiary
and the parent, nine financing possbilities have dtogether to be examined. If we combine these
financing possihilities with five types of asst a the levd of the subgdiary this results in 45 possble
combinations of asset and financing as set out in figure 1. In addition, keeping the comparison of
EMTR for dl countries still manageable, we cadculate mean (weighted average) EMTR for each type
of asst, each source of finance, and an overdl mean EMTR for al combinations of assets and
financing.”

As taxation differs from the assets and the financing possibilities, the above EMTR essentidly depend
upon the proportion of the margind investment in each type of asset and the proportion of the
company financing in each source of finance. Thus, EMTR depends upon the particular weights for
the assats and the financing possibilities. For the sake of comparison of the effects solely attributable
to the different national tax codes the same weights have to be used for al 15 EU-member states®
We took data from officid German satistics. The last year avalable was 1995. As a base case we
consider data for the manufacturing sector:

The weights for the assets of the subsidiary are 1.43 p.c. for intangibles, 12.99 p.c. for buildings,
17.49 p.c. for machinery, 38.25 p.c. for financia assets, and 29.84 p.c. for inventories.’

For the sources of finance of the subsidiary we took Statistical data concerning the cross-border
financing of German subsdiaries of US parent companies in the manufacturing sector. The
weights are 29 p.c. for new equity, 33 p.c. for retained earnings, and 38 p.c. for debt.® For the
sources of finance of the US parent we use the same weights.

Findly, the cdculation of EMTR hasto consider both tax and economic variables as input data.

Table 1: Most important assumptions of the calculations

Assumptions about sector, assets, financing, and shareholders

Sector Manufacturing sector as base case
Intangibles (1.43), industrial buildings
Types of asset of subsidiary (weightsin p.c.) (12.99), machinery (17.49), financia assets

(38.25), inventories (29.84)

New equity (29), retained earnings (33), debt
(38)

Private investors, top personal tax rates,
(portfolio investment)

Assumptions about depreciation, inflation, and pre-tax return

Intangibles Buildings Machinery

Sources of finance of subsidiary and parent (weightsin p.c.)

Shareholders

True economic depreciation (always straight-line)

12.5years 53 years 11 years
Lifetime for tax purposes where no year is specified 10 years 25 years 7 years
Inflation rate 1.1 per cent
Pre-tax real return 10 per cent

Taxation: Attention is given to the mogt relevant tax provisons. Reating to company taxation, we
consider corporation tax and the corporation tax systems, other (loca) profit taxes and non-profit

®  The methodology for calculating EMTR is set out with worked examples in CARON & STEVENS / BAKER &
MCKENZIE (1999), Annex A and D; OECD (1991), p. 207-243.

®  See AUERBACH (1990), p. 326; KING / FULLERTON (1984), p. 281; OECD (1991), p. 94-95.

" See DEUTSCHE BUNDESBANK (1997).

DEUTSCHE BUNDESBANK (1999). These weights differ from those of the purely domestic sources of finance.

Taking again Germany as an example the weights are 10 p.c. for new equity, 55 p.c. for retained earnings, and

35 p.c. for debt. See DEUTSCHE BUNDESBANK (1997).



taxes, the tax rates, and the most relevant aspects of the tax bases’ (eg. depreciation rules and
vauation of inventories). The study uses information about the tax systems in operation as of the 1t
January 1999.%° Several assumptions have to be made with respect to the use of tax dectives and
the tax pogtion of the private investors. Concerning the use of tax dectives (e.g. depreciation) we
aways take the mogt tax efficient posshility (e.g. dedining-baance indead of sraight-line). With
respect to private investors we assume that they are dways taxable with their income at top rates.
Furthermore, we condder rules for non-quaified private investors (e.g. portfolio investments) only.

Economic data: The EMTR for the type of assets will differ because of different capital alowance
rates for tax purposes relative to the true economic depreciation rates and because of inflation. Our
assumptions about the rates of true economic depreciation were taken from international surveys™
The inflation rate in useis 1.1 p.c., which was the actud rate in Germany in the year 1998.% Findly,
EMTR will depend upon the assumption about the pre-tax return (p) which is an indicator for the
profitability of the investment. For our base case we fix p a arate of 10 p.c.

3 Taxation of USinbound investment in Germany
3.1  Thesdtuation in Germany asfrom 1999
3.1.1 Level of the German subsidiary

In order to give access to the interpretation of EMTR we refer to the Stuation in Germany as from
1999 as a detailed example.™

Table 2:
EMTR with a 10 per cent pre-tax real returnin Germany 1999 - level of German subsidiary -
. . . Fnandd . W ghted
Asst| Inaghbles | Buldngs | Machinay ASHS Invertories avergage
Hnence
New Equity DR 4248 3648 46.70 46.70 43.96
Retained Eamings 3B24 4853 PP 235 235 49.90
Deht -1713 247 939 963 963 4.99
Weighted average 15.08 29.29 20.69 34.48 34.48 31.11

Table 2 shows the results for the leve of the German subsidiary. It should be interpreted as follows:
For an invesment in financid assets, yielding a given pre-tax red return of 10 p.c. and financed by
retained earnings, the EMTR is 52.35 p.c. Thus, EMTR equas the German dtatutory tax rate on
profits which is not surprising as no depreciation is alowed for financial assets. Taking financial
asts as a benchmark, we observe that for machinery, financed in the same way, the EMTR is
about ten percentage points lower and thus also lower as the statutory tax rate. The reason is that
capitd dlowances on machinery for tax purposes are higher than the estimated true economic
depreciation due to the shorter lifetime of the asset (7 years for taxation instead of 11 years) as well

Thin capitalisation rules at the level of the subsidiary are neglected in the case of debt financing.

If not otherwise indicated relevant information was taken from INTERNATIONAL BUREAU OF FISCAL
DOCUMENTATION (1999); JACOBS(1999a), p. 116-135.

" SeelEIBFRITZ (1989), p. 161.

2 See DEUTSCHE BUNDESBANK (1998), Statistischer Teil, p. 7. No attention is given to differing exchange rates.
Referring to European Monetary Union the assumption seems to be reasonabl e.

See ENDRES/ DITSCH (1999), p. 26-40 for abrief description of the German tax system.

Corporation tax (Scr, 40 p.c.), solidary levy on CT (Sq, 5.5 p.c.), trade tax on income (S, 17.59 p.c. for an
average municipal levy for 1999 of 426 p.c.). With respect to the deductibility of trade tax from the corpora-
tion tax base the statutory tax rate for profitsequals 52.35 p.c. (Syr+ Ser* (1+Sq) * (1- Spy)).

10
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as to the gpplication of declining-balance (30 p.c.) ingtead of straight-line depreciation. Thisresultsin
a tax saving due to , acceerated” deduction of the costs of capita from the tax base. EMTR for
intangibles is lowest which indicates generous depreciaion practice in Germany Intangibles are
assumed to be depreciable for tax purposes over five years instead of an estimated period of true
economic depreciation of 12.5 years. For buildings the depreciaion practice in Germany is dso
generous (25 compared with 40 years) as the EMTR is below the datutory tax rate on profits.
Nevertheess, EMTR is highest of dl depreciable assets. This can be atributed to land tax
(Grundgteuer) which is an extralevy on an invesment in buildings. Findly, turning to inventories, the
EMTR as0 equds the sautory tax rate. In Germany we assume inventories are vaued on a ,last in
firs out* bass which diminates a taxable inflationary gain with regard to the assumptions of the King-
Fullerton modd.

If the corporation financed the same investments by new share capitd (i.e. new equity), EMTR
would be lower for al assets. The reason is the split corporation tax rate in Germany which will be
reduced to 30 p.c. for distributed profits (i.e. dividends) instead of 40 p.c. for retained earnings.
However, this tax rate reduction is compensated by the levy of a withholding tax on dividends of 5
p.c. according to article 10 paragraph 2a of the US/German Double Tax Tregty.

In contragt, if the investments were debt-financed, EMTR would be close to zero for al investment.
The reason is, that in the case of borrowing, interest is deductible form the tax base with its nomind
vaue. For investment in financid assets just yielding the market pre-tax return interest deduction at
the same rate reaults in the absence of discriminating taxes in a EMTR equd to zero. However,
EMTR on debt financed financia assets is podtive due to the levy of trade tax on the hdf of the
interest paid. On the other hand, the combination of interest relief and high capitd alowances can
result in an effective subsdy of margind invetments. In the case of Germany this is true for
invesments in intangibles and mechinery.

In summay, EMTR for investment in intangibles is lowest while EMTR for financid assats and
inventories are highest. Thisis aso obvious from the weighted average effective margind tax rates we
cdculate in addition to the 15 EMTR. We compute weighted average rates for assets by summing up
dl EMTR that involve a particular asset multiplied by the weight of each source of finance (29 p.c.
for new equity, 33 p.c. for retained earnings, and 38 p.c. for debt).”> Turning to finance, from the
welghted average rates for sources of finance it can easly be seen that debt financing is subject to the
lowest EMTR regardless of the precise asset. In spite of the levy of trade tax on hdf of the interest
payments the weighted average EMTR on debt financing is close to zero due to interest deduction
and generous depreciation alowances. We compute weighted average rates for sources of finance
by summing up dl EMTR that involve a paticular financing possibility multiplied by the weight of
each asset (1.43 p.c. for intangibles, 12.99 p.c. for buildings, 17.49 p.c. for machinery, 38.25 p.c.
for financiad assets, and 29.84 p.c. for inventories).’® Overdl, across al 15 asset and finance
combinations, the weighted average effective margind tax rate of the given German subgdiary
amountsto 31.11 p.c.

® For example weighted average EMTR for machinery (20.69 p.c.) is the sum of EM TR/ machinery/ new equity

* weight new equity (35.48 * 29 p.c. = 10.29 p.c.), EMTR/ machinery/ retained earnings * weight retained
earnings (42.32* 33 p.c. =13.98 p.c.), and EMTR/ machinery/ debt * weight debt (-9.39 * 38 p.c. =-3.58 p.c.).
For example weighted average EM TR for new equity (43.96 p.c.) isthe sum of EMTR/ intangibles/ new equity
* weight intangibles (30.92 * 1.43 p.c. = 0.44 p.c.), EMTR/ buildings/ new equity* weight buildings (42.48 *
12.99 p.c. = 551 p.c.), EMTR/ machinery/ new equity * weight machinery (35.48 * 17.49 p.c. = 6.21 p.c.),
EMTR/ financial assets new equity * weight financial assets (46.70 * 38.25 p.c. = 17.86 p.c.), and EMTR/ in-
ventories/ new equity * weight inventories (46.70 * 29.84 p.c. = 13.94 p.c.).
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3.1.2 Levd of theUS parent

If we only consder the level of the subsdiary, debt-financing is dways more tax-efficient than 1-
nancing by new shares issue and profit retention, respectively. However, in order to compare al
forms of finance in an adegquate manner, and hence, to decide whether a subsidiary should be 1-
nanced by retention, new equity, or debt, the anayss must include the taxation of profit repatriation
a the leve of the parent (e.g. taxation of inter-company dividends, interest, and capita gains at the
US parent).”” Wefirst assume that the parent finances the costs of the investment in the subsidiary by
new equity or profit retention. Refinancing with debt is consdered in a subsequent step.

- Debt financing: Interest payments from aforeign subsidiary are subject to US corporation tax.

- New equity: Foreign source dividends are taxable in the USA. In order to avoid double taxation
on dividends from foreign subsidiaries in the case of qudified participation a credit will be granted
not only in respect of a withholding tax on dividends but dso in respect of the underlying profit
taxes paid by the subsidiary (indirect foreign tax credit).'® The indirect foreign tax credit is limited
to the US corporation tax on the grossed-up dividend income. Depending on the leve of the for-
eign compared to the US tax burden on dividends the find burden on dividends will therefore be
ether the foreign tax paid (excess foreign tax credit) or the higher US tax on the taxable dividend
income. In case of an excess foreign tax credit foreign source dividends are effectively exempted
from further US taxation (exemption method in principle).

- Profit retention: Capitd gains upon the disposal of shares from the subsidiary are fully subject to
corporation tax in the United States.

If the parent uses debt for refinancing the investment in the subsidiary the connected interest costs are
adways deductible in the United States. The reason is that interest, dividends and capita gains are
taxablein the USA (capitd export neutrdity).

Considering now the accumulated tax burden of the foreign subsdiary and the parent we obtain the
following results reference given to the different forms of financing (seetable 3).

Table 3:
EMTR with a 10 per cent pre-tax real return in Germany 1999 - level of US parent -

Zggeagf Finencedf paret. | Intangibles | Bildings | Madtinary HArg:Sd Invertories \fﬁgtge:
New Ectity 2 %8 B8 | &0 | %0 | 439

NevEqity | Re@nedEamings | D@ 048 B8 | 60 | %60 | 439
Dett ) 1M 074 B0 BO | 13.79

New Ectity &7 o &% 7% 28 | 7129

Retinedeamings | ReanedEamings | 6371 o &% 7% 28 | 7129
Dett w17 R B B2 | 5583

New Ectity 2D 20 | %63 B0 BO | 3568

Dett RetinedEamings | 213 20 | 63 B0 B0 | 3568

Dett 2107 BV 1333 560 560 105

Wegtadaveage| 2542 | 3796 | 2037 | 4254 | 254 | 39.57

" For the taxation of international investment income in the United States see ENDRES / SPENGEL (1997), p. 83

93. No respect isgiven to states’ taxes which usually exempt foreign source income.

E.G. German corporation tax and trade tax on corporate income paid on the dividends can be credited against
US corporation tax (article 23 paragraph 1 of the US/German Double Tax Treaty). See also DEBATIN / ENDRES
(1990), p. 389-395. Thefact, that the foreign (e.g. German) income has to determined according to the US rules
is neglected.
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As the US gtatutory corporation tax rate (35 p.c.) is lower compared to the German statutory tax
rate on distributed profits including 5 p.c. withholding tax on dividends (46.7 p.c.) from the point of
view of aUS parent debt financing in generd is the mogt tax efficient way of financing. The reason is
that profits shifted through debt financing from the subsidiary to the parent are (besides trade tax on
income in Germany on hdf of the interest) only taxable a the leve of the parent. Therefore, the lower
US corporation tax rete is relevant for the EMTR. A further advantage results from the fact that in
the case of inflation the tax saving of interest deduction in Germany is higher than the tax burden on
interest in the USA..*® Due to the full taxation of capital gains upon the disposdl of sharesin the USA
retention of profits in a German subgdiary is taxed twice: Sautory rate on retained earnings in Ger-
many and corporation tax in the USA. As profit retention bears dready the highest EMTR in Ger-
many this financing strategy therefore is dways worst from atax point of view. EMTR on distributed
profit is between the two other ways of financing. As the tax burden on distributed profits in Ger-
many is higher than the US corporation tax, no further tax has to be paid by the US parent resulting
in an actud exemption of dividends from German subsidiaries.

In case the US parent itsdlf is debt-financed there is no explicit limitation as to the deduction of the
connected interest costs from the corporation tax base. Thus, interest deduction does not result in a
specific tax saving with respect to the different forms of financing a the levd of the subsdiary.

Overdl, across dl 45 asset and finance combinations, the weighted average effective margina tax
rate of the given German subsdiary at the leve of the US parent amounts to 39.57 p.c.

3.1.3 Levd of the US shareholder

So far, the tax implications of the investment and the financing of a German subsdiary were only
andysed up to the leve of the US parent not consdering the level of the US shareholders. This might
be sufficient in the case of a multinationa corporation with only little connection to its (anonymous)
shareholders. However, this andysis is neglecting at least the effect of the corporation tax system on
the financing of the parent by its own shareholders. Moreover, the EMTR on the overdl leve isrele-
vant for amedium-sized corporation with close relationsto its shareholders.

Table 4:
EMTR with a 10 per cent pre-tax real returnin Germany 1999 - level of US shareholder -

Zg;:;f Firenceof parent | Intangibles | Bildings | Madhinay i”;fsd Inventories ‘g’eg;‘[ge:
New EcLity 6713 7206 063 78 B8 | 74.28

NewEqity | RednedEamings | 580 6128 520 a3 &3 | 6236
Dett 351 825 7% 58l B8l | 54.50

New Ectity &0 8877 B DL DL | 89.25

Retsinedearings | ReanedEamings | 7668 8% 761 e @3 | 8218
Dett 7114 780 3B 67 B8 | 7753

Naw EcLity 6156 s e 719 71D | 69.74

Dett RegnedEamings | A6 516 2057 B B> | 56.35
Dett Bl 2604 TS 006 006 | 4752

Wegtedamage| 5861 | 6609 | 6156 | 6882 | 6882 | 67.05

Looking at table 4 for the overdl level we can observe that the overdl weighted average effective
margind tax rate is riang from 39.57 to 67.05 per cent. The reason is that investment returns are
taxed in the hands of the shareholders independent of the source of finance. However, the EMTR

¥ Seeingeneral FULLERTON (1984), p. 33; FULLERTON (1986), p. 286; GRAVELLE (1985), p. 104.



depends on whether we consder interest income (debt financing), dividends (new equity) or capita
gains (profit retention at the leve of the parent).

In the case of debt financing by the parent interest income of the shareholder is fully taxable at the
top persond rate. We assume a rate of 45.22 p.c. including federal income tax of 39.6 p.c. plus
date income tax of Cdifornia. We can see from table 4 that the lowest weighted average EMTR
results if both the German subsidiary and the US parent were debt-financed. In this Stuation the
»profits’ of the German subsidiary are - except trade tax on half of the interest expenses - only tax-
able in the hands of the US shareholders at their personal income tax rates.

The highest EM TR result from new equity financing. Under the US classica corporation tax system
dividends are subject to full income tax at arate of 45.22 p.c. This causes an economic double taxa-
tion as the underlying profits have dready been subject to corporation tax a the level of the German
subgdiary. As profit retention in Germany bears a higher effective tax burden compared with divi-
dend didribution the financing policy bearing the highest EMTR is profit retention in Germany and
new shareissuein the USA (89.25 p.c.).

In the case of retained earnings the redised capita gain on the accumulated profits in the corpora-
tion upon disposal of the shares is taxable at a reduced rate of 27.44 p.c. (20 p.c. plus state income
tax of Cdifornia). Thus, economic double taxation of profits is reduced compared with dividend
distribution but not eiminated if we consider debt financing as the benchmark.

In summary, it seems reasonable to conclude, that both the German and the US tax system aswell as
the interaction of these two systems digtort investment and financing decisons in many ways. The
mog tax efficient invesment in a German subsdiary is a intangible due to generous capitd dlow-
ances. Congdering the source of finance it is obvious that debt financing is most efficient and profit
retention in Germany is the worst tax strategy. Both tax systems favour debt financing compared to
new equity regardiess of whether we take the level of the subsdiary, the level of the parent or the
ovedl| level. However, the reasons for the preferentid treatment of debt financing is different for
each of the three level. For the leve of the subsdiary it is the German trade tax on income that dlows
interest costs to be deducted to the extend of 50 p.c. At the leve of the US parent it isthe lower US
datutory tax rate on profits compared with the one in Germany that causes preferentia trestment of
debt financing. Findly, at the levd of the shareholders the classical corporation tax leads to a higher
tax burden on dividends and capita gains.

3.2  Effectsof recent changesand proposalsfor reforming company taxation in
Germany

The tax amendment act for the years 1999/ 2000/ 2002 was passed in the German Parliament in
spring 1999. The purpose of the tax changes that came into force on January 1% 1999 was a modest
reduction of personal income tax rates and a reduction of the corporation tax rate on retained earn-
ings from 45 p.c. to 40 p.c. The corporation tax rate for distributed profits remained unchanged.
These tax rate reductions were largely financed by cut backs of tax incentives, along ligt of disa-
lowing certain expenses atogether from deduction, changes in tax accounting that lead to a deferrd
of the tax deductibility of much expenditure until nearer the time it is actudly incurred, and gtrict limi-
tations of tax-free step-ups in case of mergers and acquisitions.



Although there are a lot of tax changes many of them seem rdevant and seem to have a negative
impact for foreign companies investing in Germany® the calculation model applied in this paper can
only consider the reduction of the corporation tax rate on retained earnings. The most striking conse-
guences of this tax rate reduction on the financing decision of a US corporation investing in Germany
through a subsidiary can be seen from table 5.

Congdering the effects on all types of assets and sources of finance the overdl average EMTR in
1999 compared with 1998 are dightly lower on dl three leves (e.g. subsdiary, parent, and
shareholder).
The reduction of the overdl EMTR is caused by the reduction of the corporation tax rate on re-
tained earnings. As a result, profit retention in the German subsidiary becomes more atractive
relative to the two other ways of financing. The lower EMTR on retained earnings is a definitive
gain and becomes obvious on dl three levels. However, for US investors or foreign investors in
generd this benefit is not of much practicd importance as the two other ways of financing il
bear adgnificantly lower EMTR.
This reduction of the overd| average EMTR is compensated by a higher average EMTR on debt-
financed investment. The reason is the lower benefit of interest deduction in Germany due to the
reduction of the corporation tax rate on retained earnings.®
Asthe corporation tax rate on distributed profits does not change there is dmaost no impact on the
average EMTR on new equity. What can be observed is alittle rise of the EMTR on al three lev-
és.
Compared with 1998 the little higher average EMTR on new equity in 1999 is caused by minor
increases of the EMTR of the depreciable assets. These increases are the result of lesser tax sav-
ing through accelerated depreciation due to the reduction of the corporation tax rate on retained
earnings.

Table5:

Weighted average EMTR with a 10 p.c. pre-tax real return in Germany for sources of finance assuming investment

mix inthe subsidiary (intangibles (1.43 p.c.), industria buildings (12.99 p.c.), machinery (17.49 p.c.), financia

assets (38.25 p.c.), inventories (29.84 p.c.)) - 1999 and tax reform proposal -

Gamanabsday USparent USshareholder
Weighted averagetypesof assets 198 199 | rfom | 198 199 | rfom | 198 199 | rfom
Intangibles U | 158 | 1218 | 2440 | 542 | 2424 | 580 | 586l | 57.91
Buildings 0 | B0 | B | (B | IB | B8 | 6N | 60 | 6644
Machinery 2120 | 00| 1938 | 04 | P37 | 6L | 61.F | 6% [ 6171
Finendd asts HH | AB| BB | BV | LA | B&H | 05 | 8B [ 6485
Inventories HH | AB| BB | BV | LA | B&H | 05 | 8B [ 6485
Weighted average sourceof finance
Z:dﬁ)ea?/f Financedf parent
New Equity B | BB | IH | 7419 | 7428 | 7065
New Equity RetanedEamings | 4380 | 4396 | 3735 | 4380 | 43% | 371H | 224 | 6236 | 57.56
Det 1353 [ 3@ | 361 | 5436 | S50 | 4893
New Equity AP | 710 | 0B | NOB | 0S5 | 8360
Retainedeamings | ResinedEamings | 5421 | 4990 | 3405 | 7400 | 7120 | €08 | 842 | &18 | 7479

20
21

See ENDRES/ DITSCH (1999), p. 89-99 for an overview and comments.

The reduction of the corporation tax rate has two effects that cause arise of the EMTR in the case of debt
financing: First it lowers the gains of accelerated depreciation (e.g. the net present value of depreciation) and
second it causes arise of the effective (and definitive) burden of the German trade tax.
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Debt 6014 | 583 | 097 | @0 | 7773 | 6885

New Equity R%B | HEBB | 0H | 630D | @4 | 7186

Debt RetainedEamings | 444 | 499 | 579 | 3396 | 3568 | 9% | %10 | %636 | 59.15
Dett -160 | 105 | 700 | 4607 | 4722 | 50.78

Overall weighted average 32.28 | 31.11 | 24.26 | 3984 | 3957 | 3493 | 6721 | 6705 | 64.28

The find stage of the reform should be a uniform and linear tax rate of not more than 35 p.c. to be
levied on dl business profits regardless of the lega form or the digtribution policy. This,, business tax*

should cover both corporation income tax and trade tax on income. The details of thislast step of the
reform have not yet been drafted. However, a group of experts on company taxation has worked
out a concept® of a,,business tax* with severa aspects il to be discussed in autumn 1999/ spring
2000. The main features of this concept are, as aready mentioned, a Sgnificantly lower tax rate on
profits and the abolition of the corporation tax imputation system. Instead double taxation of distrib-

uted profit should be mitigated a the shareholder level by deducting half of the dividend income re-

ceived for the purpose of income tax (so-called shareholder relief).? It isintended that part of the tax
rate reductions are - besides the positive revenue effects of the abolition of the imputation system - to
be financed by a further ,, broadening” of the tax base. It seems reasonable to conclude that such a
change of the corporation tax system and the tax rates will have fundamental consequences for the
German tax system.?* For foreign companies investing in Germany, however, the change of the cor-

poration tax system has only aminor effect.

On the other hand, the tax rate reductions as well as the tax base broadening have an immediate
impact on the tax burden of a German subsidiary and are therefore more relevant.”® In order to &
sess the effect of the main features of the proposed tax changes on the EMTR the following cacula-
tions are based on the following assumptions:

- Implementation of a uniform tax rate on profits of 35 p.c. (corporation tax of 25 p.c. plus trade
tax onincome of 10 p.c. effectively). The 35 p.c. mark the statutory tax rate on retained earnings,
for digtributed profits the statutory tax rate rises to 38.25 p.c. assuming that the 5 p.c. withholding
tax on dividends will till be levied according to the US/German Double Tax Tregty. The statutory
(trade) tax rate on interest expenses will fal to 7.14 p.c.

- A cut back in the depreciation rules is consdered both for machinery (declining balance only 20
ingtead of 30 p.c.) and buildings (straight-line depreciation over 33 instead of 25 years).

The effects on the EMTR for a US investor are al'so shown in table 5. With respect to the overal
weighted average EMTR we can observe a decrease on dl three levels if we compare the reform
scenario with the stuation of 1999. However, the tax rate reductions have different impacts on the
weighted average EMTR for the different sources of finance.

- Atthelevd of the German subsidiary the EMTR on retained earnings is faling Sgnificantly from
49,9 to 34.05 p.c. Moreover, with respect to the 5 p.c. withholding tax on dividends this would
result in a EMTR on new equity of 37.35 p.c. thus being lower than in 1999 by about sSix per-

#  See BRUHLER EMPFEHLUNGEN ZUR REFORM DER UNTERNEHMENSBESTEUERUNG (1999).

# If a corporation receives (domestic and foreign) dividends these are exempted from corporation tax
(participation exemption).

#  SeeHEY (1999), p. 1192-1198; WAGNER / BAUR / WADEN (1999), p. 1296-1300; SCHIFFERS (1999), p. 741-747,

SPENGEL / VITUSCHEK (1999), for afirst analysis of the reform proposals.

A short assessment of the reform proposals on international inbound and inbound investors is given by

MENCK (1999), p. 561-563.
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centage points.® Finaly, EMTR on debt financing, however, would rise from 4.99to 5.79 p.c. as
the tax savings due to depreciation became less.

- If wemoveto thelevd of the US parent we can see that now, in contrast to the previous years,
new equity would be the most tax efficient way of financing. As there is gill a Stuation of excess
tax credit there is no further tax payment of the parent. Compared with new equity financing, the
reform would result in a higher EMTR on debt financing as the statutory tax rate on dividends
(38.25 p.c.) would be less than the statutory tax rate on interest that faces the US parent (39.64
p.c. = 7.14 p.c. trade tax in Germany plus 32.5 p.c.?’ corporation tax in the USA). As the re-
duced statutory German tax rate on profits leads to decreasing tax savings caused by depreciation
EMTR on debt financing after the reform would even be higher than at present. Although profit
retention will be taxed ggnificantly lower after the reform at the levd of the subsdiary it is dill the
worg grategy from atax point of view as capita gains are taxed again at the leve of the US par-
ent.

- Shifting to the leve of the US shareholder there is no change in the mogt tax efficient way of fi-
nancing the German subsidiary (e.g. debt is inferior to equity financing). However, as long as we
have the classical corporation tax systems in the USA, US shareholders should il finance there
corporation with debt instead of new equity from atax point of view.

Findly, with regard to the taxation of different investment projects, the EMTR for the types of &
sts in table 5 show that the relative taxation of depreciable assets (eg. intangibles, buildings, and
meachinery) in comparison with financid assets (and inventories) is becoming worse over time. The
tax reform concepts in Germany could therefore discourage, instead of encourage, red investment in
the future® Taking EMTR for buildings as an example we can see that in 1998 EMTR for financia
assets was about Six percentage points higher (35.95 compared to 29.84 p.c.) while after the pro-
posed reform the EMTR for financia assets would be about one percentage point less (25.35 comt
pared to 26.46 p.c.). The reason is that al assets whether or not depreciable or productive would
benefit from the tax rate reductions over time. This aready leads to arelaive deterioration of depre-
ciable assats as the present vaue of tax savings due to cepitd dlowances is fdling. Moreover, the
sad deterioration is even rising because of the tax base broadening and the cut back of depreciation

practise respectively.

3.3  Summary

Taking a time span of three years the German tax policy shows a clear trend towards a lowering of
tax rates combined with extending the tax base through a reduction in the (net present) vaue of d-
lowances for depreciable assets. This development is in line with the tax policies in other mgor in
dustridlized countries” beginning with the USA in 1986. Although the overal EMTR for atypica mix
of assets and sources of finance is decreasing over time, the effects of this tax policy on the simula-
tion of new investment and the attractiveness of Germany as a business location for US multinationa
investors is not clear. The questionable impact on new invetment sems from the deterioration in the

% Thus, we cannot confirm the conclusion that the tax burden on new equity will rise due to the reform. See

MENCK (1999), p. 562 for this conclusion that only seems to respect the corporation tax rate (30 p.c. at
present) and to neglect the effect of the trade tax that isincluded in the upper ceiling of the business tax rate
of 35p.c.

# E.g.35p.c. on aninterest 92.86 p.c. after deducting German trade tax of 7.14 p.c.

®  Seein general SCHNEIDER (1992), p. 665-669; SINN / LEIBFRITZ / WEICHENRIEDER (1999), p. 16; SPENGEL
(1994), p. 10-11; WAGNER (1999), p. 1522, 1527.

®  See CHENNELLS/ GRIFFITH (1997), p. 3-5.



taxation of depreciable assets rdlative to financid assets. Whether Germany becomes more attractive
as a business location for foreign investors is not an exclusve question of the overdl EMTR. If we
look a the EMTR for the different sources of finance we can see that EMTR on debt financing is
risng while EMTR both on retained earnings and digtributed profits are faling. With respect to the
financing of a German subsdiary of an US investor new equity even becomes more tax efficient than
debt. Therefore, the US investor should think over the financing structure of his German subsdiary if
he used debt as the predominant source of financing in the past. However, what is clear from the
results shown in table 5 is that the mogt tax efficient financing structure will bear a higher effective tax
burden after the reforms than before® This could prevent some investors from investing in Germany,
if there were better aternatives. The results are summed up in figures 2-4 consdering new equity,
profit retention, and debt financing a the leve of the subsidiary but only new equity refinancing a the
level of the parent.

¥ E.g. atthelevel of the parent EMTR for new equity after the refrom is 37.35 p.c. whereas EMTR for debt was

33.96 p.c. in 1998. Seetable 5.
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Figure 2:
EMTR with a 10 p.c. pre-tax real return in Germany assuming investment mix in the subsidiary and only new eg-
uity refinancing of the US parent (see table 5 for the numbers) - 1998 -
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10 1

0

Effective Marginal Tax Rate (per cent)

German Subsidiary US Parent US Shareholder

ORetained Earnings BNew Equity ®Debt

Figure 3:
EMTR with a10 p.c. pre-tax real return in Germany assuming investment mix in the subsidiary and only new eg-
uity refinancing of the US parent (see table 5 for the numbers) - 1999 -
Fehler! Kein glltiges eingebettetes Obj ekt.

Figure 4:
EMTR with a10 p.c. pre-tax real return in Germany assuming investment mix in the subsidiary and only new eg-
uity refinancing of the US parent (seetable 5 for the numbers) - reform -

Fehler! Kein glltiges eingebettetes Obj ekt.

An interesting (and intended?) side effect of the reform is that the tax revenues in Germany are ex-
pected to rise. This holds at least for existing investment structures if the US investors act accordingly
and change their financing policy from debt to equity. The reason is that profits in the case of equity
financing are taxed in the source country (i.e. Germany = state of the subsdiary) whereas interest in
the case of debt financing is taxed in the dtate of resdence of the investor (i.e. USA = date of res-
dent of the parent).

4 Taxation of USinbound investment in Europe

Findly, the attractiveness of Germany as a business location of US multinationals compared to other
EU-member dates is andysed by establishing a EU-wide country ranking of the tax podtions. The
results for the leve of the EU-subsdiaries, the US parent and the US shareholders are shown in
tables 6-8 with respect given to the German tax changes and reform proposas. Concerning the
weights for the assets and sources of finance, the calculations are based on the same assumptions as
in the case of Germany (seetable 1, chapter 2 for the weights).

For the level of the subsidiaries™ we see from the find column in teble 6 that the EU-average over-
al EMTR is about 23 p.c. The highest EMTR can be found in France (39 p.c.). Overdl EMTR be-
low 20 p.c. are calculated for five countries (Finland, Greece, Irdland, Italy, and Sweden), the value
for Greece (12 p.c.) being the lowest. Thus, we have an EU-wide spread of about 27 percentage
points. This EU-wide spread cannot be explained by just one feature of the nationa tax systems but
as a generd rule it can be gtated that countries having a high statutory tax rate on profits (such as

31

See CARON & STEVENS/ BAKER & MCKENZIE (1999), Chapter C for a detailed analysis.
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France, Spain, and Germany) dso show high effective tax burdens for retained earnings while coun-
tries with low datutory tax rates on profits often go dong with low effective tax burdens (for example
Finland and Sweden).



Table 6: Effective marginal tax rates - US-cross-border-investment in Europe - Level of subsidiary

Average of each source of finance
(assuming investment mix in the subsidiary- intangibles (1.43 p.c.), industriad buildings (12.99 p.c.),
machinery (17.49 p.c.), financial assets (38.25 p.c.), inventories (29.84 p.c.)) Overadl
Source of finance subsidiary New Equity Retained Earnings Debt average
Audtria 41.13 38.03 6.10 26.79
Belgium 40.97 37.86 -3.86 2291
Denmark 37.74 34.47 0.71 22.59
Finland 3143 27.82 -0.25 18.20
France 53.47 51.02 18.36 39.32
Germany 1998 43.80 54.21 4.44 32.28
Germany 1999 43.96 49.90 4.99 3111
Germany reform 37.35 34.05 579 24.26
Greece 27.25 27.25 -11.93 12.36
Ireland 20.21 20.21 1.68 18.75
Italy 30.93 27.29 -0.50 17.78
L uxembourg 41.15 38.05 -4.14 22.92
Netherlands 38.43 35.19 0.29 22.87
Portugal 38.97 35.76 -2.63 22.10
Span 48.96 43.28 12.75 33.32
Sweden 30.63 26.98 -1.42 17.24
United Kingdom 31.58 31.77 252 20.60
Average (Germany 1998) 37.71 35.88 1.47 23.34
Average (Germany 1999) 37.72 35.59 151 23.26
Average (Germany reform) 37.28 34.54 1.56 22.80




Table 7: Effective marginal tax rates - US-cross-border-investment in Europe - Level of parent

Average of each source of finance
(assuming investment mix in the subsidiary- intangibles (1.43 p.c.), industriad buildings (12.99 p.c.),
machinery (17.49 p.c.), financia assets (38.25 p.c.), inventories (29.84 p.c.))
Source of finance subsidiary New Equity Retained Earnings Debt
Source of finance parent N ew Retai_ ned Debt N ew Retai_ ned Debt N ew Retai_ ned Debt Overdll
Equity | Earnings Equity | Earnings Equity | Earnings average

Audria 41.13 41.13 9.42 63.57 63.57 43.95 39.13 36.13 6.36 37.09
Belgium 40.97 40.97 9.18 63.46 63.46 43.78 314 3154 -5.32 3351
Denmark 37.74 37.74 4.22 61.25 61.25 40.39 35.63 35.63 0.96 33.38
Finland 35.90 35.90 1.39 56.93 56.93 33.74 35.90 35.90 1.39 3115
France 53.47 53.47 2841 72.01 72.01 56.94 46.02 46.02 16.95 4791
Germany 1998 43.80 43.80 13.53 74.09 74.09 60.14 33.96 33.96 -1.60 39.84
Germany 1999 43.96 43.96 13.79 71.29 71.29 55.83 35.68 35.68 1.05 39.57
Germany reform 37.35 37.35 361 60.98 60.98 39.57 39.55 39.55 7.00 34.93
Greece 33.77 33.77 -1.89 56.56 56.56 33.17 27125 27.25 -11.93 26.29
Ireland 37.16 37.16 333 57.84 57.84 35.13 37.16 37.16 333 3252
Italy 30.93 30.93 -6.27 56.59 56.59 3321 34.32 34.32 -1.04 28.55
L uxembourg 41.15 41.15 9.46 63.58 63.58 43.98 31.88 31.88 -4.80 33.78
Netherlands 3843 3843 5.27 61.72 61.72 41.11 35.19 35.19 0.29 33.61
Portugal 38.97 38.97 6.10 62.09 62.09 41.68 32.87 32.87 -3.28 32.88
Spain 48.96 48.96 21.47 66.98 66.98 4921 43.28 43.28 12.75 43.08
Sweden 35.15 35.15 0.22 56.39 56.39 32.90 35.15 35.15 0.22 30.32
United Kingdom 37.22 37.22 342 59.50 59.50 37.69 3743 37.43 3.73 33.33
Average (Germany 1998) 39.65 39.65 7.15 62.17 62.17 41.80 35.78 35.78 1.20 34.48
Average (Germany 1999) 39.66 39.66 7.17 61.98 61.98 41.51 35.90 35.90 1.38 34.46
Average (Germany reform) 39.22 39.22 6.49 61.30 61.30 40.43 36.15 36.15 1.77 34.16




Table 8: Effective marginal tax rates - US-cross-border-investment in Europe - Overal level

Average of each source of finance

(assuming investment mix in the subsidiary- intangibles (1.43 p.c.), industriad buildings (12.99 p.c.),
machinery (17.49 p.c.), financia assets (38.25 p.c.), inventories (29.84 p.c.))

Source of finance subsidiary New Equity Retained Earnings Debt
Source of finance parent Ne\_N Retai_ ned Debt Ne\_N Retai_ ned Debt Ne\_N Retai_ ned Debt Overdll
Equity | Earnings Equity | Earnings Equity | Earnings average

Audria 72.72 60.30 52.11 85.02 76.58 71.03 71.63 58.85 50.43 65.57
Belgium 72.64 60.18 51.98 84.96 76.50 70.93 67.47 53.34 44.03 63.44
Denmark 7161 58.83 50.41 84.26 75.58 69.86 7048 57.33 48.67 64.25
Finland 69.86 56.51 47.71 81.36 7177 65.43 69.86 56.51 47.71 62.02
France 79.48 69.25 62.51 89.64 82.71 78.14 75.40 63.85 56.23 72.02
Germany 1998 74.19 62.24 54.36 90.78 84.22 79.89 68.80 55.10 46.07 67.21
Germany 1999 74.28 62.36 54.50 89.25 82.18 77.73 69.74 56.35 4752 67.05
Germany reform 70.65 57.56 48.93 83.60 74.79 68.85 71.86 59.15 50.78 64.28
Greece 68.69 54.96 4591 81.18 7150 65.12 65.12 50.23 40.41 59.13
Ireland 70.55 57.42 48.77 81.88 7243 66.20 70.55 57.42 48.77 62.85
Italy 67.14 52.90 4352 81.19 7152 65.14 69.00 55.36 46.38 60.47
L uxembourg 72.74 60.32 52.13 85.03 76.60 71.04 67.66 53.59 44.32 63.60
Netherlands 71.24 58.34 49.84 84.01 75.24 69.47 69.47 55.99 47.11 63.49
Portugal 7154 58.73 50.29 84.21 7551 69.78 68.20 54.31 45.15 63.06
Spain 77.01 65.98 58.71 86.89 79.06 7391 7391 61.87 53.93 69.14
Sweden 69.45 55.96 47.07 81.08 71.37 64.97 69.45 55.96 47.07 61.53
United Kingdom 70.58 57.47 48.82 82.79 73.63 67.60 70.70 57.61 48.99 63.32
Average (Germany 1998) 71.96 59.29 50.94 84.29 75.61 69.90 69.85 56.49 47.68 64.07
Average (Germany 1999) 71.97 59.30 50.95 84.18 75.48 69.76 69.91 56.57 47.78 64.06
Average (Germany reform) 71.73 58.98 50.58 83.81 74.99 69.16 70.05 56.76 48.00 63.88
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Table 9 shows the statutory tax rates on profits (corporation tax and other profit taxes when levied)
and the EMTR for retained earnings in the EU-member states. EMTR above the statutory tax rates
are caused by the levy of non-profit taxes others than land tax (e.g. Audtria, France, and Luxem-
bourg) or by comparably redtrictive rules for profit computation (e.g. UK). On the other hand,
EMTR noticeably below the statutory tax rates express comparably generous rules for profit com-
putation (e.g. Belgium, Greece) or preferentid tax rates for certain types of income (e.g. Itay).

EMTR for new equity are in generd higher than EMTR on retained earnings. Thus, profit retention at
the leve of the subsidiary seems more favourable than distributing income to the parent. However,
one has to bear in mind that capitd gains upon the digposad of shares are fully taxable in the USA
wheress profit taxes on distributed income can be credited against US corporation tax. At the level
of the subgdiary the higher EMTR for new equity relative to retained earnings result from the levy of
withholding taxes according to the provisions of the double tax tregties of the EU-member states with
the USA (except Greece and Italy).* In Germany (1998 and 1999) and the UK, however, the
EMTR for new equity is lower. In Germany this can be explained by the split rate corporation tax
system that is unique in Europe.® In the UK one half of the tax credit subject to a deduction of 5 p.c.
of the dividend and hdf the tax credit is granted to US inbound (direct) investors according to the
provisions of the UY UK double tax treaty.* This subsdy qudifies for a rdatively small repayment
in the case of profit distribution.

Table9:
Statutory tax rate on profitsand EM TR for retained earnings in the EU-member states - level of subsidiary -

Country Statutory tax rate I_EM TR fo_r Statutqry _tax rate _ EM TR for _
on retained retained earnings | on distributed | distributed profits
earnings profits
Audria 34.00 38.03 37.30 41.13
Belgium 40.17 37.86 43.16 40.97
Denmark 34.00 34.47 37.30 37.74
Finland 28.00 27.82 31.60 3143
France 40.00 51.02 43.00 5347
Germany 1998 56.70 54.21 46.85 43.80
Germany 1999 52.35 49.90 46.70 43.96
Germany reform 35.00 34.05 38.25 37.35
Greece 35.00 27.25 35.00 27.25
Ireland 28.00 20.21 28.00 20.21
Italy 41.25 27.29 4419 30.93
Luxembourg 37.45 38.05 40.58 41.15
Netherlands 35.00 35.19 38.25 3843
Portugal 37.40 35.76 4053 38.97
Span 44.75 43.28 50.27 48.96
Sweden 28.00 26.98 31.60 30.63
United Kingdom 30.00 31.77 29.81 31.58

From the point of view of the subsidiary, debt financing is treated far most generoudy, resulting in an
EU-average EMTR of about 1.5 p.c. only. If interest payments were fully deductible one would

¥  SeeINTERNATIONAL BUREAU OF FISCAL DOCUMENTATION (1999), for the withholding taxes.

See JACOBS (1999b), p. 265-268, for an overview of the European corporation tax systems.
¥ See GAMMIE (1998), p. 433-435 for details.
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expect an EMTR for debt equa to zero. However, limitation of full interest deduction outsde the
scope of thin capitdization rules (eg. trade tax in Germany and Spain) and/ or the levy of high non-
profit taxes (e.g. France) can result in a postive EMTR whereas no limitation of interest deduction
combined with very generous rules for profit computation result in negative EMTR expressing a sub-
Sdy of debt-financed investment (e.g. above dl Greece).

Turning to the leve of the US parent we see from the find column in table 7 that the average EMTR
is rigng from 23 p.c. to about 34 p.c. French subsdiaries bear the highest overdl EMTR (48 p.c))
while overdl EMTR below 30 p.c. exist for Greek and Itdian subsidiaries. The spread of the EMTR
amounts to 19 percentage points and is lower than at the leve of the subsidiaries (27 percentage
points). Explanation is given by the fact that dl returns from invesment are taxable a the level of the
US parent.

Profit retention in the subsdiary bears the highest EMTR for investment in al EU-member dates
because of full taxation of capital gains upon the digposd of sharesin the USA. This resultsin a dou
ble taxation of the retained earnings.

Above dl, the decrease of the spread of the overall EMTR can be explained by the US taxation of
foreign dividends. Due to the indirect foreign tax credit these dividends are taxed at least with the US
corporation tax rate. Therefore, distributed profits in the case of equity financing and interest income
in the case of debt financing should in principle bear the same tax burden. However, the results in
table 7 show that average EMTR for new equity is higher than for debt financing. The reason is the
limitation of the indirect foreign tax credit to the US corporation tax on the grossed-up dividend.
Consequently, in the case of excess foreign tax credit the higher tax level of the country of resdence
of the subsdiary becomes relevant. On the other hand, countries that have compared with the US
corporation tax rate a lower EMTR on distributed profits (e.g. new equity) loose part of ther ad-
vantage relative to other countries as the higher US tax rate is relevant (e.g. Finland, Greece, Ireland,
Itay, Sweden, and the UK). But EMTR for new equity and debt at the level of the US parent is only
equd for subgdiaries in those countries with lower EMTR that do not tax either new equity nor debt
preferentidly (e.g. Finland, Irdand, and Sweden).

Findly, looking at table 8 which shows the EMTR for the overdl levd, we see from the find column
that the average overdl EMTR is about 64 p.c. and the spread is decreasing to 13 percentage
points. France 4till is the country with the highest EMTR (72 p.c.) whereas Greece is the country
with the lowest EMTR (59 p.c.). The average numbers in the last three rows of table 8 make clear
that except for German, Itdlian and UK subsdiaries debt financing of foreign subsidiariesis in princi-
ple dso more tax efficient than equity financing from the point of view of the US shareholders. Profit
retention bears the highest overdl EMTR. Consdering the tax optima financing of a US parent
through its domestic shareholders debt financing is best and new equity financing worst.

After dl, assessing the attractiveness of Germany as a business location for US multinationas in the
European Union, we can see for dl three levels (e.g. subsdiary, US parent, and US shareholder)
that Germany stands on 13" position in 1998 and 1999. It would move to 12" position if the reform
took place. Although this is only an improvement by one postion in the country ranking, overal
EMTR for investment in a German subsidiary would be very close to average. Thus we can conclude
that on the one hand, the reform would improve the competitiveness of Germany sgnificantly. On the
other hand, however, Germany would not become atax haven at al (see figures 5-7).



Figure 5: Overall EMTR with a 10 p.c. pre-tax real returnassuming typical investment and financing mix
- level of subsidiary (seetable 6 for the numbers) -
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Figure 6: Overall EMTR with a 10 p.c. pre-tax real returnassuming typical investment and financing mix
- level of US parent (see table 7 for the numbers) -
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Figure 7: Overall EMTR with a 10 p.c. pre-tax real returnassuming typical investment and financing mix
- level of US shareholder (see table 8 for the numbers) -
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5 Conclusion

In this study we wanted to assess the attractiveness of Germany compared to the other EU-member
dates as a business location for US multinationd investors. In order to do this we had to andyze the
effective tax burdens for the level of the subsidiary, the US parent, and the US shareholders sepa-
rately.

The caculation of effective margind tax rates (EMTR) was based on the commonly used gpproach
of King and Fullerton which was extended in certain aspects. We referred to a typicd manufacturing
company which is characterised by a particular combination of investments and forms of finance. We
consdered five different types of invesment: intangibles, indudrid buildings, machinery, financid
assets and inventories. The financing policy considered three sources of finance: new equity capitd,
retained earnings, and debt.

The cdculations took into account the most relevant tax provisons. Relating to company taxation,
we conddered the corporation tax systems, other (local) profit taxes and non-profit taxes, the tax
rates, and the most relevant aspects of the tax base (e.g. depreciation rules and va uation of invento-
ries). Moreover, the treetment of different types of investment income was taken into account (e.g.
dividends, interest income and capitd gains).

The results consdering the level of the subsidiaries have shown that thereis a great variation among
the EMTR in the EU-member sates. For our manufacturing company EMTR range from 12.36
(Greece) to 39.32 p.c. (France). The ranking of the countries from the highest to the lowest EMTR
above dl isinfluenced by differences between the (effective) rates of corporation tax (including loca
profit taxes and surcharges). However, on average there is only a minor impact of the tax base (i.e.
rules for computing taxable income).

The andyss referring to the level of the US parent and of the US shareholders has shown, that
differences between the effective tax burden in the EU-member states can distort decisons of a US
multinationa company with respect to the cross-border financing and location of investment within
the EU. In genera those countries with low nationd EMTR are more attractive as business location
than countries with higher nationd EMTR.

Consdering the source of finance of the subsdiary, debt financing is in the mgority of cases most
efficient whereas profit retention in the subsdiary is due to taxation of capitd gainsin the US indeed
the wordt tax Strategy.

With respect to the present tax law, Germany stands only on 13" position in the country ranking of
the EMTR. If the reform proposals for the year 2000 or later were carried out (e.g. reduction of
datutory tax rate on profits to 35 p.c. and cut back of depreciation alowances) Germany would
improve its pogtion in the country ranking and range close to the average EMTR of dl EU-member
dtates. Moreover, the reform proposa are likely to have an impact both on investment patterns (e.g.
deterioration of depreciable assets) and financing decisons (e.g. new equity would then be more tax
efficient than debt financing) of US parentsin Germany.
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