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I. INTRODUCTION

This paper takes a global view of the whole area of taxation: it is intended to be the basis for
an open debate within the informal meeting of ECOFIN Ministers on an overall approach to
taxation issues. In the past too often discussions were confined to taxation proposals seen in
isolation, thus limiting proper consideration of wider tax issues and of the framing of taxation
policy within the wider context of EU policies.

Looking at the years ahead, three main challenges have been identified for taxation policy in
the European Union. They are clearly interlinked, and solutions will be mutually reinforcing.
They are:

• Stabilisation of Member States' tax revenues.

• Smooth functioning of the Single Market.

• Promoting Employment.

The run-up to the third stage of the EMU and the Confidence Pact on Employment enhance
the need for a greater concerted effort in taxation policy. It is the Commission’s duty to raise
these matters at the European level, and to suggest possible areas for initiative, fully
respecting the principle of subsidiarity.

II. MAIN CHALLENGES OF TAXATION POLICY IN THE EUROPEAN UNION

II.1 STABILISATION OF MEMBER STATES' TAX REVENUES

Fair competition is a key component of the Single Market, but unfair competition in the tax
area is a cause of concern because of its potential negative effects, particularly on tax revenues
of Member States, on the efficient allocation of economic resources within the EU, and on
competitiveness and employment.



3

Fiscal degradation occurs through the erosion of the tax base resulting both from tax
competition (the relocation of taxable bases to other countries) and from the development of
the underground economy (the relocation of taxable bases towards the black market). The
former depends on the differential between effective rates of taxation, the latter on their
absolute level.

There is little evidence of fiscal erosion affecting the total level of tax and social security
revenues so far. Over the last 15 years these have been constant or slightly increasing, as a
percentage of GDP in the EU. However, while the taxation of labour has been increasing, the
taxation of factors of production other than labour has shown an overall decrease.

The mobility of labour within the European Union is undoubtedly lower than the mobility of
capital: the globalisation and the closer integration of the capital markets and the accelerated
penetration of the new communication technologies have done much to encourage the
international mobility of activities, in particular in the financial sector. While liberalisation of
the financial markets has considerably improved the efficiency of resource allocation and
reduced the cost of financing, it has also widened the scope for tax planning and increased the
opportunities for tax avoidance and evasion and thus helped to erode the tax base in many
countries in the world. This concern was recognised by the Council when it agreed that the
liberalisation of capital movements should be accompanied by appropriate tax measures.

Further, increased pressure is put on taxation by the need to fund, through social security
systems, an ageing population and worsening unemployment trends. The augmented pressure
on the taxable base tends to constitute an increased incentive for tax avoidance and evasion,
possibly via the underground economy.
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There has been a structural change in the tax systems of Member States, possibly as a
consequence of these developments. This suggests that the stability of total tax revenues has
been achieved at the cost of a progressive alteration in the structure of taxation: the tax burden
has been shifted to the less mobile tax base - labour - in order to recover the tax lost from the
erosion of other more mobile bases. Between 1980 and 1993, the implicit tax rate on
employed labour for the Community as a whole grew by about one fifth while the same
indicator for other factors of production - mainly self-employed labour and capital - decreased
by more than a tenth.1

These developments suggest that individual Member States’ freedom to structure their own
taxation systems has diminished, and that they have in part reacted to the threat of fiscal
degradation by shifting the tax burden. Presently there is increasing concern that the burden on
labour cannot be made any heavier, pending the risk of the tax base erosion through the
underground economy, but also not to worsen the already negative effects on labour costs and
employment.

Even though fiscal degradation affects every major source of taxation (consumption taxes,
business taxation, capital income taxation, social contributions), its effects differ greatly
according to the nature of the tax concerned. Even consumption taxes, which are harmonised
to a much greater extent than direct taxes, are not immune from the risk of fiscal degradation.

VAT is threatened in particular by the growing number of international services which use
new technologies to locate taxable transactions outside the territorial scope of the common
VAT system. Telecommunications are the most frequently quoted examples, but there are
others, especially where the consumers of the services do not have the right of deduction
(banks, insurance companies, etc.). Moreover, the divergence between national VAT
legislations gives increasing scope to avoid taxation.

                                                

1 Tableau de bord  Prélèvements Obligatoires - DG XXI - February 1996.
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Excise duties are less harmonised than VAT, and serious disparities (above the minimum rates
in the three major categories of tobacco, oil and alcohol products) considerably curtail
Member States’ freedom of action in taxation policy. Any increase in excise duties by a
Member State must take into account the possibility of losing economic activity, and therefore
revenues, to neighbouring countries with a much lower rate for the same product, or to
competing products which are excluded from the tax base concerned.

As far as business taxation is concerned, the Ruding report2 highlighted, as long ago as March
1992, the potentially dangerous effects of unfairly undermining taxation revenues of other
countries.  The greatest threat is in the area of internationally mobile business and capital.
Special tax regimes or derogations are most commonly found for international financial
services, multinational group management, headquarters and treasury management.
Manufacturing industry and the primary sector can also enjoy these advantages.  The
Commission has had valuable discussions with the direct tax authorities of Member States in
the Committee of Heads of National Tax Administrations.  Important work has also been
carried out within the framework of the OECD paying particular attention to special tax
regimes which give rise to opportunities for tax avoidance and evasion. This work also notes
certain elements that may help identify special regimes which can cause unfair competition
even if they do not give rise to tax avoidance and evasion possibilities. These useful
discussions have not yet produced concrete results.

The diversity of national tax regimes for capital income, and particularly the generally
favourable treatment given to interest paid to non-residents, produces economic distortions
both within and between Member States, non compatible with the notion of a single capital
market within the EU. Capital mobility should be preserved, while also preserving the right of
Member States to tax capital income.

                                                

2 Report of the Committee of Independent Experts on Company Taxation, Commission of the European
Communities, 1992.
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The differential in social security contributions and personal income taxes between
neighbouring countries might play a role, especially in border regions, in creating incentives
to cross-border migrations both for work and for residence. However, much greater seems the
danger that high levels of social security contributions and personal income tax would lead
workers, especially the self employed, to relocate their activity in the underground economy in
order to under report their tax revenues3.

II.2 THE SMOOTH FUNCTIONING OF THE SINGLE MARKET

The Single Market with its four fundamental freedoms of movement is the cornerstone of
European integration. In addition, it has a key role in paving the way for EMU, stimulating
economic growth and employment, and strengthening the Union's competitiveness. Through
the establishment of the Single Market, the Community aims to promote sustainable growth
and a high level of employment in the European Union. As other regulatory and economic
barriers are progressively removed, taxation is rightly perceived as an increasingly important
residual factor preventing the full realisation of these crucial goals. The European Parliament,
economic operators and individuals regularly draw attention to the lack of progress in this
field.

The completion, application and fully effective functioning of the Single Market remains an
overriding priority. Removing the tax obstacles will bring economic and welfare benefits for
citizens and for business, whilst, at the same time, preventing non-taxation within the Single
Market as a result of cross-border tax arbitrage, avoidance or evasion. The consequent
stabilisation of revenue collecting capacities will, in turn, prevent tax base erosion from
impeding Member States’ ability to pursue fiscal consolidation.

                                                

3 The size of the underground economy varies between countries, but is probably equivalent to between 5%
and over 20% of GDP. For more background, see, for example, Evaluation de l'économie au noir, Office de
Recherches Sociales Européennes, November 1995.
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In VAT, the transitional regime has enabled the abolition of border controls on goods within
the Single Market, but it has not abolished all tax obstacles. The Commission’s report on the
functioning of the transitional regime and consultations with economic operators clearly show
that the changes which are needed to the common VAT system go much further than simply
moving to an origin based system. A fully functioning Single Market requires a system which
is much simpler and more uniform and which will treat intra-Community transactions as
equivalent to domestic ones. This should reduce administrative burdens on operators, as well
as the possibilities of fraud, as goods will be travelling under the tax paid regime.

In the personal tax area, a true Single Market requires non-discriminatory treatment of frontier
workers and other non-resident taxpayers. Problems such as the double taxation of the same
income and the lack of co-ordination for individuals who pay taxes in one Member State and
social security contributions in another act as a barrier to free movement and distort the Single
Market. As well as having an economic cost, additional tax disadvantages linked to cross-
border financial transactions (insurance premiums, pensions, mortgage interest, etc.) also
complicate the lives of citizens.

Businesses operating on a European scale rightly complain of tax barriers to cross-border
income flows. The list of problems is long and includes the treatment of permanent
establishments compared to domestic companies; cross-border interest and royalty payments;
and losses of permanent establishments and subsidiaries in other Member States. Part of the
difficulty in solving these problems is perhaps connected with the risk for Member States of
losing revenues: in fact precisely because of the existence of different national treatments
(resident versus non-resident) and national derogations the risk of severe revenue losses
exists.
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II.3 PROMOTING EMPLOYMENT

In subscribing to the objectives of the White Paper on Growth, Competitiveness and
Employment, the Member States underlined the need to put an end to the relative over-
taxation of labour in order to promote employment within the EU. The need for fiscal action
in terms of the relative burden of taxation was restated at the Essen, Cannes and Madrid
European Councils, and most recently it has been highlighted in the programme of the Italian
Presidency. The threat of fiscal degradation on the structure of tax systems is such that, in
absence of corrective mechanisms, Member States may be unable to redress this balance
through individual actions. Moreover, the question arises of what will happen to total tax
receipts once labour’s capacity to absorb the tax burden has been exhausted.

Clearly, reversing this trend should be a priority. The effect on the promotion of employment
will depend on the possibility of changing permanently and significantly the relative gross
prices of labour and non-labour factors of production. Reversing the tax burden on labour
could, to some degree, be self-financing. But to avoid increasing budget deficits, Member
States have rightly subordinated fiscal restructuring to the need to fund the net costs of
reducing labour taxation, either through alternative sources of revenue or from expenditure
cuts. Public expenditure cuts may contribute, but are unlikely on their own to be able to fund a
sufficiently significant tax reduction on labour. The choice for alternative funding includes
indirect taxation (VAT and excise duties); capital and real property taxation; and new or
increased environmental or energy taxes.4 In that context, it might be considered to what
extent a more comprehensive approach to the taxation of energy products would contribute to
providing Member States with alternatives for the reduction of labour costs, while at the same
time contributing to the fulfilment of Community environmental objectives. It is also
important to examine the relationship between taxation and the financing of social protection
systems to ensure that systems promote employment and avoid disincentives to work.5

                                                

4 See White Paper on Growth, Competitiveness and Employment  COM(93)700; and Energy Policy for the
European Union  COM(95)682.

5 See Commission Communication on the future of social protection - a framework for a European debate
COM(95)466.
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Although a number of individual measures have been taken in Member States, fiscal
restructuring has not to date occurred to the extent suggested by the White Paper: prospects
for the future must therefore depend on creating a replacement tax base with the necessary
level of stability to fund labour tax reductions. In this context, it may be worth exploring the
idea of using the new definitive VAT regime and fixing the average of the VAT band some
one to three points above the weighted average that would be necessary to keep tax revenues
constant. This would provide room for manoeuvre to make substantial reductions in non-wage
labour costs, while co-ordinated and careful fine tuning should make it price neutral.

III. THE ROLE OF TAXATION POLICY IN THE FRAMEWORK OF THE EMU AND THE
CONFIDENCE PACT FOR EMPLOYMENT

The three main challenges of taxation policy indicated above are of a structural nature, and of
permanent importance. In the present phase of European integration, characterised by the run-
up to the third stage of EMU, they acquire even greater importance. Counteracting the erosion
of Member States’ tax revenues is a particularly crucial objective as they are making efforts to
meet the Maastricht requirements on fiscal discipline.

The elimination of tax barriers in the Single Market is made even more important by the
EMU, both because the Single Market is the cornerstone of the EMU and because it would
appear contradictory to do nothing to remove tax distortions while trying to remove
distortions related to misalignments of exchange rates.

Improvements in tax systems, so as to make them employment-friendly rather than biased
against employment, will contribute to the fight against unemployment at a time when this is
the main priority of the Union’s policies. The positive effect would be enhanced by the
favourable results in terms of a more equitable income distribution. For these reasons, steps
towards a more concerted taxation policy in the European Union should be a key ingredient
within the context of the Confidence Pact strategy.
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IV. THE NEED FOR A MORE CO-ORDINATED APPROACH IN TAXATION POLICY.

There is a clear contrast between the need for progress in tax co-ordination and the decisions
adopted so far in this area, which has been substantially lagging relative to many other areas
of European integration. Tax co-ordination at the EU level has suffered from two main
obstacles: the decision making rules and the lack of an overall perspective showing the
economic and social downside of failing to reach decisions.

The requirement of unanimity in the Council for all tax decisions is obviously a strict one. The
sheer number of significant Commission proposals in the taxation domain presently on the
Council’s table (18) and the number of proposals withdrawn by the Commission in the same
field (30) are clear evidence of this.

Even if the unanimity requirement were to be maintained, more progress might still be made if
greater consideration were given - already in the presentation of Commission proposals - to
the wide-ranging consequences of failure to adopt the various proposals. The costs of
accepting certain proposals are often clear to Member States, while the costs of rejecting them
are less so.

Yet, as indicated above, repeated failure to achieve progress in tax co-ordination has
substantially contributed not only to maintaining distortions in the Single Market, but also -
less visibly - to generating unemployment and even to creating opportunities for tax base
erosion. The apparent defence of national  fiscal sovereignty has gradually brought a real loss
of fiscal sovereignty by each Member State in favour of the markets, through tax erosion,
especially on the more mobile tax bases. In order to counteract this phenomenon each Member
State has to some extent been driven to overcharge labour. This has unwanted adverse effects
on employment and on income distribution.
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A different approach would have consisted in better co-ordination among Member States in
the area of taxation. A deliberate and limited pooling of fiscal sovereignty by individual
Member States to their collective decision-making would have avoided an unconscious
surrender of sovereignty by each of them to market forces, in a field that should remain the
prerogative of public policy.

V. A LINE OF ACTION

In the current situation, no Member State can alone remove either all the tax obstacles or the
various causes of the process of tax degradation broadly defined. In such circumstances,
inactivity is not a valid option: it slows down the realisation of the Single Market, jeopardises
tax revenues, and denies Member States the freedom to restructure their tax systems. For its
part, and fully respecting the subsidiarity principle, the Commission intends to examine and,
where appropriate, put forward solutions for those problems where the Member States cannot
by acting individually resolve them.

The Commission intends to look for appropriate solutions to different problems. Where
necessary, some degree of harmonisation will be proposed; where other tools are more
suitable they will be proposed. There is no issue of harmonisation per se.

When preparing and presenting proposals the Commission will take into account the
important issue of the use of taxation instruments for other Treaty objectives. The efficiency
criteria for taxation can accommodate policy objectives such as health, environment, energy,
transport and others deemed worthy by the Treaty.

The Commission will continue to carry out its role of ensuring that existing rules, be they
fundamental Treaty principles (especially the free movement of goods, people, including
establishment, services and capital) or secondary legislation are properly respected throughout
the Union. Indeed, more effective and prompter enforcement in all areas of the Single Market
legislation, including taxation, is a key priority for the Commission.



12

The Commission will present before the summer its strategic programme for a definitive VAT
system based in the Member State of origin. The new system will abolish all forms of tax
barriers to transactions which involve more than one Member State. The tax will be drastically
simplified, as recommended by the November 1994 ECOFIN, for the benefit of operators and
of tax administrations. Simplification will restore the objectivity of the tax, and, at the same
time, ensure better protection against fraud, enhancing fiscal administrations’ ability to control
the tax and stabilising revenues. The Commission considers that, in order to avoid distortions,
a further approximation of rates will be necessary.

Excise duties, and in particular minimum rates, have already been the subject of a report and
of a wide consultation. The Commission will present proposals in the autumn in the light of
the results of the consultation.

With regard to the mandate recently given by the ECOFIN Council, the Commission will
further explore a new approach for the taxation of energy products that will contribute to the
reduction of CO2 emissions.

The Commission will present a communication on direct taxation this summer. This will
focus on the needs and challenges of a properly functioning Single Market from the point of
view of citizens, of business and of Member States. The areas in which the Single Market
does not appear to be working fully effectively include the taxation of non-resident
individuals, such as frontier workers; cross-border interest payments; the taxation of
permanent establishments; and the adequacy of bilateral tax conventions for a fully developed
Single Market.
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More widely, the Commission is reflecting on whether a minimum level of effective taxation
(i.e. not only referring to nominal bases) throughout the European Union would contribute to
the necessary stabilisation of revenues in the various fields of taxation. In business taxation
the conclusions of the ECOFIN Council following the Ruding Report6 pointed to the
importance of ensuring single effective taxation. The Single Market is clearly not compatible
with either double taxation of the same taxable base or no taxation at all. The same argument
should apply to the taxation of capital income: in both cases, the minimum effective rate
(“safety net”) should be at a level which would not risk driving business or wealth out of the
EU. On the basis of the results of the discussion with the Council of the issues highlighted in
this document, the Commission will evaluate the possibility of proposing safety net measures
for business taxation and capital income taxation, including the possible use of the existing
provisions of the Treaty.

Moreover, some practical lines of action could help limit unfair tax competition. First, the
Commission and Member States could improve the transparency of tax measures, and
therefore facilitate a better assessment of these effects and a more consistent application of
Treaty competition rules. Second, the application of the Treaty rules on State Aids to tax
incentives within Member States could be clarified . Ongoing work with direct tax authorities
should be intensified, and in this context a co-ordinated approach by Member States within
the OECD would be highly beneficial. The Commission will continue to promote deeper and
closer administrative co-operation between Member States' tax authorities in the tax
compliance field.

The Commission is confident that an increasing awareness of the interrelation of taxation
policy on the one hand and the Single Market, the EMU and the fight against unemployment
on the other should lead to positive decisions in this area.

                                                

6 “The Council ... recognises the importance of eliminating double taxation of cross-border income flows
and consequential distortions, but also recognises the importance of ensuring adequate and effective
taxation at least once”. Conclusions of the ECOFIN Council, November 1992.
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VI. ISSUES FOR DISCUSSION

An Informal Council offers the opportunity of launching a debate on the fundamentally
important issue of taxation policy. The challenges of the Single Market, employment, and the
underlying need to ensure the stability of tax bases and structures in the European Union
demand consideration around a number of themes. In the light of this debate the Council
would also be responding to an increasing demand for action from business as well as from
our citizens. Some key questions are:

• Do Ministers agree with the main concerns expressed by the Commission? More
specifically, how great is the threat of fiscal degradation to tax systems, and what are the
consequences for Member States’ tax revenues, the Single Market and employment?

• Against this background, is there a need to take actions at Community level, particularly in
order to prevent fiscal erosion?  If so, which should these be?

• In the context of a global taxation policy, should common objectives be set in order to
remove obstacles to the Single Market, to promote growth, competitiveness and
employment? If so, which should these be?

-------------------


