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German Tax Policy in 2008

The new settlement tax on capital in-
comes and realized capital gains

Effective January 1, 2009, the _Abgeltung-
stener, a withholding tax on capital incomes,
has been introduced. It replaces the old tax
on capital incomes, which used to subject
capital incomes to the personal marginal tax
rate. The new tax, in contrast, works as a
settlement tax: With the payment of a flat
tax of 25% on taxable capital income, the
tax liability on this income is definitely set-
tled. For tax payers whose marginal tax rate
is below 25%, however, a reimbursement of
overpaid taxes is possible. The downside,
from the taxpayet’s perspective, is that un-
der the new tax realized capital gains are
also subject to taxation, which has not nec-
essarily been the case before. For example, a
realized capital gain from selling company
shares was not taxed under the old law, pro-
vided that the taxpayer had owned the
shares for at least one year, but it will be
taxed at the 25% flat tax rate under the new
law. As already mentioned, the 4bgeltung-
stener is designed as a withholding tax. The
tax payment on interest is, for example,
made directly by the bank handling the tax-
payer’s deposits. The tax on dividends is
paid directly by the companies distributing
the dividends.
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The effect that the new Abgeltungsstener will have on saving decisions
of German taxpayers is not entirely clear. On the one hand, many
taxpayers who allocate their savings to simple interest carrying in-
vestments will benefit from a lower tax rate under the new regime,
which is in part possible due to the tax cut cum base broadening phi-
losophy being pursued. Under standard assumptions, this should
encourage saving. On the other hand, this broadening of the base
discourages directing savings into investments where capital gains
have hitherto been left untaxed. Such was the case of funds invest-
ing in corporate stocks that were so far relatively popular instru-
ments for private retirement saving. Another issue is that of tax
avoidance. Having a relatively low, flat tax on capital incomes can be
expected to reduce incentives to transfer savings abroad, especially
given the fact that popular European tax havens now also levy a
source tax on interest from accounts of foreign investors. At least in
the long run, this may also contribute to broadening the tax base, vis
-a-vis the alternative scenario of maintaining progressive taxation of
capital incomes.

Issues of equitable taxation do, however, also arise. It is certainly
difficult to reconcile the ability-to-pay principle with discriminatory
tax rates that, for individuals with sufficiently high overall incomes,
apply substantially lower marginal rates to capital income, compared
to wage and other incomes. Such equity arguments can, however,
not only be made against a flat tax on capital income — they could
just as well be turned around to criticize progressive taxation of
other incomes, i.e. to advocate a general flat tax on all types of in-
come in order to restore equitable taxation according to the ability-
to-pay principle.

From a perspective interested in the efficiency of the tax system,
there are other serious problems arising from the fact that the .4bge/-
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tungstener 1s not fine-tuned to the existing system of corporate taxa-
tion. In its 2007/2008 annual report, the German Council of Eco-
nomic Advisors has calculated the costs of capital for different
means of financing a marginal investment under the new tax regime.
The first result is that, compared to the status quo ante, the new re-
gime substantially increases the costs of capital for invest-
ments that are self-financed through retained profits, both for
incorporated and non-incorporated businesses. For incorporated
businesses, the combined tax burden on the business-level from the
corporate profit tax and the municipal business tax declines from
38,65% to 29,83% For an alternative interest-carrying investment
and a taxpayer at the top margin of the income tax progression,
however, the Abgeltungstener reduces the marginal tax rate even more
sharply, from 47,48% to 26,38%. This leads to an increase of the
opportunity costs of self-financing for corporations. For non-
incorporated businesses, the adverse effect on self-financing is even
larger. Although there is a special tax facility for retained profits in
non-incorporated firms, the overall tax burden on profits that are
eventually distributed to the owners of the firm is in general substan-
tially higher than the flat 25 percent tax rate on interest payments.

For incorporated firms, financing additional investments by issuing
new shares also becomes much less attractive under the new tax re-
gime. When (even temporarily retained) profits are eventually dis-
tributed to shareholders, they have been taxed at an effective rate of
29,83% on the company level. The cash dividend is then, in a second
step, subjected to the Abgeltungstener on the shareholder level. The
new tax regime therefore also distorts more heavily against financing
through issuing new shares, compared to the old regime.

In sharp contrast to the stated political aims of the corporate tax re-
form, the Abgeltungsteuer increases the incentives for debt fi-
nancing for all types of business. In the long run, German busi-
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nesses will operate with lower quotas of equity capital, which is cer-
tainly not good news in a broader business environment that is
characterized by volatile credit markets. Moreover, the Council of
Economic Advisors also points out that under real-world institu-
tional constraints, the tax reform will also have adverse effects on
investment activity as a whole. For example, small firms, or young
start-up firms, are often credit-constrained, so that increased costs of
self-financing as well as issuing new shares will reduce their marginal
propensity to invest. A similar effect could be relevant for large cor-
porations, who are now subjected to the so-called interest barrier. 1f a
positive difference between paid interest and received interest of a
company is larger than €1 million, then net interest payments are
allowed to reduce taxable profits only up to an amount of 30% of
EBITDA. But increasing the opportunity costs of equity financing,
while reducing the tax deductibility of interest payments on a com-
pany’s debt, will ultimately reduce its propensity to invest.

One might of course hope that the negative effect on marginal in-
vestments by existing companies may be overcompensated by a
positive effect: The average tax burden on incorporated compa-
nies’ profits has declined substantially in 2008. The corporate
tax rate is down to 15%, from 25% the year before. As already al-
luded to above, if we also take the so-called solidarity surcharge and
a typical municipal business tax rate into account, the overall corpo-
rate-level tax burden is down to 29,83% from 38,65%. Germany will
therefore become more attractive for foreign direct investments.
Whether the positive or the negative effect prevails remains to be
seen in the coming years.
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The reformed German inheritance tax

After a lengthy political debate, a reform of the German inheritance
tax has been approved by the legislature in late 2008. The reform
had become necessary after the constitutional court had declared the
old inheritance tax unconstitutional, as it used different valuation
methods for different types of property. For example, shares in
companies listed at a stock exchange could be valued at market
price, while real estate was regularly taxed at a value substantially be-
low its actual market value. The new regime of inheritance taxation
follows the standards set by the constitutional court in a very nar-
rowly interpreted sense. Now, all types of property are to be evalu-
ated at their ongoing market values — in this sense, the demand of
the constitutional court has been met. However, now different types
of property are eligible for different degrees of tax relief. It will be
interesting to see whether this new arrangement survives the scrutiny
of constitutional lawyers.

In detail, the reform of the inheritance tax first of all alters the struc-
ture of the tax schedule. The tax brackets have been widened for all
heirs, and for close relatives of the bequeather, the tax rates remain
constant. For example, an inheritance with a taxable value of up to
€75,000 is taxed at a rate of 7% if the inheritance is made by a son
or daughter, but at 30% if the heir is only a distant relative of the
bequeather, or no relative at all. Inheritances above €26 million are
subjected to the top marginal rates, 30% for close relatives and 50%
for others. Compared to the old regime, tax rates for more distant
relatives have been generally increased (in the lower brackets) or
held constant (in the higher brackets).

The more interesting changes concern, as already mentioned, the
new rules of evaluation and tax relief for specific types of inherited
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property. In general, all kinds of property are to be evaluated at their
market prices, which implies for example that for businesses not
listed at a stock exchange, a capitalized earnings value based on past
profits is to be calculated. The important issue, however, is the pro-
vision for tax relief: A fraction of 85% of the business value is ex-
empt from taxation, if (1) the heir remains the owner of the business
for at least seven years after the inheritance has been made; (ii) the
accumulated, overall payroll in these seven years does not decline
below 650% of the payroll in the year of the inheritance and (iii) not
more than 50% of the business property is so-called administrative
property. The third provision is meant to ensure that the tax relief is
channeled towards what is perceived as productive capital. At the
time of the inheritance, the heir can also irrevocably opt into an even
stricter regime. In this case, () she remains the owner of the prop-
erty for ten years, (ii) the payroll threshold increases to 1,000% and
(i) not more than 10% of the business value comes from adminis-
trative property. The reward is that under this stricter regime, the
inheritance is completely exempt from taxation.

If an heir fails to meet the stated requirements during the relevant
time periods, taxation sets in proportionally to the extent of her
transgression, i.e. no heir has to fear that the entire tax exemption
immediately expires for any small transgression. Nevertheless, these
provisions are associated with severe problems from an economic
perspective. They are meant to reward prolonged family ownership
of businesses, and also to reward a stable level of employment. In
fact, however, these provisions increase the costs of restructuring
and adjustments within firms in the period after a transfer of owner-
ship through an inheritance has taken place. At the margin, they
could also discourage risky, but worthwhile investments with a rela-
tively high probability of job losses. It is also difficult to see the eco-
nomic rationale behind rewarding sustained family ownership. There
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is no clear empirical evidence showing that family ownership in-
creases profitability of a company. And even if this were the case,
there should be no need for special provisions: price signals (higher
present values of future expected returns) would be sufficient to set
private incentives. If policy-makers shun from laying the burden of
an inheritance tax onto ongoing businesses, a clear-cut exemption
such as the British business property relief would cause fewer distor-
tions, which are clearly entering through the detailed conditions for
tax relief set forth in the German tax code.

Other current issues in German tax policy

In a decision eagerly anticipated by taxpayers, the Constitutional
Court decided in late 2008 that the current provisions for deducting
the costs of commuting to the workplace are unconstitutional. Un-
der these provisions, taxpayers have not been allowed to deduct any
costs if they live no further than 20km from their workplace, but a
lump-sum deduction could be made for any kilometer commuted
beyond this limit. The constitutional court considers this to be an
arbitrary limit that violates the basic tenet of equal treatment before
the law. Accordingly, all taxpayers are now allowed to make a lump-
sum deduction for every kilometer commuted to their workplace.
There has been some political discussion on the appropriate reaction
to the court’s decision. Some politicians suggest that losses in tax
revenue ought to be compensated by reducing the deductible lump-
sum amount for all taxpayers. Given that we are in an election year,
however, all decisions on this issue have been postponed and the
status quo will be stable at least until the end of this year.

Finally, as a response towards the current dismal macroeconomic
situation, there have been a number of minor, one could also say
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cautious, modifications of the income tax schedule. At the lower end
of the income tax schedule, the tax rate has been decreased from
15% to 14%, and the general personal tax allowance has been ex-
tended from <€ 7,664 to <€ 8,004. Furthermore, the threshold in-
come levels for the different tax brackets have been shifted mildly to
the right. Overall, it is expected that these measures will merely com-
pensate for bracket creep of recent years, but not be associated with
any major relief as far as the income tax burden is concerned.
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Report on Italy

Introduction

Italy remains a heavily taxed economy. The
commitments taken by various Italian gov-
ernments to reduce the tax pressure con-
tinue to be postponed due to political in-
compressibility of public expenditure and,
more recently, to more than precarious
overall public sector financial conditions.
However, after a surge in the most recent
years, the annual rate of increase of tax
revenues has somewhat slowed down dur-
ing the first three quarters of 2008 and has
become aligned to the rate of growth of
GDP in current terms. Thus it appears at
the time of writing this report that the
overall tax pressure has been kept constant
at the level of 42.3%.

Stability of the overall tax pressure is the
result of two countervailing forces.
Namely, a) the high growth of the personal
income tax collections and, b) the negative
dynamics of VAT collection.

The growth of the former has to be as-
cribed to the continuation — until the third
quarter of the year 2008 - of the expansion
of the total wage bill, which is the main
component of the tax base of the personal
income tax. The decline in VAT collec-

/
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tions is a more complex phenomenon, partly tied to evasion and
partly to the immediate impact of the slowdown of economic activ-

ity.

The Italian government has been quite active in tax policy
throughout 2008 and a number of changes have been introduced in
taxes at all levels of government. Further changes in tax policy orien-
tations have been widely discussed. Some of them could be intro-
duced in the near future, although the global economic crisis has
shifted, the attention from structural changes in the tax system to
the immediate impact of fiscal packages on the level of economic
activity.

The slimming of the municipal property tax

The main and more widely debated change has been the elimination
of the whole burden of the municipal property tax (ICI, or Imposta
Comunale sugli Immobili) on primary residences.

The process was started by the Centre-Left government in 2007 with
the granting of a general tax relief, amounting to €200, to all first
homeowners. Then, the Centre-Right coalition made of the com-
plete elimination of the municipal property tax on first homes a sali-
ent component of its electoral platform for the national election of
April 13, 2008. Once in power the coalition kept its promise. With
the elimination of the burden on first home owners, the tax base of
the municipal property tax has been reduced to industrial and com-
mercial properties and to secondary residences. The loss in revenue
generated by the elimination of the tax on first homes has been esti-
mated to be of the order of 20% of total ICI collections. In turn, ICI
provides municipalities with one third of their total recurrent reve-
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nues, corresponding to one half of their total tax revenues. Thus in
purely financial terms the impact of the elimination is relatively
small, amounting to 1/15 of total current revenues. The govern-
ment has promised to compensate municipalities with a corre-
sponding increase in transfers. However, the gravity of the pre-
sent economic and financial crisis has also impacted on intergovern-
mental financial relations, bringing in a substantial cut in central
transfers to local governments.

In policy terms, the elimination of the property tax burden on pri-
mary residences is a severe blow to the principle of local tax
autonomy, the more so when one considers that Italy is presently
trying to implement a huge decentralization process mandated by the
constitutional reform of 2001. Clearly, the two governing coalitions
that have alternated in power in Italy since 1994 — the Centre Left
and the Centre Right coalitions — have betted on the political popu-
larity of a tax measure that impacts on a very large share of the Ital-
ian population. In fact, 80% of Italians own their primary residence.

The Robin Hood tax package:
a) lower taxation of overtime work

This is the imaginative title given to a package of tax measures intro-
duced along with the ICI change (government decrees 93 and 112 of
2008). It consists of the “detaxation” of overtime work pay for the
second semester of 2008, whose impact on revenue will be com-
pensated by an increase in the tax burden for the energy, bank,
insurance and cooperative sectors. Part of the additional revenue
raised from these sectors will also be used to fund the introduction
of a social card that will be distributed to poor persons and finance
purchases of basic necessities.
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Detaxation of overtime pay consists of replacing, for the remunera-
tion of overtime the present progressive tax rates with a flat rate of
10%. The tax allowance is limited to private sector workers and to a
ceiling of €30,000 (in other words, the tax benefit will not exceed
individually €3,000). The individual and general fiscal impact of the
measure is substantial, considering that tax rates for the personal
income tax (PIT) range from 23% for incomes less than €15,000
euros to 43% for incomes exceeding €75,000. In fact, it has been
estimated (by the leading Italian financial daily paper I/ Sole/24ORE)
that a private sector employee with a monthly gross income of
€1,300 (at the low end of the salary scale) could gain from the de-
taxation of his overtime pay up to €80 per month, if he were able
to fulfil his entire maximum monthly allocation of 250 hours.

Detaxation of overtime pay has raised a lot of controversy among
experts, politicians and trade unions. The arguments against are
that, by lowering the burden of taxation on overtime pay, it will in-
crease the amount overtime used by firms and thus the number of
hours effectively worked. Thus, detaxation of overtime pay will lead
to a substitution between hours-worked-per-job and the number of
jobs. Since low employment is one of the main problems of the Ital-
ian economy, the perspective reduction in the hiring of new em-
ployees is absolutely not welcome in large sectors of the Italian soci-
ety. Furthermore, it is feared that detaxation will favour the so-called
strong component of the labour force, namely males aged 25 to 40
at the expenses of the weaker components, such as very young and
female workers. Firms will gain in terms of flexibility in the use of
their labour force, while their labour costs will not benefit, at least in
the immediate, since according to present agreements overtime is
remunerated 50% more, when done in work days and 100% more
during holidays. In the longer term the advantages for firms could
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become more substantial, since they will start to bargain for lower
remuneration of overtime, thus sharing part of the benefit of detaxa-
tion. In this case detaxation could reduce the average cost of labour
and thus stimulate expansion of employment. Furthermore, the
huge costs of detaxation are financed, as we will see just below, by
taxation of super-profits of firms. This has been presented as a non-
distortionary way of raising additional revenue since it taxes rents
from monopoly sectors and avoids possible criticisms of detaxation
of overtime that could be made if it were financed out of typical dis-
tortionary taxes.

The Robin Hood tax package:
b) higher taxes for energy, banks and insurance companies

Revenue lost from ICI and detaxation of overtime work is supposed
to be recovered from higher taxation of sectors enjoying rents
due to their market power and/or to favourable regulation.
More specifically, firms operating in the electricity, oil and gas sec-
tors—royalties on oil and gas production have also been substan-
tially increased--will be subject to an extra burden on their profits
that will bring the total tax rate on their profits to 33%, com-
pared with the 27.5% tax rate applying to firms operating in the
rest of the economy. For banks and insurance companies the bur-
den of taxation has been increased through an expansion of their
tax base. More specifically, the full deductibility of interest paid to
depositors and of some income put into reserves has been reduced.
In fact, the expected increase in collections from banks and insur-
ance companies was estimated at the time the measures were under-
taken — the summer of 2008 - to be substantially higher than that
deriving from higher taxation of the energy sector. The rapid dete-
rioration of the financial markets and the huge drop in the price of
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oil will surely and hugely impact on the revenue potential of these
tax changes, whose dynamics looked brilliant at the time of their in-
troduction (see table 1).

Finally, also the cooperative sector has been subject to an increase
in taxation by reducing the deductibility of profit put into re-
serves. The government has not made clear why the taxation of
windfall profits and monopoly rents has not been extended to
other sectors, such as toll highways and telecommunications that
also earn fat returns. Critics of government have pointed to the
substantial discrimination inherent in the choice of sectors.

The increase of tax revenue deriving from higher taxation of rents
will also be supplemented by a change of the tax regime of stock
options. More precisely, it has been decided that the income of
managers exercising their stock options will be taxed as income from
labour, instead of being taxed as income from capital. Since the lat-
ter is subject to a flat tax rate, while the former is subject to a pro-
gressive tax rate schedule, the change of regime implies a higher
taxation of stock options.

Table 1, below, shows the distinct impact of the Robin Hood
package combined with the reduction of the municipal property
tax. Since detaxation of overtime pay is experimental its impact is
limited to 2008 and 2009. The estimated increases in collections
deriving from taxation of monopoly rents and windfall profits are
clearly dependent on the time they were made. They assume con-
tinuation of high oil prices and do not take account of the huge
deterioration of conditions in the financial sector.
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Table 1. The revenue impact of 2008 tax changes
(millions of euros)

2008 2009 2010 2011
Elimination of ICI on the first residence  -1,700 -1,700 -1,700  -1,700
Detaxation of overtime - 649 - 4015 37 38
Total of tax reductions -2349  -2,101,5 -1,663 -1,662

Taxation of extra profits in the energy sector 437 2,282 1,441 1,189

Taxation of extra profits in banks 1,783 2,368 2,908 2,297
and insurance companies

Increase of taxes on cooperative 40 45 45 45
Total of tax increases 2,260 4,695 4,394 3,531

A missed reform: financing the new decentralized /quasi-
federal system

Italy is very likely to miss a huge opportunity for reforming its
tax system provided by the implementation of the reform of inter-
governmental financial relations mandated by the Constitution of
2001. A government decree (the so-called “Fiscal Federalism De-
cree”), providing the new legal framework for financing regional and
local government, is currently under discussion in parliament. The
decree is the mediation of a long and bitter struggle between the
Northern (rich) regions (headed by Lombardy and Veneto) and the
front Southern (poor) regions. The former regions have been asking
for very high shares of revenue from the personal income tax and
for VAT on the ground that most of the collections are generated
within their territories. The latter regions have been asking for an
intense equalization system of centrally provided transfers that
would ensure equality of per capita resources for social expenditure
— such as health, education, social assistance and local transport,
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where the introduction of nationally determined standards has been
mandated by the reformed Constitution of 2001. Homogeneous
standards will apply. No regional front has ever asked, however,
for a higher degree of tax autonomy. One has to remind in this
context that opposition by municipalities to the elimination of the
municipal tax on primary homes has been very weak.

Also very weak has been the opposition by regional governments to
the announced policy of eliminating IRAP, the backbone of regional
finances. As mentioned in the previous Report on Italy, IRAP is a
tax payable by businesses on the difference between their sales and
the sum of their material purchases and depreciation. IRAP is an
origin-based income-type VAT, whose payment is determined by the
subtraction method. Even with its present relatively low tax rates,
revenue from the IRAP is substantial, in the order of almost 2.5% of
GDP, providing at countrywide level almost 50% of health care fi-
nancing - the main regional expenditure responsibility.

The Centre-Right government coalition has long been committed to
eliminate IRAP as soon as budget conditions allow it and has re-
newed this commitment constantly. Elimination has been delayed,
up to the present time, by the impossibility of finding an adequate
substitute for IRAP collections.

The Fiscal Federalism decree will base the new financing sys-
tem on sharing revenue of national taxes and on equalization
grants, while the role assigned to local taxation will be almost irrele-
vant, with the still vague exception of the surcharge on the income
tax. No region has shown a real interest in expanding local taxation,
although the new constitutional text recognizes the power of re-
gional councils to introduce new taxes on tax bases not yet exploited
by the central government. Basically, the new system has been
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geared to preserve the present redistribution pattern between the
various areas of the country, whereby the Southern regions are able
to sustain per capita levels of expenditure for their services that are
quite close to those of the richest regions, despite the huge dispari-
ties in GDP and thus in their financing capacity. Close per capita
levels of local expenditure are, however, not synonymous with equal
levels of effective service provision, since local politicians have
shown a far better ability in bargaining for more financial resources
than in the transformation of those resources into services for their
constituents.

Lower taxes in the Southern regions for development purposes

Political representatives of the Southern regions have strongly bar-
gained during the preparation of the Fiscal Federalism decree for the
introduction of tax allowances for regional development. More
precisely, for the possibility of lowering tax rates of centrally and
locally administered taxes with the aim of fostering local develop-
ment by inducing firms and or people to locate new activities in
their territories. Similar regimes are operating in Europe, particu-
larly in the remote islands and have been requested by a number of
regions. Since these allowances are potentially a huge factor of dis-
tortion of competition, the EU has intervened to strictly regulate the
matter. The European Court of Justice has stated- with reference to
the regional allowances scheme of the Azores Islands - that local
and regional governments can lower the burden of their taxes pro-
vided that: a) these governments are effectively autonomous from
the central government; b) these governments have the power to
take in full autonomy these decisions: and c) that the cost of these
allowances in terms of lower tax collection cannot be refunded by
the central government, or by other regions.
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In theory, the third clause should put an end to the debate in Italy,
since it was intended by proponents of regional tax allowances for
Italian Southern regions that there would be no costs for these re-
gions and thus that the central grants would provide compensation
for lost revenue. However, the Fiscal Federalism decree leaves at
article 14 the possibility of lowering tax rates for firms locating in
the less developed regions, obviously in accordance with EU legisla-
tion. This means that explicitly central transfers will not be able to
provide compensation. In practice, however, means are easily found
that would allow the central government to compensate.
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Tax update Luxembourg 2008

Introduction

The Grand-Duchy of Luxembourg has for
several decades endeavoured to increase its
overall competitiveness.

These efforts have for many years material-
ised in an extremely high political and social
stability, in a generally coherent legal frame-
work with a yet reasonable production of
new laws and decrees as well as a straight
forward and favourable tax environment.

In this field, new regulations have re-
cently extended the scope of “eligible
Investors” in Specialized Investment
Funds (SIF), created—on the 11t of May
2007--the “Private Asset Management
Company” (SPF), the successor to the 1929
holding company, and have provided for a
special allowance for families with chil-
dren.

Positive measures were adopted in 2008
among which inflation adjustment of pro-
gressive tax brackets and a reduction of the
capital duty payable upon the incorporation
of companies and subsequent capital in-
creases (the reduction is from 1% to 0.5%--
decree of the 21st of December 2007 with
effect from January 1st 2008).

In 2009 further improvements for indi-

Serge Tabery
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vidual tax payers and companies have been introduced in Luxem-
bourg’s tax system by the law of the 19% December 2008.

For individual tax payers, the new measures aim at better taking in-
flation into consideration when introducing new tax credits, smooth-
ing the payment of children benefit, encouraging donations to chari-
table institutions and abolishing withholding tax on interest paid by
some savings institutions.

As to corporate income tax, the changes relate to the abolition of the
capital duty upon incorporation or subsequent capital increases, a
reduction of the corporate income tax rate, a broadening of the par-
ent-subsidiary dividend withholding tax regime, a special tax regime
for intellectual property income, the extension of the tax exemption
for shareholders of SICAR’s (risk capital investment companies /
société d'investissement en capital a risque) and a fundamental change in
the VAT.

Individual taxpayers
Tax brackets

It was felt that the measures introduced in 2008 were insufficient to
compensate the adverse effects of inflation. Tax brackets have there-
fore been increased as from the 15t of January 2009 by up to 9%.
This means that income up to €11,265 remains untaxed (article 118
LIR). The highest tax rate of 38% only applies to income in excess
of €39,885. This is however the case for an individual tax payer.

For a married couple with two incomes, the tax benefit will amount
to over €1,600 in this tax bracket, without taking into account de-
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pendency allowances for children.

Tax credits

Up to now salaried and retired tax payers were entitled to different
allowances the effect of which was a reduction of their respective
taxable income (article 139 bis and ter LIR).

From the 13t of January 2009 this allowance system is replaced by
tax credits for both categories amounting to €300 per year. The tax
credits are granted by either the employer or the state pension insti-
tution (Caisse de pension) on a monthly basis. They are therefore di-
rectly deducted from the taxes withheld on the P.A.Y.E basis.

That tax credit is refundable: In the event that the tax credits ex-
ceed the taxes to be withheld, the difference is paid by the employer
or the state pension institution to, respectively, the employee or the
retired taxpayer. The employer or the pension institution will have to
request the reimbursement of this difference to the tax authorities. It
must be noted that this tax credit is only applicable to income on
which withholding taxes are due, that is, on annual income exceed-
ing €11,265 per year.

A similar change has been introduced (article 154 ter LIR) with re-
spect to the single parent entitled to child(ren) allowance. This allow-
ance is replaced by a refundable tax credit of €750 per year and is
also directly deducted from taxes withheld on salaries or pensions. If
there is no withholding tax, or should the tax credit exceed the
amount of tax to be withheld on salaries or pensions, the tax payer
will benefit from it when filling out his annual tax return or by a di-
rect payment should his income remain non taxable. This tax credit
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is available for both resident and non resident taxpayers. The latter
must however meet the condition that they are subject to Luxem-
bourg income tax for a minimum of 90% of their professional tax-
able income.

Children allowances

In 2008 a new regime of child benefit “boni pour enfants” has been
introduced. It abolishes the system of different classes of tax payers
according to the number of children composing their family and
linking tax reductions to number of children of an individual tax-

payer.

The main reason for the change was that, given the overall tax re-
ductions, an increased number of tax payers were no longer in a po-
sition to fully take advantage of the full child tax allowance (some €
922 per child per year). Under the new children benefit system, the
tax reduction is paid directly to the tax payer—up to €922 per child
in 2008.

Under 2009 tax reform, the benefit is paid on a monthly basis (€
76.88 per child).

Various

A change of article 109 LIR has made donations and gifts to
charitable institutions more advantageous from a tax point of
view. The overall deductibility has been doubled and is now set at
20% of the net income of the tax payer or € 1,000,000. However
donations exceeding these limits can be carried forward on the two
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subsequent tax years on the same conditions and limits.

Interest paid by some Luxembourg credit institutions
(specialized home saving licensed institutions) was subject to a 10%
lump sum withholding tax. From the 1st of January 2009 such inter-
est will be totally tax exempt, provided that the savings are exclu-
sively allocated to the financing, the acquisition or the refurbishment
of the taxpayer’s home.

Finally, further changes have been introduced with respect to de-
ductibility of life insurance premiums and cost deductibility for de-
pendant children, elderly people, nurse etc.

Corporate income tax
Tax reduction - tax incentive

A general corporate income tax reduction has been adopted
from the 15t of January 2009.

Although the minimum tax rate remains set at 20% and an interme-
diary income bracket (income between € 10,000 and € 15,000) has
been cancelled, the overall corporate income tax rate has been re-
duced to 21%.

Companies and businesses are also subject to the “municipal busi-
ness tax’ (impot commercial communal) which varies from municipality
(commune) to municipality. As a rule, the lowest municipal business
tax rates are found in the less well equipped and furthest out in
the country side communes whereas Luxembourg City charges
the highest municipal business tax at the rate of 7.59%. The maxi-
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mum corporate income tax payable in Luxembourg on 2009 income
therefore amounts to 28.59%. The tax credit of 10% allocated upon
the taking on of unemployed workers is increased to 15%.

Dividend withholding taxes exemptions

Article 147 LIR covering income from participations, known as the
parent subsidiary privilege, has been extended. As a consequence,
the Luxembourg subsidiary is completely exempted from divi-
dend withholding tax.

This is the case when dividends are paid by a Luxembourg company
to its parent company established in a country which has entered
into a double taxation treaty with the Grand Duchy of Luxembourg.
The condition set to this exemption is that the parent company must
be subject to an income tax comparable to the one applicable in
Luxembourg,.

More precisely, the parent company’s tax rate must amount to at
least 50% of the Luxembourg tax rate (that is, to 10.5%). Further
well known conditions continue to prevail as to financial importance
of the participation (at least 10% of the subsidiary’s share capital or a
counter value of a minimum of € 1.200.000 and an uninterrupted
holding term of 12 months).

The abolition of the capital duty
Until 2009 a capital duty of 0.5% was due on capital contributions at
the incorporation or at subsequent capital increases of Luxembourg

companies.

97



,{u@hmsrnm o LUXEMBOURG
RECHERCHES ECONOMIQUES ET FISCALES

From the 1st January 2009 this capital duty has been replaced by
a fixed registration duty amounting to €75.

This charge is due at the time of incorporation or of capital increases
but also at the time of simple changes to companies’ articles of in-
corporation and is also applicable to deeds of transfer to Luxem-
bourg of the registered office or the effective management seat of
foreign companies.

Exceptions

Special care must be extended to capital contributions in kind in-
volving immovable properties when such a contribution is made in
exchange for “social rights of a company” and the buildings are situated
within the Grand-Duchy; “social rights” meaning here voting rights,
dividend rights, liquidation rights and similar rights).

The total duty amounts to 1.1% (registration duty of 0.6% and tran-
scription of 0.5%). A special surcharge is levied by the city of Lux-
embourg when the building is situated within the limits of the city.

A mixed contribution — that is, when a property located within the
country is brought as a capital contribution in kind #gether with the
loan or charges attached to it — is regarded as a straight sale and is
subject to the ordinary property transfer duties, 6% + 1% + Luxem-
bourg surcharge (3% in the case of a private house and 6% in the
other cases).

A contribution in kind in similar circumstances in exchange for
rights other than social rights is subject also to the 6% + 1% + Lux-
embourg surcharge.
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A major change has occurred in the sense that the above rules apply
irrespectively of the nationality or effective location of the company
to which a property is contributed in kind.

Anti abuse rules provide that the registration and transcription taxes
remain fully due in the event that buildings are attributed before five
years from contribution under a dissolution, liquidation or share
capital reduction reorganisation to a shareholder other than the one
who contributed it.

Reorganisations

A wider definition now extends capital duty exemption in the case of
contribution by one or several companies of their entire assets or of
one or several lines of their activities to an existing or to be set up
civil or commercial company in exchange for a majority of shares in
their share capital.

Thus far, a cash compensation of up to 10% was acceptable. This
contribution has been increased to 49.9%, meaning that contribu-
tions in kind remain tax exempt even in these circumstances.

The recapture rule has been cancelled as from the 13t January 2009.
This rule meant that when the exemption conditions, that is, an un-
interrupted holding period of five years of a minimum of 65% of the
contributed participation, were not met, the unpaid capital duty be-
came immediately due and payable, also known as the claw back
principle.

Under the new regime, the waiting period has been suppressed, and
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rights are definitely acquired even if the 5 year period from contribu-
tion has not lapsed yet.

Intellectual property income

In 2008, a new article 50 bis LIR had already provided for a major
incentive to innovate for both resident and non resident taxpayers
whether individuals or companies.

A 80% tax exemption is granted on net income as well as capi-
tal gains deriving from acquired or “constituted” rights such as
computer programmes, copyrights, patents, trade marks, designs and
models — collectively referred to as I.P. which, as confirmed, include
in 2009 domain names.

In 2008, effective tax burden applicable to a company having its reg-
istered office in Luxembourg city amounted to 5.93%. It will be re-
duced to 5.71% in 2009 as a result of the decrease of the overall cor-
porate income tax rate.

SICAR

Venture capital companies (société d'investissement en capital a risque)
which operate under the law of the 15% of June 2004 can now be set
up with multiple compartments. This allows for the split of risks and
type of assets in separate compartments which can now be ruled by
different investment policies.
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Varia
International cooperation

The enhanced international cooperation between different de-
partments of tax and other public authorities has been decided
in the tax package and should become effective in the near future.

It covers close cooperation between direct tax authorities, the regis-
tration administration (administration de ['enregistrement et des domaines)
which is also competent for VAT supervision, the Customs and Ex-
cise administration, the central social security bodies, labour inspec-
tion and generally all state services which will, in the future, ex-
change information and cross examine the data these services
have recorded on every single taxpayer. An extension of the
transfer of relevant information by the tax authorities to courts and
public prosecutors is also provided for.

Value added tax

It is anticipated that the 2008/ 8t Directive with respect to VAT will
be implemented by the Grand Duchy of Luxembourg on schedule.

The first major change will take place on the 1st January 2010 with
respect to reverse charge in transactions between VAT registered
parties, VAT charge according to the place of the service provider,
reimbursement of paid VAT, etc.
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Taxation in the Netherlands: New developments in 2008

In 2008, the Dutch government has an-
nounced plans to discourage excessive re-
munerations by means of the income tax
system. These measures are aimed in particu-
lar at business executives who receive sever-
ance payments or pension entitlements that
are perceived — by policy-makers, as well as
the general public — to be at unjustified high
levels. The first proposal was designed to re-
strict advantageous treatment of pension
claims in the income tax system above a
threshold level. This proposal has, however,
been rejected by the Dutch parliament. The
main tenets of the actual measures approved
by the upper chamber of parliament in De-
cember 2008 are as follows:

Severance payments above € 500,000 are
deemed excessive. Nevertheless, they are in a
first step treated as regular wage income in the
personal income tax of the employee. As such,
they are subjected to personal marginal tax
rates which, in the progressive Dutch income
tax system, can reach 52%. In a second step,
an excessively high severance payment is sub-
jected to a flat tax of 30% to be paid by the
employer (not the employee) to the extent that
the severance payment exceeds the annual sal-
ary of the employee. Payments above the
threshold but below an annual salary of the
employee are thus not subjected to the addi-

Dr. Jan
Schnellenbach

Senior Lecturer,
Alfred Weber Insti-
tute for Econo-
mics, University of
Heidelberg,
Visiting Professor,
Department of
Economics, Uni-
versity of Hamburg

102



A RE b INSTITUT DE NETHERLANDS

s

N

RECHERCHES ECONOMIQUES ET FISCALES

tional employer tax.

If a pension in a final pay system (that is, a system where the pension
payment is calculated on grounds of the final salary of an employee)
exceeds €500,000, then a calculated backservice premium is to be
determined, and the employer is to pay a flat 15% tax rate on this
calculated premium. While this measure has been passed into law in
2008, it will only become effective at the beginning of 2010.

Changes have been introduced to treatment of carried interest pay-
ments in the personal income tax system (carried interests, often
called profit interests, represent interests in the profits of a partner-
ship separate from an interest in the liquidation value or capital of a
partnership. They are commonly used in private equity partnerships,
real estate, venture capital and other types of business). Under the
old law, carried interest payments have frequently been declared as
capital gains. This is relevant, since the latter are taxed only at an ef-
fective rate of 1.2%, while wage income is subjected to a progressive
tax schedule with marginal rates up to 52%. Under the new law, car-
ried interest payments generally fall into the category of /Jucrative inter-
ests, for which it is presumed that the paid remuneration is made to
compensate for labor supplied by the recipient. Accordingly, carried
interest is now treated similar to wages and subjected to the progres-
sive personal income tax schedule. However, if the recipient holds a
significant stake in the company paying out the carried interest to
her, then the flat tax rate of 25% on payments from substantial in-
terests applies.

Other major tax reform proposals are currently being discussed. In
October 2008, the Deputy Minister of Finance announced plans for
a reform of the inheritance and gift tax, which is planned to come
into effect at the beginning of 2010. The plan involves a simplifica-
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tion of the provisions for the inheritance tax. The number of tax
brackets and, consequently, the number of tax rates would be drasti-
cally reduced if the proposal was passed into law. Tax rates would
also be lowered. An inheritance with a taxable value of € 125,000
received by a son or daughter of the bequeather, for example, is cur-
rently taxed at 15% and would, under the reformed law, be taxed at
only 10%. Tax-exempt allowances would also be raised substantially,
and the government also plans to facilitate the succession of busi-
nesses from one generation of owners to the next by introducing
new tax breaks for inherited companies and company shares.

As far as minor adjustments of the Dutch tax code are concerned,
the more notable ones are the following:

 For 2008, there will be a retroactive, one year only re-
duction of the corporate income tax rate to 20 percent
for taxable incomes below €250,000. The reason is that spe-
cial provisions for group interest, which were supposed to be
in effect already, were delayed due to missing approval from
the EU Commission. The temporary tax rate reduction is
supposed to compensate for this.

* The planned increase of the VAT tax rate from 19 to 20
percent, which was to come into effect on January 1, 2009,
has been called off.

e Environmentally friendly company cars benefit from
preferential tax treatment starting in 2009.

* The tonnage tax on large ships is substantially re-
duced.

Upon evaluation from an economic point of view, current tax policy
in the Netherlands leaves a somewhat mixed impression. Reasonable
measures such as the simplification of the inheritance tax go along
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with decisions that seem to be rooted in the politics of populism,
such as the novel tax on so-called excessive severance payments.
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Taxation in Romania 2008

Romania preserved the flat tax rate for personal
Income (16%), the same corporate income
tax (16%) and VAT (19%) during the entire
electoral cycle (2005-2008). The new govern-
ment in charge since end-December 2008 annonnced
i intention to leave the rates unchanged for these main
taxes. As a general tendency, tax rates for social con-
tributions were reduced and their tax base was ex-
tended. Thanks to the possibility to submit fiscal state-
ments in electronic form, administrative fiscal
burden decreased, at least for some companies.
However, the impact of these remarkable improvements
25 limited becaunse electronic submission is not yet possi-
ble for social contributions, responsible for the major
part of the administrative burden. The problem of
quasi-taxation became a central point in public
debate. After about nine month of research, the Minis-
ter of Economy and Finances delivered the Register of
fiscal and quasi-fiscal taxes. Virtually all political
forces declared support for government’s com-
mitment to reduce or eliminate about 100
of these taxes — according to the Minister of econ-
omy and Finance, there wonld be 115 quasi-taxes and
still connting. Despite that, 2008 witnessed few
achievements in this filed. Romania continues
to be a country with relatively low tax rates but with
high social contributions rates, innumerable quasi-
taxes and a huge administrative fiscal burden.
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General presentation

Local (June) and legislative (December) elections of 2008 in-
creased uncertainty in fiscal affairs. The general political situation
was confused, with open conflicts between the President (originally
from the Democrat-Liberal Party, DLP) and the Prime Minister
(National-Liberal Party, NPL), formers allies in 2004-2006. Social-
Democratic Party (SDP) played a double role: it was simultaneously
the main opposition party and the indispensable support for a gov-
ernment without a parliamentary majority. The coalition between
NPL and the party of the Hungarian minority had together about
one quarter of MPs. It remained in power because it faced a weak
and uncoordinated opposition from SDP and DLP. Those two par-
ties formed a new government after the elections. New government
withdrew the draft budget for 2009 proposed in November by the
former government, but it did not submit an alternative proposal
until February 2009.

Taxes
Personal Income Tax

During the 2008 electoral year, the flat tax principle was con-
tested from an egalitarian point of view, especially by formal and
informal SPD leaders and by a well-connected think tank. Moreover,
SDP’s president claimed publicly his intention to reintroduce a pro-
gressive personal income tax, but in the same interview, he admitted
the possibility of maintaining the flat tax. The intensity of the flat tax
debate was significantly lower than in 2004. Uncertainty in this field
continues in 2009.
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Despite the fragility of the NPL government and its dependence on
SDP parliamentary support, the 16% flat tax on personal income
remained unchanged in 2008. Romanian flat tax was associated from
the start (2005) with a complex system of fiscal allowances. The
untaxed income decreases with income level and increases with the
number of “dependent persons” (children and/or other family
members without income). For example, in 2008, fiscal allowance
was zero for a single tax payer earning a gross income over 3,000
lei/month (&850, about 1.6 times the average gross salaty). The total
maximum fiscal allowance was 650 lei (€185) for a taxpayer with a
gross income inferior to 1,000 lei and with four or more “dependent
persons” in his household.

Other fiscally deductible expenses were:
* The contributions to voluntary pension schemes
(“third pillar”, according to World Bank’s classification),
up to €00/ year;
* Savings in an already subsidized “Savings and Loans”
program, meant to encourage house ownership.

Corporate Tax

Corporate tax rate is still 16%. The dividends received by a Roma-
nian company from another Romanian company are not submitted
to corporate income tax. This is also the case for dividends paid by
ot to a non-resident from another EU member, under certain condi-
tions (two years of uninterrupted control, at least 15% of capital in
2008 and 10% in 2009). However, at individual level, distributed
profit is taxed once again at 16% because distributed dividends
are considered part of personal income. This means that, from an
economic point of view, the tax rate on capital as a production fac-
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tor is eventually 29.44%, not 16%.

Micro-enterprises (less than 9 employees and less than €100,000
turnover) can opt for turnover taxation as an alternative for profit
taxation. For the first time since its introduction in 2004, turnover
tax rate remained the same as in the preceding year : 2.5%. In 2009,
it will become 3%, its initial value. Employers used extensively mi-
cro-enterprises as a tax-avoidance device by incorporating highly
paid employees. Authorities amended the Fiscal Code in order to
close the loophole.

Value Added Tax

Until December 15, VAT rates remained identical to those of 2007
(19% and 9% for books, newspapers, medical prostheses, hotel ac-
commodations, etc.). After this date, the government decided to in-
troduce a 5% VAT rate for houses sold under certain condi-
tions and to certain categories of customers. The official reason
was to protect the building sector, distressed by the global crisis.
However, aside increased red tape, it is likely that this measure will
have a very limited impact. Indeed, many contractors were able to
avoid legally VAT payment under previous regulation.

Excises
Excise duties on energy, tobacco and alcohol continued to increase

in 2008, in order to achieve conformity with EU regulation. Tax
evasion incentives increased correspondingly.
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Custom taxes

After Romania’s accession to EU (January 1st, 2007), custom taxes
are established at Union level and concern only 30-35% of all im-
ports. In 2008, one of the most debated subjects continued to be the
import of second hand cars from other EU countries. Existent
and potential car producers located in Romania and even importers
of brand new cars were concerned about the competition of second
hand cars. Common market rules prevented the Romanian govern-
ment to adopt openly protectionist measures. However, in 2007 the
government introduced a “green” tax with significant protec-
tionist effects. European Commission criticized this tax and Roma-
nian taxpayers successfully contested it in court. For these reasons,
the government changed it repeatedly in 2008. For example, in No-
vember-December only, there were two major modifications. It is
likely that the process will continue in 2009. It is ironic that, for
now, the tax lost its protectionist component: it hurts also new cars,
produced either in Romania or in other EU countries. Moreover, its
environmentalist effects are questionable because it does not modify
the incentives towards buying a new car rather than keeping the old
one. Actually, its effects could be exactly the opposite: the tax repre-
sents a “sunk cost” paid only once, at the first registration of the car
(either new or old) and it does not take into account the cat’s emis-
sions after one year or ten years later.

Local taxes

Local taxes did not experience radical changes. The most controver-
sial modification concerned their “local” characteristics. Indeed, the
government decided to centralize and then redistribute a large
amount of real estate tax from “rich” local jurisdictions to
“poor” ones.
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Social contributions

Romanian legislation maintains the conventional distinction between
employer’s and employee’s social contribution. Table 1 outlines the
evolution of social contribution rates during 2004-2008 period and
the perspectives for 2009. The tax base is usually the gross wage,
including bonuses and all work-related income. In February, the
government tried to increase the tax base for social contributions to
in kind benefits, (car, cell phone, etc.) but renounced it a couple of
weeks later. Overall, in 2008, social contributions and other taxes
on labor were decreased by 5.3-6.9%. However, Romanian social
contributions remain among the highest in EU, in strong con-
trast with social benefits. This explains the low social acceptance of
these contributions and the efforts made by employers and employ-
ees to avoid them.

Pension contributions

In 2008, the second pillar of the pension system became opera-
tional. The first pillar continues to function on the principle “pay as
you go”. The second pillar is based on individual saving accounts
and administrated by a dozen private pension funds. The total rate
of mandatory pension contributions remained constant (9.5%) but is
split between the first (7.5%) and the second (2%) pillar. This re-
form concerns all employees younger than 35 and, on an optional
basis, those aged between 35 and 45 in 2008. The latter category
represents 37.3% of the 4 million contributors to the second pillar.
Employees who did not want or could not opt out from the first
pillar are contributing 9.5% of income to it.
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It is debatable if contributions to the second pillar should be
assimilated to a tax. Work incentives and tax evasion incentives
depend on whether employees perceive their pension contributions
as personal savings or as a payment without any effect on future
pension value. For now, it is too soon to give a final answer to this
important question. Indeed, Romanian employees keep a property
right on their pension account and can change their pension fund
administrator: these are two major differences from the first pillar.
However, the contributions are mandatory and pension funds are
subject to many portfolio restrictions (T-bonds are privileged, stocks
are subject to ceilings, etc).

The third pillar (privately administered voluntary but tax exempt
savings) is open to all employees on an optional basis. Contribu-
tions are deductible from taxable income up to €00 /yeat,
which represents less than 4% of average annual salary. The em-
ployer can match employees’ contribution and benefit from an
equivalent tax emption, up to €00/year.

Health care contributions

The Romanian government decided to reduce employees’ contribu-
tion rate by 1 percentage point after July 2008. Employers’ contribu-
tion decreased by 0.5 percentage points since January and by 0.3 per-
centage points more in December. Overall, at the end 2008, total
health care contributions were 1.8 percentage points lower than
their 2007 level.
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Unemployment contributions

The low level of unemployment allowed employees’ and employers’
contributions to decrease by 0.5 percentage points and, respec-
tively, by 1% since January 2008. In December, authorities reduced
employers’ contribution by 0.5%. End 2008, total unemployment tax
rate was only 1%, compared to 3% in 2007.

Contributions for risks and accidents

Their rate depends only on the enterprise’s main activity and does
not take into account the differences between actual risks faced by
each employee. This infringement of insurance principles is sup-
posed to reduce employer’s administrative costs. The lowest rate
remained unchanged (0.4%) but top rate decreased from 3.6% in
2007 to 2% in 2008.
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Table 1. Labor taxation in Romania, 2004-2009
(red numbers indicate changes)

Type of Fiscal liabili- 2004 2005 2006 2007
contribution ty
Pension Employee 9.5 9.5 9.5 9.5
Employer 22 22 20.5 19.5
27 27 25.5 24.5
32 32 30.5 29.5
Health Employee 6.5 6.5 6.5 6.5
Employer 7 7 7 6
Unem- Employee 1 1 1 1
ployment Employer 3 3 25 2
Risk and Employer 0.5-4 0.5-4 0.5-4 0.4-3.6
accidents

Labor ins-  Employer 0.25-0.75 0.25-0.75 0.25-0.75 0.25-0.75
pection

Salaries’ Employer - - - 0.25
guarantee
fund

Sick leave ~ Employer - - - 0.85
and indem-

nities

Total 49.75-53.75 49.75-53.75 47.75-51.75 46.25-49.95

54.75-58.75 54.75-58.75 52.75-56.75 51.25-54.95
59.75-63.75 59.75-63.75 57.75-61.75 56.25-59.95

*Employer’s contributions are for “normal”, “uncommon” and, respectively,
“special” conditions of work.

** Since 2008, employee’s pension contribution (9.5%) is split between the
first pillar (“pay-as-you-go”, 7.5%) and the second pillar (capitalization, pri-
vately administrated, 2%) of the pension system.
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Type of Fiscal liabili- 2008 2008 2008 2009%**
contribution ty Jan-Jun Jul-Nov Dec January
Pension* Employee** 9.5 9.5 9.5 9.5
Employer 19.5 19.5 18 18.5
24.5 24.5 23 23.5
29.5 29.5 28 28.5
Health Employee 6.5 55 5.5 5.5
Employer 55 5.5 5.2 5.2
Unem- Employee 0.5 0.5 0.5 0.5
ployment  Employer 1 1 0.5 0.5
Risc and Employer 0.4-2 0.4-2 0.4-2 0.15-0.85
accidents

Labor ins-  Employer 0.25-0.75  0.25-0.75  0.25-0.75 0.25-0.75
pection

Salaries’ Employer 0.25 0.25 0.25 0.25
guarantee
fund

Sick leave ~ Employer 0.85 0.85 0.85 0.85
and indem-

nities

Total** 44.25-46.35 43.25-45.35 40.95-43.05 41.20-42.40

49.25-51.35 48.25-50.35 45.95-48.05 46.20-47.40
54.25-56.35 53.35-55.35 50.95-53.05 51.20-52.40

** The tax base differs slightly for some contributions and has changed over
time, but in most cases, it is gross salaries (payroll) or very close to it. There-
fore, the total is not rigorously precise but a useful approximation. Source: Ro-
manian legislation

##% The figures are valid for January 2009. On 2™ February, government an-
nounced an increase — effective immediately — in pension contributions from
27.5% in December to 31.3% (10.5% employees’ contribution to 1* and 2™
pillar + 20.8% employers’ contribution). Government limited the contribution
to the second pillar at 2%, although it was scheduled to increase at 2.5% in
2009, according to the 2008 Pensions’ reform.
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Labor inspection contributions

They are due to finance the Territorial Labor Inspectorate. Its two
main missions are field verifications of Labor Code enforcement and
the administration of individual registers of employees’ labor history
(“carte de munca”). This document, inherited from the communist pe-
riod, serves to establish pension rights and other social entitlements.
Employers have the option to keep these registers themselves or to
outsource them to TLI. The contribution is 0.25% of the payroll in
the former case or 0.75% of the payroll in the latter. Remarkably
enough, these rates have not changed since 2004.

Other labor based contributions

Contributions for the salaries’ guarantee fund (0.25%) and for sick
leave and indemnities (0.85%) remained at their 2007 level.

Quasi-taxes

Quasi-taxes are a controversial topic in Romania. Fach year, busi-
ness associations are reporting unbelievably high numbers of hidden
or quasi-taxes and the government contests them. End 2007, the
Minister of Finance appointed a commission responsible for identi-
tying all the taxes and mandatory payments that concern Romanian
enterprises. After many delays, in August 2008, the list was pub-
lished on Ministry of Finances’ website. According to the authorities,
there are 115 quasi-taxes in Romania. However, their definition
was rather restrictive. This official list underestimates the real
number of quasi-taxes. For example, a journalist identified 10 envi-
ronmental taxes absent from that list but present in the budget of
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the Environment Fund Administration. Moreover, the official list
ignores mandatory payments made by businesses for mandatory
“services” delivered by private entities. For example, starting with
2010, a member of the Chamber of Fiscal Consultants must certify
any fiscal statement. The signature of an Authorized Accountant or
Expert Accountant will still be mandatory, but not sufficient. Facing
a strong reaction, the government dropped a similar provision from
a draft law in 2007, but reintroduced it discretely in the 2008 Fiscal
Code.

Other non-monetary and indirect fiscal burdens

In 2008, there were some improvements in this field. First, all enter-
prises can pay their fiscal obligations and social contributions in only
two accounts. Second, they have the possibility to submit fiscal
statements in electronic form.

However, despite the possibility of electronic submission, few small
enterprises are using it. The reason seems to be the high cost of the
electronic signature (there are only three certified providers) which
is valid one year and only for fiscal statements (social statements are
still submitted in paper form).

Selected references

Law 19/2000 on public pensions system and other social security
rights, Monitorul Oficial, No 140, April 1st. (With all its modifications).
Law 346/2002 on labor accidents and professional diseases insut-
ances, Monitornl Oficial, No 454, June 27%. (With all its modifica-
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Law 399/2006 on the approval of the Emergency Otrdinance
158/2005 concerning sick leave and health insurance indemnities,
Monitorul Oficial, No 372, April 28%. (With all its modifications).

Law 53/2003 on the Labor Code, Monitorul Oficial, No 72, February
5th. (With all its modifications).

Law 571/2003 on the Fiscal Code, Monitorul Oficial, No 927, Decem-
ber 23rd. (With all its modifications).

Law 76/2002 on unemployment insurance, Monitorul Oficial, No 103,
February 6. (With all its modifications).

Law 95/2006 on the reform of healthcare, Monitorul Oficial, No 372,
April 28t (With all its modifications).

Minister of Economy and Finances (2008), Registrul taxelor fiscale s
nefiscale din Romania, http:/ /app.mefromania.ro/public/wps/portal/
Taxe
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Tax system Slovakia 2008

Slovakia has recorded the fastest GDP growth
among EU countries in 2007 and is expected
to have the 27-fastest growth in 2008. A healthy
economy has generated rapid growth In tax
revenues, so that even the leftist government is
keeping the tax system as set up by the former rightist
government largely unchanged. Another reason to
keep the tax system intact was the focus on the adop-
tion of the euro and fulfillment of the Maastricht
criteria. The 19% flat tax rate — so attractive at
its introduction in 2004 — has become less favor-
able in light of tax cuts adopted in neighboring
countries in recent years. The growing tax competition
represented by these countries together with the ex-
pected slowdown in tax revenue growth brought abont
by lower GDP growth in 2009 will test the govern-
ment’s willingness to adopt changes to the tax struc-
ture. It is possible that there will be a decrease in
social contributions to stimulate job creation as well
as higher taxation of upper-income people.

Increase in tax revenues

Rapid GDP growth combined with a rela-
tively low tax rate resulted in rapid tax reve-
nue growth, which provided a genuine envi-
ronment for the government to substantially
increase expenditures without changing its
share of GDP. Between 2005 and 2008,
consolidated expenditures in the public
sector grew by 28.2%, but the GDP share

Radovan Durana

INESS — Institute of
economic and social
studies, analyst

Figure of the year
Annual growth in
personal income tax
revenues reached
14.9%.
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of tax and social contribution revenues decreased by 1.8 per-
centage points during this period to a projected 28.9% in 2008.
This ratio ranks Slovakia among the three EU countries with the
lowest overall tax burden.

Indirect taxation remains most important for 2009

The largest share of excise taxes is generated by fuel taxes. Despite
the low income and price level in Slovakia compared to the EU, fuel
prices are among the EU’s highest due to above-average tax
rates. These were set four years ago in Slovak koruna (SKK) per li-
ter, and since then have not been adjusted in relation to currency
appreciation. For this reason, Slovakia has the 2rd-highest diesel tax
and the 10-highest petrol tax in the EU (the minimum requirement
for diesel is €).302 per liter, but Slovakia applies a €).481 per liter
rate). In spite of pre-tax fuel prices among the lowest in the EU, the
Slovak government regularly calls upon the main producer to de-
crease its prices. In line with the EU strategy of support for low-CO»
fuels, the excise tax rate for LPG has been brought to zero, with a
tax revenue impact of €3.6m.

New on the list of indirect taxes are so-called energy (or
“green”) taxes levied on the consumption of electricity, natural gas
and coal. As the government was intensively working to meet the
Maastricht inflation target for euro adoption in 2008, it chose the
minimum possible rates when implementing the EU legislation.
Households are exempt, and industrial consumers pay the lowest
possible rates (50% of the required minimum rate; only coal is taxed
at the minimum rate). The share of green taxes — a new phenome-
non on the rise in the world of taxation — still remains low at less
than 1% of tax revenues. Although the European Commission has
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recommended that national governments decrease taxes or social
contributions alongside the introduction of green taxes, the Slovak
government has not responded.

Income tax revenues increasingly significant

The decreasing trend in indirect tax revenue share of total tax reve-
nues has been driven by income growth for both individuals and
businesses. A rapidly rising general wage level combined with in-
creasing employment led to 14.9% annual growth in personal in-
come tax revenues in 2008, closely followed by 12.8% growth in cor-
porate tax income.

Despite the unchanged 19% tax rate, the tax burden on indi-
viduals has been slowly but steadily rising over the last 4 years.
The personal tax basis is subject to a €3,435 annual exemption appli-
cable to everyone with a monthly salary below €3,000, which was
supposed to reduce the tax burden on low earners. As a result, ap-
proximately 15% of employees paid no income tax, and the average
earner paid no more than 10%. This exemption is set as a multiple
of the living minimum, which has been growing at a pace lower than
that of real wages. This “fiscal drag” effect results in a growing tax
burden on individuals. It is also worth noting the rapidly rising
minimum wage—36.9% increase between 2006 and 2009,
against cumulative inflation of app. 10%. In Slovakia, the minimum
wage is set for 6 skills and qualification levels, from an unqualified
worker to manager. It is artificially pushing wage levels up, indirectly
influencing the growth of the personal income tax base.

Facing the highest share of long-term unemployment in the EU
(over 60% of all unemployed in 2008 were long-term) and in re-
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sponse to the high tax wedge (the share of taxes and social contribu-
tions as a percentage of total labor costs), the government decided to
adopt a measure to ease the burden. An employee bonus which
makes minimum-wage earners eligible for a negative tax will be paid
annually starting in 2009. As with any other negative tax, the em-
ployee bonus implies redistribution of tax revenues which must be
paid for by earners with higher incomes. Although this effectively
decreases the amount of money in the hands of government, it in-
creases income redistribution. The employee bonus is one of the
measures proposed by the finance minister in a paper entitled
“Modernization Program Slovakia 217, and the only one related to
the direct tax burden. The other tax-related measure already ap-
proved by the government relates to reducing the costs of tax ad-
ministration by merging the agencies responsible for collection of
taxes and social contributions. Implementation of this measure is
not expected before 2011.

Corporate tax revenues almost doubled during the past 6 years,
reaching €bn in 2008. Had the government not provided investors
with tax holidays, corporate tax income would have been 6.4%
higher in 2008. Although the 19% corporate tax rate may be consid-
ered favorable compared to the EU average, if one includes all man-
datory payments a small company must pay then the effective
tax rate reaches almost 50%. According to the “Paying Taxes 2009
The Global Picture,” (http://www.pwe.com) a study conducted by
PricewaterhouseCoopers and the World Bank, the total tax rate for a
company with 60 employees performing general industrial and com-
mercial activities reached 47.4%. As other taxes like property taxes
and vehicle taxes are rather low, the main “culprit” for the high tax
levy is the indirect cost of labor: payroll taxes. It is worth mentioning
that the tax system also has indirect costs related to the time spent
complying with tax rules. According to the study, such a firm spends
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325 hours per year in Slovakia on compliance, compared to 930 in
the Czech Republic or 80 in Hong Kong. Despite a 5% year-over-
year decrease, the Slovak government has enormous room to de-
crease tax costs without touching tax rates.

The dark cloud of payroll taxes

Establishing low tax rates in a developing economy such as Slovakia,
with its extensive public social and healthcare systems, was possible
only through deficit financing or placing burdens on labor costs. To-
tal social contributions paid for Slovak labor rank the country
among the world’s top ten. Social contributions are paid at the
same rate from the first earned cent. Despite upper wage limits (of 3
or 4 times the average wage), total income from social contributions
reached as much as 43.7% of total tax revenues in 2008. The tax
wedge of 38.5% in 2007 for an employee on an average wage is
above average for OECD countries. Due to the low share of income
tax in this ratio, it is expected that, if a decrease occurs, it will be in
social contributions. 2008 brought no changes to the structure or
rates of social contributions. These are expected by economic ex-
perts to be implemented due to a sharp drop in economic growth in
2009.

Local taxes

Tax rates for 95% of total tax revenues (including social contribu-
tions) are decided at the central government level. Municipalities and
regions collected €).5bn in 2008. Despite the process of fiscal de-
centralization and the transfer of competences to self-governing
units, options to differentiate through tax rates are limited and
there are no signs of tax competition within the country. The
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outlook for progress in this area is negative due to a combination of
municipalities” unwillingness to bear greater responsibility and un-
willingness of government to lose control over a significant amount
of money.

Expected changes in 2009

Parliament has already passed an amendment to the income tax law
which increases the personal income exemption from €3,435 per
annum to €4,026. The government will collect 8% less in personal
income tax (about €148m.). As the upper limit on monthly income
to which this exemption may be applied has not been changed, this
amendment will increase the progressivity of the personal in-
come tax (today, less than 10% of taxpayers pay more than 50% of
total income tax revenues). Other changes already passed relate
mainly to decreasing the indirect costs of the tax system. Examples
include cutting the period for VAT refunds from 60 days to 30 days
and increased minimum values for tangible and intangible property
in the depreciation scheme.

Sources:

Paying Taxes 2009 The Global Picture, PricewaterhouseCoopers and
the Wotld Bank, 2009

Taxing Wages 2006/2007 OECD, 11 March 2007

Statistical Office of the Slovak Republic

Ministry of Finance of the Slovak Republic

Financial Policy Institute of the Slovak Republic
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Spanish Tax policy in 2008

The most important development of the year is the
removal of the Wealth T'ax, which has been in force
i Spain since 1977. i

The year 2008 was not particularly rich in
new tax policies. Despite the economic cri-
sis severely hitting businesses and workers,
the Government was slow to react with
new tax measures. In April, the Spanish
government stated that "the Spanish econ-
omy currently boasts a solid foundation" T ounder and Direc-
and that "this solid foundation places the  tor of the think tank
Spanish economy in a favourable position ~ lnstitucion Futuro’
to address the adverse situation arising from
international economic shocks" (statement
of legal grounds of Royal Decree - Law
2/2008, 21st April, Measures to Boost Eco-
nomic Activity, published in the Official
State Gazette (BOE) on 22nd April 2008,
http://www.boe.es). This is probably the
reason behind the delayed and weak reac-
tion of tax policy, which did not take place
until the end of December with the intro-
duction of Law 4/2008, 23t December, o
which removed the Wealth Tax, general- Eugenio Simé6n
ised the monthly return for Value Added Acosta

Tax (VAT), and introduced other Professor of Finance
changes to tax legislation (BOE, 25%  and Tax Law. Uni-
December). versity of Navarra.

Julio Pomes Ruiz

Royal Decree - Law 2/2008 already in-
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cluded some tax measures, the most talked about being the deduc-
tion of €100 in personal income tax, which has benefitted the re-
cipients of income eatned through employment and/or financial
activities. The deduction ceiling is the result of applying the average
rate of income tax to income earned through employment and/or
financial activities. It does not take into account the earnings of the
taxpayer and thus benefits all recipients of such income, even those
who fall into the higher earnings bracket.

This reduction was intended to inject resources into taxpayers’ pock-
ets in order to boost the countercyclical effect of personal income
tax. This required the impact of the deduction to be reflected imme-
diately in the withholdings and payments on account of income tax
and, for this purpose, a reform in tax regulations was announced,
and approved a month later in Royal Decree 861/2008, 234 May,
which amended Income Tax Regulations related to payments on ac-
count of income earned through employment and/or financial ac-
tivities. This was published in the Official State Gazette on 24t May.
So, as of 15t June 2008 (the date on which the aforementioned Royal
Decree came into force), the method of calculating withholdings on
employment income changed.

Another measure approved in Royal Decree Law 2/2008 aims to
remove barriers and facilitate the Treasury in capturing sav-
ings deposits hidden away in tax havens. An exemption on in-
come tax has been established for non-residents, which frees from
tax obligations all income derived from the Public Debt (interest
payments) obtained in countries or territories which are classed as
tax havens. This has ironed out the possibility of the State gaining
financial resources which may have unfavourable origins.

The third of the relevant tax policy measures adopted in May 2008
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was the extension of the concept of rehabilitation of buildings,
in order to reduce the scope of exemption from Value Added
Tax on second and subsequent supply of housing (also in the Gen-
eral Indirect Tax of the Canary Islands). First supply of buildings by
constructors is subject to VAT, with ‘first supply’ being considered
to apply to both new and restored buildings. Qualification as a
“reforma” requires the cost of the work to be over 25% of the pur-
chase value of the property. The law has been amended to exclude
from the total purchase value the proportional value corresponding
to land. Thus, certain previously exempt from VAT due to being
second supplies (as the work carried out was not considered a
“reforma”) are now considered first supplies and are thus subject to
VAT, resulting in this no longer being a Tax on Property Convey-
ances and Documented Legal Acts (TPCDLA) required by the
Autonomous Communities, and therefore not deductible for con-
structors, who have to bear the cost of this.

Royal Decree - Law 2/2008 states that this measute is designed to
boost construction activity, thereby promoting growth and job
creation. The reality is that, with this legal reform, the State has re-
moved a regional tax from the Autonomous Communities,
which they were previously entitled to withhold, as VAT is inconsis-
tent with TPCDLA.

In accordance with the statement of legal grounds of Royal Decree -
Law 2/2008, extending the concept of rehabilitation involves a tax
rebate in that work related to building reforms intended primarily for
housing is subject to a reduced rate of VAT - 7% - instead of the
standard rate of 16%. This supposed rebate becomes irrelevant
when the developer of the reform is the constructor, as the latter has
the right to offset the VAT, and the rate applied is also irrelevant as
it will be deducted or returned irrespective of whether the rate is 7%
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or 16%.

Other measures approved in Royal Decree - Law 2/2008 are not of
sufficient relevance to examine in great detail here. One is an adjust-
ment of the payment by instalments on account, which must be
made by constructors during the first quarter of 2008 as a result of
the new General Accounting Plan coming into effect. Another is the
temporary removal of the tax levied on public deeds documenting
the extension of mortgage loans granted for the acquisition, con-
struction and reform of the principal residence (this tax is insignifi-
cant — the amount of fifteen cents per sheet of deeds, withheld by
the Autonomous Communities).

In December 2008, other tax policy decisions were taken aimed at
stimulating the economy, which by this time had entered recession,
resulting in widespread job losses.

The most noteworthy measutes are those included in Law 4/2008,
231 December - removal of the Wealth Tax, generalisation of
monthly repayments in Value Added Tax, and the introduction
of other changes to tax law. Law 4/2008 includes measutes to make
certain criteria of structural and short-term tax policy effective. Oth-
ers are simple adjustments to the tax legislation already in force, such
as those affecting corporate income tax, which are merely the techni-
cal tax measures required by the reform of the General Accounting
Plan of 2007. We will not discuss these technical adjustments as they
are not considered of interest to this report on tax policy.

The most important structural measure is the removal of the
Wealth Tax, which is a tax collected by the Autonomous Commu-
nities. From a practical point of view this has been removed with
immediate effect, and was therefore not payable on December 31,
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2008. Howevert, it has not been formally removed: Law 19/1991, 6th
June, regarding Wealth Tax, is still in effect but a full rebate will ap-
ply to taxpayers who have paid the tax due to personal or absolute
obligation.

This surprising removal of a tax without repealing the law governing
it can be easily explained. The Autonomous Communities are pet-
mitted to levy taxes on taxable events unencumbered by the State. If
the State repeals the tax, the Autonomous Communities may intro-
duce a similar one in its place. The 100% rebate maintains that own-
ership of assets continues to be a taxable event of the state and is
therefore forbidden ground to the Autonomous Communities. The
statement of legal grounds of the law justify the removal of the
Wealth Tax, stating that the changing international economic envi-
ronment and the changes introduced to the tax had rendered it pow-
erless to effectively achieve the objectives for which it had been de-
signed.

The short-term economic policy is reflected in a set of reforms af-
fecting various taxes.

In relation to income tax of non-residents, this once again demon-
strates a commitment to facilitate the treasury in its capture of funds.
Interest from the Public Debt obtained by non-residents is exempt,
although the payee was previously obliged to declare it. This require-
ment has been removed, as has the obligation up until now to with-
hold interest on treasury bills in certain exceptional cases. It also
provides that no late-payment interest shall be payable during
friendly processing procedures to resolve conflicts with Authorities
of other States.

Rising oil prices, which reached a peak in July 2008, caused serious
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social conflict in the road transport sector. In December the situa-
tion was very different, but agreements were reached with those af-
fected and consequently Law 4/2008 established a reduction of
75% during 2008 and 2009 on the tax on insurance premiums
related to urban public transport and road transport of goods or pas-
sengers, as well as a reduction of 50% on the Business Activities Tax
for road transport for the tax year 2008.

In Value Added Tax (VAT), the time needed to elapse in order to
consider bad debt against a customer and therefore seek a refund of
the tax paid from the Treasury has been reduced from two years to
one. This measure aims to alleviate the lack of liquidity plaguing
many companies as a result of the crisis in the financial sector. The
same objective is attempted in the generalisation of the right to opt
for the immediate return of VAT when in the monthly payment the
deductible VAT is higher than that due. So far, in general, this return
could apply only at the end of the year and only a certain number of
companies had access to the immediate return system. The exercise
of this option together with the practice of monthly repayment has
resulted in the establishment of new regulations, contained in Royal
Dectee 2126/2008, 26t December (BOE, 27t December). In the
General Indirect Tax of the Canary Islands, similar reforms have
been made to those of VAT.

Most of the changes introduced in the Property Transfer and
Stamp Duty Tax are purely technical or interpretative - as is the
case with the exemption of Financial Asset Securitization Funds -
and the transposing of EU legislation, such as reforming the taxation
of corporate operations for adaptation to 7/2008/CE Directive of
12t February 2008 regarding indirect taxes on the raising of capital.

Special mention is given here to the measures affecting the transfer
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of residential property, driven by the need to alleviate the serious
problems people are facing, and the collapse of the construction in-
dustry. In addition to establishing that the tax base of operations
related to loan assignment or to rights to acquire property under
construction is not the total value of the buildings constructed, but
the real value of the property at the time of transfer of the loan or
right, the exemption of housing subsidised by the state has also been
reformed and systematized.

The main purpose of the other reforms included in Law 4/2008,

including those related to Special Taxes, is to fulfil the requirement
of bringing tax legislation into line with Community Regulations.
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Taxation in Switzerland

International tax competition remained a major issue
in Switzerland 2008. The Swiss government contin-
ued to reject negotiations with the European Union
over special tax regimes for holding and administra-
tive companies and presented new proposals to reform
corporate taxation designed to enhance Switzerland’s
position as a business location while in part taking
into account the EU’s concerns. Meanwhile, the EU
had to dissociate itself from the German finance min-
ister Peer Steinbriick’s controversial call to put Swit-
gerland on a “black list” because of its insistence on
protecting financial privacy.

At the beginning of the year, a reform alleviating the
donble taxation of distributed profits was narrowly
accepted by a majority of 50.5% of voters in a refer-
endum. The Swiss government also specified its plan
to overbanl the valne-added tax and implement a
single VAT rate of 6.1%. Attempts were also made
to clarify the taxation of trusts at cantonal level.

International tax competition and the
dispute with the EU

The Swiss government reiterated its refusal
to implement internal EU tax rules in Swit-
zerland and established an international tax
competition working group to draw up meas-
ures in order to improve Switzerland’s com-
petitiveness as a business location. Initial re-

Pierre Bessard

Executive Director
of Institut Constant
de Rebecque
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sults were presented as a proposal for a new corporate tax reform,
including the abolition of stamp duty on financial transactions and
the option for the cantons to waive capital tax (see below).

As a reminder, the European Commission decided in 2007 that
certain cantonal tax practices for administrative and holding
companies to be forms of state aid incompatible with the 1972
free-trade agreement between Switzerland and the EU and ob-
tained a negotiating mandate from the Council of Ministers. The
Swiss government has so far consistently rejected the EU’s interpre-
tation considering it to be unfounded and consequently refused to
enter into negotiations. In April 2008, representatives from Switzer-
land and the EU met a third time to discuss the EU’s assessment of
the criticized cantonal corporate tax regimes.

The meeting stressed once again the diverging positions of the two
parties on the interpretation of the 1972 free-trade agreement. Swit-
zerland sees no reason to adapt or do away with the criticized can-
tonal tax regulations. Swiss representatives also observed that EU
member states apply differentiated tax measures as well and pointed
to a future corporate tax reform in Switzerland. It was agreed that
no date would be set for a further meeting at the present time
since the positions of both parties had been made clear. The
Swiss government stressed that these meetings were not meant as
preparing the ground for negotiations, but to better explain the
Swiss tax system and clarify Switzerland’s position.

Aside from this disagreement, the European Commission also seeks
to extend the scope of the savings tax agreement, considered to
be too easy to circumvent, although concrete proposals are yet to be
made. The savings tax agreement came into force in 2005, whereby
an anonymous withholding tax is levied on interest payments to EU
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residents in Switzerland, while preserving the financial privacy of
account holders. In 2007, tax revenues in excess of 653 million
Swiss francs were generated under the agreement. Germany, Italy
and France were by far the largest beneficiaries. The agreement al-
lows the recipients of interest payments to choose between the with-
holding tax system and a voluntary declaration to the tax authorities.
Opverall in 2007 approximately 63,000 declarations were received,
against 55,000 declarations in 2006. The Swiss government signaled
its “openness to a dialogue” on the principle of an extension of the
scope of the agreement as long as Swiss banking privacy laws were
not affected.

Meanwhile the EU had to dissociate itself from a controversial call
by Germany’s finance minister, Peer Steinbriick, to place Switzer-
land on a “tax haven black list” and to use “a stick” if “a carrot”
did not work. The Swiss government summoned the German am-
bassador to protest against the minister’s remarks, which were
widely dubbed as political posturing for a German audience. The
German government faces each year new records of emigration of
German residents to Switzerland, and the high tax burden in Ger-
many is estimated to have led to an increase in the underground
economy and in the relocation of firms outside Germany.

New corporate tax reform

Internally, the Swiss government announced further reforms of cor-
porate taxation in order to alleviate companies doing business in
Switzerland of unnecessary tax burdens and to strengthen Switzer-
land’s position as a business location. The government stressed that
an attractive tax environment for companies is a key prerequisite for
ensuring economic growth and employment and noted that Switzer-
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land is facing increasingly intense tax competition. Against the
backdrop of globalized flows of trade and services, corporate
taxation is thought to need constant monitoring and improve-
ments.

The planned reforms contain various measures to eliminate tax bar-
riers to company financing. The main elements of the reforms in-
clude the abolition of stamp duty and withholding tax on the
issuance of equity and debt capital to encourage investment and
avoid distortion of financing activities. According to the govern-
ment, groups operating internationally will be more inclined to lo-
cate their financing activities in Switzerland as a result of these meas-
ures. That in turn should increase tax revenues and support the crea-
tion of highly qualified employment.

At the cantonal level, it should be made possible for the cantons
to waive capital tax. In addition, further measures, such as adjust-
ments to the system of investment deductions, will be examined.

In the short-term the proposed measures will lead to tax reductions
of up to 500 million Swiss francs at federal government level. For
the cantons, tax reductions will only ensue if the cantons opt volun-
tarily to waive capital tax.

The cantonal tax regimes of administrative and holding companies
criticized by the EU were also examined, and the Swiss government
analyzed alternative models of profit taxation, such as a shift to a
uniform system. However, the analyses showed that in terms of
growth, the existing system proved best placed to produce the de-
sired results. Moreover, a shift to a uniform system of profit taxation
would not be feasible in terms of policy, since it would have a seri-
ous impact on the cantons, which reject such a step. Targeted meas-
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ures could nevertheless take into account the concerns expressed by
the BEU, whereby the government stresses that its focus is on the
enhancement of the tax system for companies which invest and cre-
ate jobs in Switzerland and that it will push for the swift implemen-
tation of these reforms.

Alleviation of dividend taxation

A majority of 50.5% of Swiss voters accepted in a referendum at the
beginning of 2008 a reform designed to alleviate the double taxation
of dividends at federal government level. The tax base for distrib-
uted profits is reduced to 60% for holdings of at least 10% in
the share capital. Over two-thirds of Swiss cantons have imple-
mented similar measures, whereby the tax rebate varies from 30% to
80% depending on the canton. The federal reform also includes vari-
ous enhancements for small and medium-sized businesses.

Enhanced taxation of trusts

Following the ratification in 2007 of the Hague Convention on the
Law Applicable to Trusts and on Their Recognition, attempts were
made by the 26 cantons to clarify the taxation of trusts. Some can-
tons have longstanding experience in the taxation of trusts, whereby
practices can vary significantly depending on the canton. The inter-
ministerial conference of the cantonal financial ministers sought to
establish a uniform practice in a circular, but tax scholars and trust
law practitioners voiced criticism at the proposals and indicated that
the previously used case-by-case method will probably con-
tinue in most of the 26 Swiss cantons, despite the principles laid
down in the circular and its intent to harmonize cantonal practices.
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VAT reform

In its attempt to overhaul value-added tax, the Swiss government
made a formal proposal in favour of a standard 6.1% VAT rate
and the abolition of most exceptions. This measure is supposed to
introduce a more efficient and transparent system while reducing the
administrative burden for companies. The plan, which still needs
approval by parliament and voters, is expected to make household
products, public transport, cars, fuel and electronic equipment
cheaper. However, it would probably prompt price hikes for food,
the hospitality and health sectors as well as for education, culture
and sport. For this reason, the proposed rate, although less than half
the minimal VAT rate in the EU, has been criticized by all political
parties. Switzerland currently has a standard VAT rate of 7.6%, with
lower rates for the hospitality sector and for essential consumer
goods such as food.
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UK's fiscal 2008 - redistribution and economic fragility

The political timetable

There are two big annual dates for UK fiscal
policy: the annual budget in April, in which
the Chancellor of the Exchequer (Finance
Minister) presents to Parliament tax changes,
and the November pre-budget report, insti-
tuted in 1997 by Gordon Brown to "help
build the foundations of shared understand-
ing and sense of national economic purpose
between government, business, and individu-
als."

April 2008, before the bankruptcy of Leh-
man Brothers, seems like a relative age of
innocence. The financial crisis and its domi-
nance of economic policy might have been
foreseen and there might even have been
value in earlier responses. Nevertheless, po-
litical attention and energies were the usual
balance of substantial matters and the micro-
politics of competing interests. The Novem-
ber 2008 pre-budget report, on the other
hand, was definitely dominated by macro-
economic thinking. The pre-occupations of
April seem like a luxury from the perspective
of November -- oh! for the days when tax
policy could once again be about the balanc-
ing of social priorities and incentives! By No-
vember, the talk is all of stimulus, afforda-
bility and possible Ricardian equivalence. Al-

Tony Curzon
Price

Editor-in-Chief,
openDemocracy
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most all the language around fiscal policy is macro-economic.

A review of the year, however, shows that Labout's redistributive
instincts were resurgent all year. Small-scale but much discussed
policies to increase taxation on the rich, capital gains tax changes
aimed at making financiers pay more income tax, as well as a num-
ber of changes aimed at the less well off have all marked 2008 as one
in which Labour returned to its ideological roots. Part of this is ex-
plained by electoral timetables--an election must take place before
June 2010--and part by the worsening economy. The New Labour
project has always been Rawlsian in its attitude to distribution: ine-
qualities are good if they benefit the worst off. Conversely, as the
once vaunted virtues of inequality are tarnished, less inequality can
be tolerated.

The run-up to April
Corporate tax migrants

The rate of corporate tax was cut from 30% to 28% in April 2008.
The UK's apparently stated goal of having the lowest corporate tax
rates in the G7 were achieved by the cut.

As Vanessa Houlder notes in the FT (ft.com, Sept. 08 2008), the
decade has been one of intense tax competition:

“The intensity of international tax competition was under-
lined by the finding that, for the first time since 1994, no
country in the 106-strong sample had raised rates. Competi-
tion has been particularly intense in the EU over the past 10
years, moving average corporate tax rates from the highest to
the lowest of any group of countries in the OECD.”

However, corporate Britain played the tax competition card
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hard during the year. Attention has focused on complexity, insta-
bility and the treatment of foreign subsidiary profits (“Departing
companies cite tax instability”, ft.com., August 29 2008). Hence,
Martin Sorrell, head of the advertising agency WPP was very vocal
early in the year about his company's threatened move to Ireland.
And, indeed, a fascinating study of actual tax paid by corporations
(as opposed to tax rates) confirmed the view that the UK's competi-
tive tax rates hide important differences (visit, http://
www.livinginnovation.org/value_added/)

In November 2008, the government announced that it would re-
nounce taxation of foreign subsidiary profits, although it also an-
nounced plans to simultaneously tighten rules regarding within-
group transfer pricing, for example through the treatment of charg-
ing for intellectual property. The plan, together with companies fac-
ing tougher problems than head-office location, is forecast to be ef-
fective in stemming the tide of corporate emigrations.

Non-domiciled tax

The start of the year saw substantial debate over the value to the
country of the "non-domiciled" tax regime which allows those for
whom the United Kingdom is not their "home" -- however defined -
- to avoid paying tax on offshore income and, incidentally, to also
avold paying all forms of capital gains tax.

The political mood was anyway turning against the luxury life-
styles of the City. £120m (€130m), while not nothing, was certainly
not going to help the fiscal deficit, with public sector borrowing for
2009 estimated to be £118bn. The non-doms were good sacrificial
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victims -- symbolic and powetless and not particularly attractive. The
mood was well-captured by Professor Willem Buiter in his Mavere-
con blog:

The main indirect effect of the proposed increase in taxes on
the non-doms (if they were to leave and not spend as occa-
sional or even regular visitors as much as they now spend as
residents) is through their consumption of non-traded goods
and services, including charitable giving — a form of con-
spicuous consumption unless it is double-blind. The demand
for magnums of 1961 Petrus (at £18,000 a bottle) would suf-
fer. So would a few luxury shops, restaurants and studs. Up-
per bracket property prices in Llondon and the home coun-
ties would fall. With a bit of luck, the fall in property prices
would spread more widely (http://blogs.ft.com/
maverecon/2008/02/theyd-none-of-thtml/#more-130).

In response to strong lobbying, the Treasury (Finance Ministry)
watered down the proposals, especially with regard to disclosure
of foreign assets, which is now not required. Moreover, the charge is
to be levied after 7 years' residency, which means that many in the
Finance industry, here for just a few years, are exempt.

Simplified Capital Gains Tax

Capital gains taxes were introduced in the UK by the Wilson govern-
ment in 1965. Until 1998, capital gains were treated as closely as pos-
sible to income. Most wealthy people paid the same marginal capital
gains tax rate as income tax rate. In a move to encourage entrepre-
neurialism, Gordon Brown introduced "Taper relief" whereby the
capital gains tax would fall from 40% to 10% over ten years of
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holding an asset. The taper was reduced to four years in 2000 and
just 2 years in 2002.

Somewhat strangely, the fees that financial funds — private equity
funds and hedge funds especially — levied as a percentage of
profit on managed funds were treated as a capital gain for part-
ners rather than a corporate income. Thus, much of the City (if not
already on the non-domiciled tax holiday) was enjoying tax rates
three times lower than their nanny.

The Chancellor announced a simplified, single 18% tax rate on
capital gains. Post-announcement lobbying led to the re-
introduction of some tapering: a lifetime £1m of capital gains would
be taxed at 10% and the rest would be taxed at the flat 18% rate ).
The rhetoric was quick to follow from private equity. However, lar-
ger trouble in the finance industry soon eclipsed these "good times"
arguments. There are capital loss allowances for all to go around for
years to come, it seems.

Scottish income tax

The Scottish Nationalist Party (SNP), the ruling party in Scotland,
announced a plan to flex its fiscal autonomy by replacing local taxes
based on the value of homes (the "Council Tax") with a 3% local
income tax. The SNP claimed to have research that showed that
80% of Scots would be better off under the local income tax pro-
posal. The SNP tried its fiscal luck even further by asking Westmin-
ster to share excise duties from (mainly Scottish) North Sea oil
directly with Scotland.
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London made life difficult for Edinburgh on both fronts. On the
matter of oil, the SNP government simply never got a reply to their
request. On the local income tax, the Treasury intimated that
Edinburgh might not have automatic access to the computer
systems of the tax collection agency (Her Majesty's Revenues and
Customs) for its plan. The central government went on a strong
political campaign against the SNP proposal. While much of the
resistance can be understood in terms of Scottish politics — the rul-
ing Labour party in London would not have a majority without its
domination of Scottish representation in the UK parliament, and is
very concerned at the loss of its political base to the nationalists in
Edinburgh — part of the resistance should also be seen as the politi-
cal centre protecting its revenues. Alistair Darling, Chancellor of the
Exchequer (Finance Minister) and himself a Scottish member of the
London parliament, said of the local income tax: "it would be a dis-
aster for the financial services industry. If we are going to attract the
best to come to and remain in Scotland, to tell them that you are
going to be paying more income tax would be the completely wrong
thing to do." (http://thescotsman.scotsman.com/latestnews/
Holyrood-and-Westminster-at-war.4135513.jp) Whatever the virtues
of the argument (what of the abolition of the home-value based
council tax?), this sounds like an objection to a rival for tax revenue.

The abolition of the 10% income tax band

The 2007 budget had announced changes to the marginal rates of
income tax bands to be implemented in April 2008. The 10% rate
was to be abolished altogether, while the rate in the next band
was to be reduced from 22% to 20%. This policy, clearly regres-
sive for the lowest paid, had been presented as part of a set of
budget proposals that were politically acceptable to Labour at the
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time while also striking a real blow to the Conservative's claims to be
able to reduce income tax further. The 2007 move had been seen at
the time as good political tactics.

However, as the moment for implementation arrived, and with
household incomes suffering from high oil and food prices, Labour
members of parliament threatened to vote against the govern-
ment unless the regressive policy was changed. It was simply not
possible for the UK left to enact regressive income tax policies in
the face of a worsening economy. The parliamentary rebellion was
successful. Alistair Darling agreed a series of neutralising meas-
ures — that the zero rate band would be increased by £600 (&66);
that low income households would receive a [120 tax rebate; that
fuel subsidies for the poor would be increased, and that the mini-
mum wage would be increased.

Macroeconomic storms gather

As the macroeconomy worsened, it became clear that the "Golden
Rule" formulated by the then Chancellor of the Exchequer, Gordon
Brown, to "balance the budget over the course of the economic
cycle" would not be honoured. Tax receipts were forecast to fall
well below previous forecasts simply because of the reduced eco-
nomic activity and climb-downs over various tax increases — espe-
cially the 10p tax band, but also fuel and alcohol duties — that can
also be attributed to the political difficulty of increasing taxes while
the economy worsens. By November, the government was con-
vinced that the world faced a Keynesian recession and an-
nounced an immediate 2.5 percentage point cut in the value
added tax rate, from 17.5% to 15%.
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UK GOVERNMENT DEBT
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The November 2008 pre-budget report tried to present both an
expansionary response to immediate crisis and a prudent ap-
proach to the future of public finances. (The practical relevance
of commitments beyond 2010 is questionable given that an election,
which Labour seems likely to lose, must be held by June 2010.) To-
gether with the cut in VAT from 17.5% to 15%, the government
announced its intention to:

* bring forward /3bn of capital spending from 2010/11 to
today;
* introduce a /145 tax rebate for low income households;

* increase all National Insurance contributions (a tax levied
on income for pension payments) from 2011 by 0.5 ;

® increase pensions and tax-credits for implementation
from January 2009 to April 2009;

* increase subsidies on various green measures

® defer an intended rise in small business corporation tax
(from 21% to 22%)

* allow struggling firms to develop payment plans for their
VAT and payroll tax payments;
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Winners and losers

WHO GAINED THE MOST FROM THE PRE-BUDGET REPORT?
Winners and losers in April 2011 from fax changes
% change in net income
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increase the marginal income tax rate from 40% to
45% for income above £150,000;

The re-distributive impact of these measures has been simulated by
the Institute for Fiscal Studies (http://www.ifs.org.uk/). Aside from
any macroeconomic impacts of the program, it is clear that the eco-
nomic crisis and the electoral calendar have sent Labour back to
their re-distributive roots.
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