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Steffen Ganghof and Philipp Genschel

ABSTRACT s corporate tax competition a threat to democracy in the European
Union (EU)? The answer depends crucially on a positive analysis of the effects of tax
competition on national policy autonomy. Most analyses focus on direct effects on
corporate tax rates and revenues. We contend that this focus is too narrow. It over-
looks the fact that corporate tax competition also has important indirect effects on the
progressivity and revenue-raising potential of personal income taxation. We elabor-
ate on these indirect effects theoretically and empirically, and explore the impli-
cations for the normative debate on the EU’s democratic deficit. Our findings
show that European integration can constrain national redistribution in a major
way: the democratic deficit is real. Greater political contestation over the EU’s
policy agenda is desirable in order to mitigate this deficit.

KEY WORDS Corporate taxation; democratic defici;, EU tax policy;
redistributive policy; tax competition; tax harmonization.

1. TAX COMPETITION, TAX HARMONIZATION AND
DEMOCRACY

Tax competition features prominently in two debates on European politics: a
policy debate on the desirability and necessity of European Union (EU)-level
involvement in company taxation,' and a normative debate on the so-called
democratic deficit. The policy debate focuses on the issue of tax harmonization:
should the EU engage in (minimum) tax rate harmonization in order to reduce
the scope for tax competition among the member states, as proposed, for
example, by the Ruding Report (1992: 209) or the German and French govern-
ments in 2004 (Financial Times 2004)? The debate on the EU’s democratic
deficit centres on the question of the redistributive consequences of European
integration: are EU policies redistributive, and, if so, should there be more pol-
itical contestation about the EU policy agenda (e.g. Follesdal and Hix 2006;
Scharpf 2006)?
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Both debates are riddled with contradictory evidence on the effects of tax
competition. As Figure 1 shows, the average statutory company tax rate of
the EU-15 countries has fallen continuously since the 1980s. This allows pro-
ponents of a minimum tax rate policy to point at a ‘mad race’ to the bottom
in corporate taxation that needs to be stopped (Strauss-Kahn 2004: 60).
Those concerned about the redistributive consequences of European integration
can cite the downward trend as evidence of democratic control of national tax
policy choices being eroded by competitive constraints in the Single Market
(e.g. Scharpf 2003b). Figure 1 also shows, however, that the general drop in
company tax rates did not result in a similar drop in company tax revenues.
To the contrary, the unweighted average of revenues actually increased over
the 1990s. This seems to vindicate those policy experts, including the European
Commissioner for Taxation Laslé Kovacs, who doubt the need for a minimum
tax rate (e.g. Kovacs 2004). It also seems to prove correct those authors who
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Figure 1 Average corporate tax rates and revenues of EU-15 countries, 1980-2005
Notes: Unweighted averages. Tax rates are for retained corporate profits and include
temporary surcharges as well as local business taxes.

Sources: Tax rates: various sources, see Ganghof (2006: appendix); tax revenue:
OECD (2004).
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contend that European integration is either not redistributive, or guarantees
centrist policy outcomes (Majone 1998; Moravcsik 2002).

We contend that both debates suffer from a one-sided conception of the
effects of company tax competition. They proceed from the implicit assumption
that the only potentially important effect of tax competition is the direct effect
on company tax revenue. By contrast, we argue that tax competition also has
important indirect effects on personal income taxation. The corporate tax not
only serves as a revenue-raising instrument in its own right but also as a ‘back-
stop’ for the personal income tax. In the absence of a separate tax for corpor-
ations, companies could be used as tax shelters for personal income. By
helping to prevent this, the corporation tax protects the personal income tax
base. Tax competition undermines this backstop function by pushing corporate
tax rates down. Hence tax competition indirectly constrains the revenue-raising
potential and/or the progressivity of the personal income tax.

In sections 2 and 3, we demonstrate first theoretically and then empirically
that company tax competition has significant indirect effects on personal
income taxation. In section 4, we discuss the implications for the related
debates on the democracy deficit and on company tax harmonization in the
EU. We endorse calls for greater political contestation about the EU’s policy
agenda (Follesdal and Hix 2006). While the processes for deciding policy
issues cannot become much more politicized and ‘majoritarian’ in the near
future, the processes for defining policy issues can and should be changed in
this direction. This would still have to lead to proposals that can muster
broad support. But these proposals would differ from the ones pursued in a
depoliticized policy debate. We illustrate this point by sketching a proposal
for tax harmonization that focuses on the much neglected backstop function
of company taxes. Section 5 summarizes the main points.

2. THE INDIRECT EFFECTS OF COMPANY TAX COMPETITION:
THEORY

In order to gain theoretical understanding of the indirect effects of company tax
competition, we first introduce the distinction between normal and above-
normal profits. This will help us to better grasp the nature of company tax com-
petition, the nature of the company tax’s backstop function and the conse-
quences of tax competition for this backstop function.

From an economic perspective, there are two types of ‘capital income’: normal
and above-normal. The normal return to capital is the return to deferring con-
sumption, i.e. the (risk-free) return to wealth. For instance, if someone buys a
machine, she wants this investment to generate at least the return she would
have received from buying government bonds. This is the normal return.
Above-normal returns go beyond this level. They include various things, such
as returns to innovation, returns to market power or returns to entrepreneurial
skill. Bill Gates’s income from his share of profits from Microsoft consists
mostly of above-normal returns (Slemrod and Bakija 2004: 203—4).



S. Ganghof & P. Genschel: Taxation and democracy in the EU 61

The distinction between normal and above-normal profits helps us to under-
stand why the pressure of tax competition is particularly strong on statutory
company tax rates. A low statutory rate not only serves to signal a business-
friendly general tax climate and discourage cross-country profit-shifting, it is
also instrumental in attracting foreign direct investment (Devereux and Seren-
sen 20006). Foreign investment is usually premised on the expectation of signifi-
cant above-normal profits. Above-normal profits, however, tend to imply a high
exposure to taxation at the full statutory company tax rate. Companies at low
levels of profitability are not very sensitive to the statutory tax rate simply
because they have few taxable profits to begin with. By contrast, companies at
high levels of profitability are highly sensitive because they have lots of profits
which are taxable at the statutory rate. Hence, to the extent that countries
compete for profitable investment, they face strong incentives to cut the statutory
corporate tax rate — even if this cut is paid for by broadening the corporate tax
base (Bond 2002).

Note that this account of tax competition is fully compatible with ‘ideational’
explanations of income tax reforms (for a detailed discussion, see Ganghof
2006: chs 3—4). These explanations state that, in the 1970s, policy-makers
had become increasingly dissatisfied with taxation systems that intervened in
the structure of savings and investments and thus, in the 1980s, started to
move toward more ‘market-conforming’ systems by lowering statutory rates
and broadening tax bases (Swank 1998; Steinmo 2003; Stewart and Webb
2006). These explanations are no challenge to the tax competition hypothesis
because, even if ‘market conformity’ is the goal, there are good reasons to main-
tain relatively high company tax rates on above-normal profits. One reason is
that, in standard public finance theory, taxing above-normal profits is less
harmful for domestic investment incentives than taxing normal profits. Shifting
the tax burden from normal to above-normal profits may thus increase tax
efficiency.

The second argument for a relatively high tax rate for above-normal profits
draws on the backstop function of the corporate tax mentioned above.
Because corporate profits differ from personal business income in legal form
but not in material substance, the exemption of profits from taxation would
create a significant loophole in the tax system. High-income taxpayers could
reduce their personal income tax burden by storing part of this income in a cor-
poration. One purpose of the company tax is to plug this loophole (Devereux
and Serensen 2006: 21). It does so most effectively if the company tax rate is
equal to the top personal income tax rate. For if the company rate is much
lower than the top personal rate, an incentive remains for high-income
earners to shift income into the corporate sector. Therefore, to the extent that
a high top personal income tax rate is desired, the company tax rate has to be
kept high too in order to avoid a large rate gap between both taxes.

However, a high company tax rate that applies to all company income alike
significantly reduces domestic investment incentives. In the absence of tax com-
petition, this problem could be dealt with by aligning only the company tax rate
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on above-normal profits with the (high) top personal tax rate while the tax rate
on normal profits is set at a much lower level or even to zero. This would turn the
income tax into what economists call a ‘direct consumption tax’: the income tax
base would consist mainly of above-normal profits and wages, and, thus, be
essentially identical to that of a European-style value added tax.

Hence, by maintaining a relatively high tax rate on above-normal company
profits, governments can potentially achieve a rather efficient form of
company taxation and back up a high progressive personal income tax. They
can set the tax rate on above-normal profits with one eye on their preferred
level of the top personal income tax rate, while setting the tax rate on normal
profits with the other eye on domestic investment incentives. Italy’s ‘dual
income tax’ (1998—2004) approximated to such a system along crucial dimen-
sions (Bordignon ez 2/. 2001): firms’ normal return on (new) equity was taxed at
a rate of 19 per cent, whereas above-normal returns were either subjected to the
corporate tax rate of 37 per cent or, in the case of unincorporated businesses, to
the top personal tax rate of 46 per cent. In the absence of corporate tax compe-
tition, this type of dual income tax would have been attractive for many national
governments trying to implement a progressive but nevertheless market-
conforming income tax (Ganghof 2000).

Given tax competition on statutory corporate tax rates, however, a high cor-
porate tax rate is a competitive disadvantage — even if this rate only applies to
above-normal profits. Company tax rates have to fall so that the attractiveness of
the Italian-style dual income tax is undermined. In fact, this system has been
abolished in Italy rather than being copied by other countries.

The conclusion is that, by pushing down company tax rates, tax competition
reduces the ability of governments to design corporate taxes that are efficient and
provide an effective backstop for personal income taxation. Efficiency is more
difficult to achieve because lower corporate tax rates mean that corporate tax
bases have to be broadened in order to defend revenue. Broader bases, in
turn, reduce the scope for exempting normal profits from (full) taxation. The
backstop function is undermined because lower corporate tax rates imply that
governments have either to accept a widening tax rate gap between corporate
and (high) top personal income tax rates, and hence wasteful arbitrage
between the personal and the corporate sector (zax rate gap effect), or to lower
top personal rates in step with the corporate rates (pull-down effect). Both
effects impair the progressivity and revenue-raising potential of the personal
income tax.

To be sure, policy-makers can defend some scope for taxing above-normal
profits higher than normal profits by shifting the taxation of above-normal
profits from the corporate to the shareholder level. Indeed, there is a trend
among EU member states to move the tax burden in this direction. Norway
(as a non-EU country) has even introduced a type of dual income tax that sys-
tematically distinguishes between normal and above-normal profits, and
submits the latter to relatively high taxation at the shareholder level (Sorensen
2005a). However, the taxation of above-normal profits at the shareholder
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level is administratively complex and costly (Serensen 2005b). Therefore, the
Norwegian system can mitigate but not erase tax competition’s indirect — tax
rate gap and/or pull-down — effects: continuous cuts in company tax rates
will sooner or later lead to reduced income tax progressivity or revenues — or

both.

3. THE INDIRECT EFFECTS OF COMPANY TAX COMPETITION:
EVIDENCE

In this section we present qualitative and quantitative evidence supporting our
theoretical argument. We start by showing that the comparative patterns of
company tax rate cuts are well explained by tax competition. We then move
on to empirically explore the indirect effects of corporate tax cuts. We show
that lower corporate tax rates are associated with higher tax rate gaps between
corporate and personal taxation (tax rate gap effect) and that they tend to pull
down personal income tax rates (pull-down effect), everything else being equal.

Evidence for tax competition

There is mounting econometric evidence that tax competition has been a
contributory factor in falling corporate tax rates (e.g. Devereux and Serensen
2006: 17-20; Swank and Steinmo 2002; Swank 2006). For the purposes of
this paper, it is enough to focus on a simple indicator to demonstrate that com-
petitive incentives significantly affect tax rate choice: country size. The rationale
for this indicator is provided by the theoretical standard model of tax compe-
tition (see, e.g., Baldwin and Krugman 2002; Rixen 2006). One prominent
result of this model is that small countries have more to gain from tax cuts
because their domestic tax base is small compared to that of the rest of the
world (e.g. Kanbur and Keen 1993; Dechejia and Genschel 1999). The
chances are, therefore, that the revenue loss from the rate cut — i.e. revenue for-
feited from the domestic base — will be more than compensated for by the
revenue gain from the inflow of foreign tax base. As a consequence, small
states have lower tax rates in equilibrium. It follows that we should not necess-
arily expect absolute convergence of tax rates, i.e. a shrinking tax rate distribution
as measured by the coefficient of variation. Rather, theory leads us to expect con-
ditional convergence as measured by the correlation coefficient between corpor-
ate tax rates and country size (Ganghof 2006: 140).

The evidence is in line with this expectation. Table 1 compares company tax
rates in 1980 and 2006. It shows that the drastic fall in the average tax rate
shown in Figure 1 was not accompanied by absolute convergence. The coeflicient
of variation for the EU-15 countries was even slightly higher in 2006 than in
1980. However, as Figure 2 demonstrates, conditional convergence is clearly
visible. While the correlation between company tax rate and country size was
essentially zero in the early 1980s, it increased almost continuously after 1986.
In 2005 the correlation coefhicient (Pearson’s r) was 0.55 — and as high as 0.76
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Table 1 Company and personal income tax rates in the EU

1980 2006

Country

Top Rate Top Rate
EU-15 Company  personal gap Company  personal gap
Austria 61 62 1 25 50 25
Belgium 48 72 24 34 54 20
Denmark 40 67 27 28 62 34
Finland 59 67 8 26 51 25
France 50 60 10 33 56 23
Germany 62 56 -6 38 44 6
Greece 43 60 17 29 40 11
Ireland 45 60 15 13 42 29
Italy 36 76 40 37 43 6
Luxembourg 47 58 11 30 39 9
Netherlands 48 72 24 30 52 22
Portugal 55* 80 25 28 42 14
Spain 33 66 33 35 45 10
Sweden 60 87 27 28 57 29
UK 52 60 8 30 40 10
NMS-10
Cyprus n.a. n.a. n.a. 10 30 20
Czech Republic n.a. n.a. n.a. 24 32 8
Estonia n.a. n.a. n.a. 0 23 23
Hungary n.a. n.a. n.a. 22 40 18
Latvia n.a. n.a. n.a. 15 25 10
Lithuania n.a. n.a. n.a. 19 27 8
Malta n.a. n.a. n.a. 35 35 0
Poland n.a. n.a. n.a. 19 40 21
Slovenia n.a. n.a. n.a. 25 50 25
Slovak Republic n.a. n.a. n.a. 19 19 0
EU-15 average 49 67 18 30 48 18
EU-15 CV 0.18 0.13 0.68 0.2 0.15 0.49
EU-25 average n.a. n.a. n.a. 25 42 16
EU-25 CV n.a. n.a. n.a. 0.35 0.26 0.57

Notes: Rounded to the nearest percentage point.
n.a. = not available; *data for 1982; CV = coefficient of variation.
Source: See Ganghof (2006: appendix).

if the special case of Luxembourg is excluded (about which, see below). This
strong pattern of conditional convergence clearly corroborates the tax-compe-
tition explanation of company tax cuts.

Figure 3 shows that the correlation between country size and tax rates also
holds for the EU-25.% But there are outliers. Poland, for example, is large in
size but has a fairly low tax rate. Luxembourg and Malta, in contrast, are small
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Figure 2 Correlation between company tax rates and country size, 1980-2005
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replaced by the values for the latest available year.
Sources: Tax rates: various sources, see Ganghof (2006: appendix); population:
World Bank (2003).

but have relatively high tax rates. One reason is that both countries relied heavily
on preferential tax regimes in the past — a competitive strategy that has recently
come under serious attack from the EU’s code of conduct in business taxation and
the Commission’s competition policy (Genschel 2002: 220—31). Another reason
is the backstop function of the company tax. Preferential regimes have made it
easier for both countries to keep general corporate tax rates up in order to main-
tain small tax rate gaps and thus reduce domestic economic distortions (Table 1).
As preferential regimes are increasingly phased out, however, the competitive dis-
advantages of a relatively high general corporate tax rate will increase, while the
costs of maintaining domestic market conformity will rise.

The tax rate gap effect

As Table 1 shows, the tax rate gaps between company and personal taxation have
not been reduced. One prominent interpretation of these gaps is that ‘EU
member states do not seem to prefer a tight link between corporate and personal
tax rates’ (Serensen 2004: 106). The problem with this preference explanation is
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Figure 3 Company tax rates and country sizes of EU member states, 2005
Sources: The rates: various sources, see Ganghof (2006: appendix); tax revenue:
OECD (2004); population: World Bank (2003).

that it is in many ways observationally equivalent to a tax-competition expla-
nation, according to which member states do have a clear preference for a
tight link between corporate and personal tax rates but are constrained in
acting upon this preference. In this section we argue that the tax-competition
explanation is superior.

First, the preference for a small tax rate gap follows logically from two gen-
erally accepted premises discussed above: that policy-makers have sought to
make tax policy more neutral or market-conforming since the 1980s and that
a small tax rate gap is conducive to this goal.

Second, Ganghof (2006: ch. 1) uses time series data for a sample of 21
Organization for Economic Co-operation and Development (OECD) countries
to show that the average tax rate gap was indeed almost cut in half, from around
20 to around 10 percentage points, between 1975 and 1989. After 1989,
however, when company tax competition had become more acute, the
average tax rate gap widened again, to more than 15 percentage points in
2004, with corporate tax rates being cut more heavily than top personal rates.

Third, detailed investigation of the #ming of tax rate changes in particular
countries provides further support for the tax-competition explanation of tax
rate gaps. For example, in 1977 Germany deliberately introduced a zero tax
rate gap but was forced to gradually widen it after the early 1990s. Similarly,
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the goal of aligning the company tax rate with the top rate on personal capital
income was an important goal of Danish tax policy in the mid-1980s. For this
reason, Denmark increased the company tax rate from 40 to 50 per cent in
1986. Once the full force of competitive pressures became obvious, however,
Denmark was forced to cut its company tax rate. By 2005, the company tax
rate had dropped to 28 per cent, creating a gap between marginal tax rates on cor-
porate and personal capital income of more than 30 percentage points. Similar
stories can be told about other member states (see Ganghof 20006).

Finally, we perform a simple regression analysis of tax rate gaps in EU
member states.” The most important prediction following from the preference
explanation seems to be that corporate tax rates are unrelated to tax rate gaps
(Serensen 2004: 106): countries with low company tax rates are as likely to
choose a large (or small) tax rate gap as countries with high company tax
rates. In contrast, the tax-competition explanation predicts that low company
tax rates are systematically associated with high tax rate gaps: the more countries
are constrained by tax competition, the more difficult it becomes to maintain a
small gap. To compare these two hypotheses, we have to control for other vari-
ables that potentially influence the setting of top personal income tax rates.

To keep the model simple, we focus on two variables. The first is the total tax
level as a percentage of gross domestic product (GDP). As Ganghof (2000)
shows, total tax burdens are positively related to labour tax burdens, and high
labour tax burdens tend to translate into high top personal income tax rates.
The second variable is country wealth, i.e. GDP per capita (natural logarithm).
This variable summarizes a variety of relevant differences between member states
but also captures an important observation about the recent spread of “flat taxes’,
and hence small tax rate gaps, in Central and Eastern Europe: flat taxes mainly
serve to signal a favourable business climate — a signal that poorer countries may
feel more pressured to convey.

The results presented in Table 2 clearly support the tax-competition explanation
of tax rate gaps. The coefficients for all three independent variables are sizeable and
statistically highly significant, and the overall model fit is good. The three-variable
model explains more than 60 per cent of the variance in the tax rate gap (model 1)
and, if Luxembourg is dropped as an outlier, the explained variance increases to
more than 70 per cent (model 2). The company tax rate has a strong negative
effect on the tax rate gap. In fact, if we believed that model 2 reflected the true
causal structure, we could conclude that every cut of the company tax rate by
one percentage point increases the tax rate gap by 0.9 percentage points, all else
being equal. This clearly corroborates the tax-competition explanation: large tax
rate gaps reflect to a significant extent the stringency of competitive constraints
rather than the lack of domestic preferences for small or zero gaps.

The pull-down effect

The evidence presented in the previous section suggests that the dominant effect
of lower company tax rates is to increase tax rate gaps between company and
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Table 2 Explaining the tax rate gap in EU-25 countries in 2004

Dependent variable: tax rate
gap (2004, top personal minus
corporate tax rate)

Independent variables Model 1 Model 2
Company tax rate (2004) —0.86"** —0.90***
(0.15) (0.14)
Total tax ratio (2002) 0.94%** 0.89***
(0.25) (0.22)
GDP per capita (2002, natural logarithm) 4.06** 5.49%**
(1.81) (1.68)
Constant 19.23 28.91*%
(16.10) (14.66)
Observations 25 24
Excluded outliers None Luxembourg
Adjusted R-squared 0.63 0.71

Notes: Ordinary least squares estimation; standard errors in parentheses;
*significant at 10 per cent, **significant at 5 per cent, ***significant at 1 per cent.
Sources: Tax rates and population: various sources (see Ganghof 2006: appendix);
total tax ratio: Eurostat (2004).

personal taxation. However, it follows logically from these results that lower
company tax rates also tend to pull down personal tax rates on high incomes.
If a one percentage point cut in the company tax rate leads to a 0.9 percentage
point increase in the tax rate gap, it also leads to a cut in the top personal income
tax rate of 0.1 percentage points. While this value is not large, it certainly con-
ceals significant cross-national variation (Table 1). Some countries continue to
pursue their general preference for small tax rate gaps, and this certainly has
important consequences.

The German case is a good example (Ganghof 2006: ch. 7). A reduction in
the personal income tax rate was 7ot a priority goal of German policy-makers in
the early 1990s. The top personal rate was not particularly high by international
comparison (53 per cent in 1990), and the fiscal burden of reunification strongly
discouraged any tax giveaway. Company taxation was a different matter. The
company tax rate stood at a relatively high level of 58 per cent in 1990, and,
as tax competition developed, this was increasingly perceived as a crucial
handicap for the German economy. Because Germany had long had a strong
preference for a small tax rate gap, the competitive pressure on the company
tax rate spilled over forcefully into personal taxation: the top personal rate
was cut to 44 per cent in order to allow the company tax rate to fall to 39
per cent (Table 1). The result was a mixture of reduced progressivity and
reduced income tax revenues. The Red—Green government (1998-2005) put
the overall net tax reduction achieved by its tax reforms — income and other
taxes — between 1998 and 2005 at almost €60 billion.



S. Ganghof & P. Genschel: Taxation and democracy in the EU 69

Tax competition’s pull-down effect on the personal income tax rate signifi-
cantly constrained German governments in their effort to adapt the country’s
tax structure to various economic challenges. There is broad consensus that
one of the biggest obstacles to increasing employment is high social security con-
tributions, especially for the low-skilled (Scharpf 2000; Kemmerling 2005). The
Red—Green government (1998-2005) pondered over shifting the tax burden
away from social security contributions and on to progressive income taxes,
which imply lower taxes on the low-skilled. However, tax competition made
such a shift all but impossible. Given the commitment to a small tax rate
gap, the competitive pressure on the company tax rate meant that personal
income tax revenue had to be reduced rather than increased. Revenues from
value added taxation could be increased but could not be fully used to pay
for reductions in social security contributions because they had partly to
offset the former income tax cuts. The new ‘Grand Coalition” between Christian
and Social Democrats (in power since 2005) decided to increase the value added
tax by three percentage points, but only one third of this increase was earmarked
for reducing social security contributions. Also, the government now plans to
further cut the company tax rate to 30 per cent. This will most likely not
only stimulate a new round of tax cuts in smaller member states but also
prompt new debates about the level of personal income tax rates in Germany.
But even if German personal income tax rates fail to drop further, shifting
more of the overall tax burden on to income taxes is out of the question.

The example of Slovakia is in many ways similar. In 2003 the government
introduced a flat-rate income tax in order to align the income tax rate with
the company tax rate, which, for reasons of competitiveness, was set at the
low level of 19 per cent, thus seriously constraining the revenue-raising
potential of the personal income tax. This weakness manifested itself when,
in light of Slovakia’s high unemployment, the OECD recommended that
the government should reduce social security contributions for low
incomes, rather than income taxes for high incomes, in order to increase
employment. Bound by the flat-tax reform, the authorities argued that
‘fiscal constraints mean that this must be delayed’ (Brook and Leibfritz
2005: 14). But these fiscal constraints were to a significant extent the indirect
effect of company tax competition, which led the government to choose such
a low tax rate in the first place.

To be sure, Germany and Slovakia are special cases. The focus on keeping the
tax rate gap between corporate and personal taxation small is particularly strong
in these countries, and, hence, the pull-down effect is particularly pronounced.
Other countries seem less concerned. In Denmark and Norway, for instance, tax
rate gaps were allowed to grow considerably in response to tax competition. Still,
the fear of not letting the rate differential grow too large was an important
reason why both countries cut their top personal income tax rates by around
15 percentage points each between 1983 and 2005. The pull-down effect was
smaller than in Germany or Slovakia but still significant (Serensen 2005a;
Ganghof 2007).
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4. TAXATION AND DEMOCRACY IN THE EU

The previous sections have demonstrated theoretically and empirically that tax
competition has important indirect effects on personal income taxation.
Pushing down corporate tax rates, it forces governments to choose between
two options: accepting a widening tax rate gap between company and top per-
sonal rates, and hence wasteful tax arbitrage between the personal and corporate
sector (tax rate gap effect), or lowering the top personal rate in step with the
company rate (pull-down effect). These effects limit the revenue-raising potential
and/or the progressivity of the personal income tax, and, by extension, of the tax
system as a whole. In this section we discuss these findings in the light of the
debate on the EU’s democratic deficit. We start by reviewing three prominent
positions in this debate.

The first position is closely associated with the work of Giandomenico
Majone (e.g. 1998) and Andrew Moravcsik (e.g. 2002). It holds that there is
no democratic deficit because the EU is institutionally constrained to pursue
policies that are either Pareto-improving — i.e. leaving no one worse off — or
centrist, and have low political salience. Highly salient redistributive tax and
spend policies are systematically excluded from the EU’s policy agenda and,
with few exceptions, remain under the firm control of the democratically
accountable national governments of the member states. Hence, there is no
need for a democratization of EU policy-making.

The second position is associated with the work of Fritz Scharpf (e.g. 2003b,
20006). It holds that there is a democracy deficit in the EU because the EU’s drive
toward market integration constrains the redistributive policies of the member
states — directly through the legal force of the four freedoms and the European
competition policy, and indirectly through economic competition. The effect of
these constraints is not centrist but ‘neo-liberal’. The way to deal with this pre-
dicament is not, however, to move to majority rule at the EU level because,
given the lack of a strong European demos, this could undermine the legitimacy
of EU policy processes. Rather, Scharpf’s recent work highlights two options.
First, reforms at the national level should increase national problem-solving
capacities. Second, the procedures for ‘enhanced co-operation’ should be
improved so that ‘high-tax countries might harmonize profit taxes at least
among themselves” (Scharpf 2003a: 55).

The third position has recently been advanced by Andreas Follesdal and
Simon Hix (Follesdal and Hix 2006). It largely shares Scharpf’s characterization
of EU policies as redistributive and non-centrist. In addition, Follesdal and Hix
highlight that the saliency of political issues as well as voters’ preferences on
these issues are partly endogenous to the political process. They are not simply
given but emerge from the public debate, which is a by-product of political
competition. Hence, what matters for democracy is the matching between
policy outputs and the policy preferences that ‘have a chance of being created
or modified within arenas of political contestation’ (2006: 556). To improve
this matching at the EU level, the authors recommend a number of incremental
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changes that would move the EU polity from a hyper-consensual system to a
slightly more majoritarian form of government. The crucial reform proposal
is to move toward a more open political contest for the presidency as well as
the policy agenda of the Commission.

How does our analysis of tax competition contribute to this debate? In what
follows we claim that the first position is refuted by the empirical evidence and
argue that the latter two positions are more complementary than contradictory.

The refutation of the first position follows directly from the above analysis: the
race toward the bottom in company tax rates constrains national taxation systems
in important ways. The sphere of competitive tax rate setting in corporate taxa-
tion and the sphere of domestic redistribution — of which personal income taxa-
tion is a crucial element — cannot be separated as much as policy-makers would
wish and Majone and Moravcsik seem to assume. It is difficult to argue, there-
fore, that the output of the EU multi-level system is centrist or not redistributive.

While this conclusion is in line with Scharpf’s analysis, the scope of his sug-
gestions is limited. First, we have shown that national tax reforms can at best
mitigate, but not transcend, the constraints of international tax competition.
It seems somewhat exaggerated, therefore, to say that Scandinavia is ‘immunized
against international tax competition by the dual income tax” (Scharpf 2006:
856). The dual income tax permits larger tax rate gaps than other income tax
models, but the economic connection between corporate and personal
income tax rates remains. Second, the diversity of member states seems too
large to allow for company tax harmonization among homogenous subgroups
of member states. There is not only the high-tax/low-tax divide, but also the
large/small and rich/poor divides — and perhaps others as well. Therefore,
the group(s) that could pursue enhanced co-operation in company taxation
would probably be too small to make this co-operation worthwhile. If tax har-
monization within the EU can reduce the force of company tax competition, it
must be harmonization among all or most EU member states. And since both
tax harmonization and the lack thereof involve redistributive conflicts at the
EU level, Follesdal and Hix are correct to suggest greater political debate and
contestation about the EU policy agenda.

But note that the positions of Scharpf and Follesdal/Hix are more comp-
lementary than contradictory. Scharpf (2003b: 19) is opposed to changing
the formal rules for deciding policy issues (too much) in favour of majority
rule. Follesdal and Hix (2006: 553—5), by contrast, partly focus on behavioural
changes and on the rules for publicizing information and filling legislative and
executive offices. This is important because it means that any proposals created
by more ‘majoritarian’ contestation and debate would still have to be passed in
super-majoritarian decision-making institutions. This implies that any proposal
for company tax harmonization that could emerge as an integral part of a larger
policy programme would have to be in the spirit of Scharpf’s analyses. That is, it
would have to maximize national autonomy by increasing the national
‘problem-solving capabilities” of some member states without hurting those of
other member states (too much).
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Why, then, is it useful to move toward more political contestation and debate
at the EU level? The crucial point is that disagreement in democratic politics not
only concerns different positions on well-defined issues but the very definition of
issues. How issues are defined and linked can be crucial for outcomes, but this
implies that political conflicts extend straightforwardly to this definition and
linkage. Hence, even if the best that can be done at the EU level is to guard
national ‘problem-solving capacities’, there will be inevitable and deep political
conflict over what constitutes a policy problem — in taxation and elsewhere —
and what constitutes a European solution that guards the policy autonomy of
different member states roughly equally. Hence, the issue is not political con-
testation instead of broadly agreeable solutions but political contestation about
what might be considered to be widely agreeable solutions.

In fact, we regard the EU debate about company taxation as a good example
of how the lack of political debate and contestation leads to one-sided issue defi-
nition. As argued above, the EU debate on company taxation — with the
European Commission as a crucial agenda-setter — has ignored the indirect
effects of company tax competition, even though it is arguably these indirect
effects that have had the greatest ramifications. The best example is the
German example discussed above. Company tax competition crucially contrib-
uted to quite ‘neo-liberal’ tax reforms on the part of a Red—Green government,
but the links between this result and EU (non-)decisions remain unclear. The
issue of indirect effects has not yet been politicized at either the EU or the
national level.

This certainly has consequences for the debate about European solutions. If
the issue of indirect effects were politicized more, the search for solutions would
have to focus more on strengthening the backstop function of the company tax.
In what follows we want to provide a rough sketch of how a focus on this back-
stop function might actually lead to more agreeable proposals for company tax
harmonization.

The standard proposal for company tax harmonization is a common
minimum company tax rate at the EU level (de Mooij 2004). A minimum
rate restricts tax competition but does not erase it; it puts a floor under tax
rate choice without eliminating all room for competitive tax rate setting. But
the choice of the appropriate level of the minimum rate is still characterized
by a zero-sum conflict between countries that prefer higher and lower
company tax rates, respectively.

The situation seems less grim if the European policy debate is refocused on
the backstop function of the corporate tax (Ganghof 2006: 158). Recall from
section 2 that this backstop function of the corporate tax depends mainly on
the level at which above-normal profits are taxed. This creates the opportunity
to choose different minimum tax rate levels for normal and above-normal
profits in order to reduce the conflict involved in tax rate harmonization. The
minimum tax rate on above-normal profits could be set at a higher level in
order to give (high-tax) member states more freedom to choose their preferred
level and progressivity of personal income taxation; the rate on normal profits,
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in contrast, could be set at a lower level — or even at zero — to give (low-tax)
member states more freedom to tax marginal investments at low rates in
order to increase investment incentives.’

Note that such a differentiation of the minimum tax rate would require har-
monization of the company tax base — something that is currently being
pursued by the European Commission (2001). A standard method of dis-
tinguishing normal and above-normal profits would have to be defined,
drawing on the experiences of countries that have experimented with dual
income taxes (e.g. Italy, Scandinavia) or direct expenditure taxes (e.g.
Croatia). While this would certainly be an ambitious reform project, the differ-
entiation of minimum tax rates could further mitigate, though not eliminate,
political conflicts over the adequate levels of these rates. This might increase
the opportunities for agreement.

By way of illustration, let us assume that a minimum tax rate for above-
normal profits is set at, say, 25 per cent. This would make it easier for
countries like Germany or Denmark to maintain relatively high personal
income tax rates in the future. For if all capital income were also taxed at
the personal level at a uniform tax rate of 25 per cent, the combined tax
burden on above-normal capital income would be 44 per cent (0.25 4 [1-
0.25]%0.25). Hence if the top personal income tax rate on wages were 44
per cent (as currently in Germany), incentives for tax arbitrage would virtually
disappear. If the top rate on wages were much higher (as currently in
Denmark), incentives for tax arbitrage would still be much lower than in a
situation with a company tax rate of, say, 10 per cent or less — a tax rate
that might easily materialize if tax competition continues unabated. At the
same time, a minimum tax rate of 25 per cent on above-normal profits
would allow countries like Slovakia or Latvia to choose much lower top
personal income tax rates — even lower than 25 per cent — and to exempt
above-normal profits at the personal level so that the overall tax burden on
these profits would not increase beyond 25 per cent. In addition, these
countries would be free to further reduce the effective company tax burden
by making normal capital income tax-exempt altogether.

Of course, this is only a very rough sketch and it concerns only one option
for strengthening the backstop function of company taxation. The point of the
discussion has not been to develop and analyse this and other options in detail,
but to exemplify the importance of political contestation and debate. For even
if EU policy initiatives need to protect national autonomy and thus be
widely agreeable, the debate about such initiatives involves deep conflicts
over how to define policy problems and solutions. Moreover, our point is
not that some form of tax harmonization is necessary to mitigate the demo-
cratic deficit in the EU. Rather, whatever choice is made — for unconstrained
tax competition or for some form of harmonization — it needs to be contested
and debated.

The ultimate justification of majoritarian procedures is the fundamental
democratic value of political equality (Dahl 2006). Part of the democratic
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ideal is to give citizens equal resources for deciding and linking political issues,
and majority rule is under a broad range of circumstances the most egalitarian
decision-making rule. It is the value of equality that explains why we care not
only about EU citizens existing policy preferences but also about those that
might have been created in a more majoritarian process (cf. Follesdal and Hix
2006). While it is true that the current circumstances in the EU do not allow
a simple move to majority rule in deciding policy issues, it may indeed allow
slightly more majoritarianism — and hence more equality — in defining and
linking them.

5. CONCLUSIONS

We have shown that company tax competition in the EU has important indir-
ect effects on personal income taxation. Because company taxes serve as a back-
stop for personal income taxes, company tax competition severely constrains
the revenue-raising potential and/or the progressivity of personal income
taxation.

This finding has important implications for normative debates on the
democratic deficit and on tax harmonization. It shows that EU (non-
)decisions can be clearly redistributive, implying that the democratic deficit
is real. As a result, greater political contestation about the EU’s policy
agenda seems desirable even if decision-making rules have to remain super-
majoritarian in order to provide sufficient protection for national diversity
and policy autonomy. The reason is that the definition and linkage of
policy issues can greatly affect political debates and outcomes. In other
words, the issue is not political contestation instead of widely agreeable sol-
utions but political contestation zbour what might be regarded as being
widely agreeable solutions.

With respect to tax competition, we have shown that the lack of political con-
testation and debate has led to one-sided issue definition. To exemplify the
point we have suggested that greater politicization of the indirect effects of
company tax competition would likely inspire a search for new and better
ways to reconcile pro-harmonization and pro-competition interests. As one
example we have suggested a proposal for differentiated minimum rates for
normal and above-normal profits, which focuses on the backstop function of
the company tax while giving member states more freedom to determine
their average effective company tax burden unilaterally.

We do not want to suggest, however, that political contestation would or
should lead to tax rate harmonization — and hence that democratization goes
hand in hand with harmonization. To the contrary, more open political
debate about the redistributive consequences might lead to a more explicit
decision in favour of a different option. The point is simply that this decision
should be the end of a more open political contest over the definition and
linkage of policy issues.
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NOTES

1 The terms ‘company taxation’ and ‘corporate taxation’ are used interchangeably in
this paper.

2 Note that the correlation between country size and company tax rates also shows up
in much larger samples and is robust to the inclusion of economic control variables
such as tota% tax levels, GDP per capita or capital controls (Ganghof 2005).

3 The regression is for the year 2004, owing to restricted data availability for some of
the explanatory variables.

4 Note that a large tax rate gap is also likely to have an effect on company tax revenues.
A standard explanation of the seeming paradox of decreasing average statutory
company tax rates and increasing average company tax revenues (Figure 1 above)
is that the broadening of corporate tax bases more than compensated the revenue
loss from the tax rate cuts (Stewart and Webb 2006). While this is possible, it is
also likely that the rise in company tax revenues partly reflects domestic income
shifting from the personal to the corporate sector, induced by a large tax rate gap
(Fuest and Weichenrieder 2002; Ganghof and Eccleston 2004).

5 In a sense, this proposal would allow countries to react to the imposition of a
minimum tax rate by narrowing the tax base (Klemm 2004). However, this
would happen in a systematic and transparent way.
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