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Abstract:

In the past, governments had more freedom in gethieir taxes as the
barriers to free movement of capital and peopleesM@gh. The gradual process
of globalization is lowering these barriers and uls in rising capital flows and
greater manpower mobility. Tax competition existeemw governments are
encouraged to lower fiscal burdens to either enagerthe inflow of productive
resources or discourage the exodus of those ressuiMyith tax competition in
the era of globalization politicians have to keegx trates “reasonable” to
dissuade workers and investors from moving to aefotax environment. Most
countries started to reform their tax policies toprove their competitiveness.
However, the tax burden is just one part of a cexpbrmula describing national
competitiveness. The other criteria like total mawpr cost, labor market
flexibility, education levels, political stabilityggal system stability and efficiency
are also important.

Introduction

The concept of “tax competition” was introduced Gharles Tiebout
(1956) and started from the idea of the existerioe,public assets, of the
equivalent for the markets of public assets. Asoasequence, the taxpayers
should opt for those residences which offer them ¢bmbination of public
assets and tax rates (meaning the prices of pabkbets), which would satisfy
most of all their preferences. In their turn, th& authorities shall try to attract
the taxpayers within their own jurisdictions, gigithem the combination tax
rates — public assets, as they wish, until reachm@ptimum dimension of the
base assessment, meaning that which allows themziation of the cost for the
provided public assets.

The analogy with the competition between the pavatonomic agents
can be looked at in the shape of two hypotheses.ofdm hand, it can be
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translated as a “race” towards the cost reductidmnch is equivalent to the rise
of the efficiency with which the public funds angest, and on the other hand, it
can be noticed an effect of “limiting the waste’y bffering an attractive
combination of prompt and reliable delivery of thablic assets, for a price
which would not exceed the level necessary for doge the costs and
obtaining a reasonable profit.

Tax competition displays especially regarding thteaation of:

- direct foreign investments, considered as being emand more
important for generating workplaces in the courstrad the European
Union;

- mobile financial capital (portfolio investmentskaiul for financing the
investments, for strengthening the financial markeind obtaining
comparative advantages in delivering financial ises;

- financial flows inside-company, which can be chdemdowards the own
tax jurisdiction by attracting those corporate fiows used for the
international transfer of the profits;

- workforce with high professional skills.

Tax competition presents both advantages and chsdalges. Low tax
rates may stimulate economy and, under the prapditons, may increase the
finances at the budget. But if they are too lowesth may be harmful for the
finances at the budget and may endanger the pabdiets, such as infrastructure,
education and health.

Positive effects of tax competition

One says that tax competition is capable of geimgramnportantpositive
effects.

I. It is about, first of all, theeduction of the vulnerability of the taxpayers
in regard to the exploitation carried out upon thésnthe state

However, it must be taken into account the existeotsome inherent
limitations in displaying this protection effect. h&érefore, the
taxpayers can not avoid the necessity of living lmaving the
residence in a state, so they remain “exploitaljleilike the users of a
private market, who can decline to purchase thedo@rous asset or service).

Then, the activity of tax authorities allows thesiion, while the owners of
resources less mobile can not carry out this kinfdcensorship upon
authorities.

Finally, the authorities can form (by coordinatmmtax harmonization) real
‘cartels”. Tax cartels are more harmful than thenomercial ones, as commercial
decisions are made every day, while reorientata@ngx policy are made a lot
rarely.

The problem with this argumentation line is thatpiesumes that the
authorities' decisions are intrinsically unfavoebd citizens, which can only take
place if politicians attend narrow groups of intgrand/or bureaucrats aim for
own objectives, of maximizing the profit or the mrgatives. Or, is the things
are really like that, then the preferable manner ¢orrect these
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distortions is the direct action upon them, notifgirect mechanisms, such as
tax competition, which may generate own distortions

[l. Tax competitions may stimulatihe rise of budgetary efficiencgs it
determines the presentation of the best servicethatlowest cost for the
taxpayer.

As tax competition reduces the resources ofublgdb, the expenses must be well
«managed», thus limiting the waste. But this thesisvalid only if the
government acts as a benevolent maximizing iterthefcitizens' welfare,
hypothesis which is though in contradiction witt tivhich funds the first argument.

lll. In the third place, tax competition catimulate economic activitygy
releasing the investments of one part from thedsuad the taxing, which damps them
in many ways: by discouraging the saving and, there, reducing the
“pool” of available investment capital (Teather, 2005);régucing the available
profit for reinvestment; and, by the fact thatthe revenue from investments of
the shareholders is strongly taxable, then the @mgs would have to pay
higher equities in order to attract capital.

A study presented under the aegis of OCDE has eas&idh that
economies grow one-half of 1 percent (0.5 percdasker for every 10-
percentage point reduction in marginal tax rate#gc{ill, 2004). But this effect is
not equally produced. If the reduction of very higk rates stimulates the rise, one
can not say the same thing about the tendencyrdoafesome very low tax rates.

IV. Finally, tax competitionallows the obtaining of some information
which would “discover” the desirable features ofe system

Negative effects of tax competition

Tax competition is not always a game with a pestlue, the crcumstances in
which its conssuences are negative are neither a few, nor rarely encountered.
Concisely presented, they refer to:

A. Producing a suboptimal level of public asses the tax competition
intensifies, it is more and more difficult for thaxpayers to be taxed at levels
which would coverthemarginal cost of deliverihg public assets.

It is true that this hypothesis seems to be infdrbg a study of Tanzi and
Schuknecht (2000), according to which there aeptindications that the countries
which mobilize lower budgetary revenues in propmmtito the GDP,
“produce less desirable social economic indicatdfsin the countries with
higher budgets in proportion to the GDP: much oatwgovernments want to
achieve through public spending could be achiewelbvels of spending ranging
from, say, 25 per cent and 35 per cent of GDP (BéicoParascandolo & Triberti,
2003).

More than that, the statistic data do not suppbe thesis of a
reduction, at the level of the European Union, odidgetary cashing,
capable of limiting the delivery capacity of publssets, not even regarding
the taxes which are the most influenced by tax aiitign, those upon the
revenues of corporations (profit or corporate t&ially, it is not obvious that a possible
reduction of budgetary revenues should be automibtidranslated as a
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under deliver of public assets. Firstly, it is exgted that, in
such a situation, the governments would react cesging the budgetary
transfers.

B. General erosion of budgetary revenuesth the consequence, among
other things, of frustrating the reduction effodk budgetary deficiencies, a
problem which is particularly delicate in the Eueap Union, in the context of
the limits imposed by the Pact of Stability anderis

This effect is presumed to rise from many causes:

- reducing the cashing from the taxes upon the takilmdases, as a
consequence of reducing the tax rates;

- the flow of mobile factors of production from theuntries with high rates
towards those having lower taxes, with the consecei®f reducing the
tax bases in the countries which practice highex tates;

- the reallocation of mobile factors of productionncalso lower factor
payments to immobile factors, thus further erodimgtax base (Rabitsch,
2007).

As it is shown below, this phenomenon hasn't beeonwntered in practice
so far, but for some small countries which engapedhselves in an aggressive tax
competition, with the purpose of attracting invesins of important
dimensions in proportion to their economic dimensio

More than that, although it could be checked incpca, the reduction
of budgetary revenues would be a negative effetaxoicompetition only if the
dimension of public budgets would be the optimak,oprevious to their
reduction.

According to a study, if governments were otherwgisdectly efficient,
tax competition would reduce levels of capital teoaby 3 per cent. To put this
in perspective, levels of capital taxation in tHe &e roughly 20 per cent of GDP
(EU (European Commission), 2004b), so a reducti@per cent of expected
capital taxation receipts amounts to a reductiogovernment revenue of roughly
0.5 per cent of GDP. In other words, even if gowegnts are perfectly efficient,
the damage caused by tax competition will amougbteernment spending being
0.5 per cent of GDP below the optimum. Of courses, is on the assumption that
governments are perfectly efficient, and so pelfdmtnevolent and
knowledgeable; if government inefficiencies leadaxes being more than 0.5 per
cent of GDP above their optimum then tax competiteolikely to be beneficial
(Teather, 2005).

C. The movement of tax burden upon the less mobilebases with
negative effects on social plan.

The loses of budgetary revenues associated tethetion of tax burden
upon the mobile factors of production could beotieécally, compensated by
increments of indirect taxes, but these — alsorseguence of the harmonization
measures taken for a few decades at the levekdEtinopean Council / European
Union — are already at high levels. This situatieads to the re-setting of the
structure of direct taxes, meaning that the lesbilm®ax bases come to be taxed
more than the mobile ones. According to a RepothefCommission from 1996
(“Monti Report”), within the European Union the taates of the capital and



Tax Competition — Areas Of Display And Effects 71

independent activitiesé€lf-employejl decreased with a tenth between 1980-93,
while the tax rates of the employees increased vatHifth (Bratton &
McCahery, 2001). On the other hand, though, thegbtady cashing from the
taxes on personal incomes in relation to GDP reethpractically constant as a
proportion of GDP of over 20 years: they represgrité percent of GDP in
1980 and 10,8 perceit 2002 (Boss, 2005).

Unrighteous effects appear also due to their dyigfiect, in order to tax the
personal incomes, the reductions of the tax rgies the corporations' revenue. This
takes place as, if the corporate tax is more ratititan the personal one, there is a
tendency of the natural persons to organize theitgcin the shape of a trading
company, thus taking advantage of the lower taesrdh order to avoid this pervert
effect, many countries aim to align the marginal rate on personal income at the
profit tax rate, with the consequence of reducing progressiveness of personal
income taxation and, implicitly, of the re-distrilme capacity of the entire tax system
(Rixen & Uhl, 2007).

Also, the structure of the delivered public assbtnges in the favor of those
appreciated more by the most mobile taxpayersals@ectures may occur, as a
consequence of the citizens' segregation or persguations such as “the
exploitation” of the generous social services francountry, without contributing
with taxes to their support (“the fiscal-social remtism” of the taxpayers who change
their residence according to the costs and berwdfésed by each national systéem
different stages of life).

Since the fear towards the outgoing capital attchddy more attractive
destinations, fiscally speaking, seems to have la¢dhe basis of the restraints of
several European countries to reorient the taxes the labor taxes towards those of
capital income taxes, limiting the tax competitionght have as a result a
collateral result making this readjustment, wita tonsequence of stimulating the
employment. This effect doesn't seem to be impgrtart: stimulating a rise with
10 percentage points of the effective tax rate haf tapital incomes in the
European Union-15 and a reduction of the laborstaxhat the public revenues
could be maintained constant show that the redonatiotained like this of the
unemployment rate is only of 0,6 percentage pdfatsensen, 2001).

In this respect, there might be brought as courgaraent the fact that the
authorities should respond to the tax competitigrrdducing the taxes, not by
transferring them to other tax bases (Teather, 2002

D. Influencing the decisions of placing the investrmddistorting the
allocation of resources: these are taken from tbstrfficient usages);

A strong and suggestive analogy of this situatgoaffered by the theft of
valuable jeweleries, with the purpose of their mgliand using just the valuable
metal which are made of.

This effect of the tax competition was sometinaegued, considering
that choosing the place for an investment depemaistly on other factors than
the tax regimen (e.g., approaching the consumbéeglabor force and with an
adequate qualification, infrastructure, favoral@gulations, and so on).
Nevertheless, if there aren't important differenbesween the host-countries
from the point of view of other elements, the tagimen can have an important
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role, a phenomenon stressed by several studieshwtentify a connection

statistically significant between the tax level afwdeign direct investments.
Recent assessments (2000 and 2003) at the EU heaehed to results
remarkably close regarding the effect of the tategain the host-country
determine a rise of the foreign direct investmentthat country: a 1 percentage
point decrease of the host-country tax rate deteznairise of the foreign direct
investments in that country by 4.3 per cent (Cnos2002) and, respectively,
3.3 per cent. (Eggert, 2006).

But the tax system influences the investment dwmtssand indirectly,
through the effects which other of its parametergehupon the business climate:
the ambiguities of tax regulations, multiplicity dbx rates, frequent and
unpredictable amendments of the rules, and so on.

Recent studies emphasized another important featithe relationship
between the tax regimen and foreign direct investsie

This way, it was shown that the host-country texaplay a limited role in
investment decisions when investment is horizofital targeting market access),
as, in this case, the opportunity cost is giventhm®y export one and there aren't
locational alternatives. But when investment isrtieal”, representing a chain of
an international productive network (global), theaee several localization
options, and the resulted end-product compete théhsimilar ones made by
other producers. In this case, minimizing the pobide cost is more important so
that the level of taxes from other possible diffeénglacings play a more important
role (Lahreche-Revil, 2006).

Finally, another important feature of the relasiop between the foreign
direct investments and the variation of the tagg@ its nonlinearity. Concretely, the
investments do not seem to respond significantly simportant reductions of the
tax rates, which can have two explanations: eveheifEuropean Union is a well-
integrated economic space, there are still sigmtfitransaction costs associated to the
cross-border capital flows (especially in the shafpdirect investments), so that it is
created a kind of an “arbitrage tunnel”, in the vilagt the companies redirect their
activities only if the changes of tax rates ardnl@gough to “come out” of this tunnel.
Secondly, the small reductions of tax rates caantmeigh in order to compensate the
“avoiding” of taxes carried out by methods alreddsted of tax planning in tax
jurisdictions of which rules became well-known tbet corporate taxpayers
(Lahreche-Revil, 2006).

There are opinions according to which there is alidweason in order to
treat the tax regimen other than the other defimlegnents for the attraction of a
certain placing potential for investments. Since téixes represent the financing
source of the public assets delivered to the eiizassets which can be regarded
as an indirect way of remuneration, an investmeatgision made according to
them is equivalent to a decision made accordinpedabor force cost from one
country to another (Teather, 2005).

E. Inducing strategic interactions among the tathaities of “prisoners’
dilemma” type, with the consequence of establishmdépwer and lower levels
of tax ratesr@ceto the bottomn
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The existence of this effect is empirically reséaat. A study refering to
the situation from EU concludes with a 10%-poirghar tax rate in neighboring
countries implies an 8% higher rate in a particlarropean country (Mooij,
2004).

Its development is much facilitated by the occuceen in the
contemporary world, of the possibility of dissoangt the advantages
(infrastructure, education) and, respectively, ittnveniences (contribution to
public cashing) which are presented by a tax jictsth or another,
phenomenon known under the namdreé riding

It is practically impossible to can be determinekich of the presumed
effects of tax competition are more susceptibledisplay, since this thing
depends on a variety of factors, which specialtgrditure emphasized step by
step:

- availability of the alternative mechanisms whicim caubstitute the taxes
as an instrument of attracting the capital;

- asymmetries among the countries from the pointiefvwof dimensions
and endowment with resources;

- condensing the production in certain geographic cepa

(“agglomeration” within the “center-outskirts” mets);

- existence of scale economies in delivering puldsets and services;

- offering by the public sector of some inputs whigduce the private
production cost;

- mobility level of production factors;

- existence or not of the home bias;

- possibility of cross-border compensation of taxséss and so on.

Tax competition — How does Romania React?

Tax competition is a two blades gun, a boomeranigiwturns against the
state, which tries to attract capital through redltax quotas of the profits. The
investors who today applaud the obtained tax feesli tomorrow they will run,
since they won't have labor force trained at tl@ddrds imposed by the level of
technological development. A symbolic taxation afimess means less money to
the public budget, so it means amounts which ateemough for qualitative
education, for primary medical care, for rehaliilitg and maintaining of a fund
of human resources to European standards.

Romania is not the most attractive country, figcappeaking. While in our
country double taxation makes unattractive thekstoarket, the Czech Republic
and Bulgaria introduce more friendly flat taxes¥d 5 Czech Republic and 10%
in Bulgaria). But, Romania can become the econa®iter of Balkans.

The reality is rougher. We take the™glace from 19 placésn the area
regarding the taxes' share in the net revenueaaingpany (with 46,9 per cent -
table 1) and this taking into consideration the mtaxes and tax rates (on

2 Paying Taxes 2008 — The global pictyrése World Bank and PricewaterhouseCoopers Survey,
2008.
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revenue, on profit, on property, Health Insurancai$€¢) and not all the 278 para-
fiscal taxes which disturb the free initiative inmRania.

Meanwhile, the wind of change breezes near us 00V Zand 2008, five
countries from the area (Albania, Macedonia, Moetgo, Bulgaria and Czech
Republic) have introduced flat taxes smaller thaotg of 16% from Romania.

In Romania, the flat tax is seen as a panacearedth an universal evil.
For the followers of the flat tax, who want to takh 16% everything related to
economy, it solves all the problems, despite dosdkation which brings in its
Romanian shape. For its competitors, it is the eao$ inflation and of
introduction of new taxes, even though the budgea®renues are rising.

In a debate organized by the “Wall Street Journidl& president of the
Czech Republic, Vaclav Klaus (the architect of the reform from 2008) drew
the attention that proportional taxation can notabgolution to all the problems
which an economy confronts with. Also, the laureatethe Nobel Prize for
economy, Gary Becker, warned that “a flat tax i$ so flat“, referring to the
double taxation and to the taxation of special gsowf interest. “Which is
desirable is a low rate of taxation, doesn't havbed flat” was the conclusion of
the American economist.

Which shakes the tax competitiveness of Romantherarea is above the
high share of social contributions, the radicahfasf applying the flat tax. There
aren't taxed only the regular incomes with 16 petcbut also the savings and
investments.

The extension of the flat tax principle to all ileome forms puts us on
the second place in the area regarding the taxqaities. Ahead of us there is
only Poland, with 19 per cent. Neither to the taxoapital revenues we are not
much better, since we are somewhere in the avefitfee area. But in Estonia,
after introducing the flat tax, it was eliminatdeetdouble taxation of profit and
equities. Taxing the equities is also absent ima@acand Hungary. Noticing that
it loses ground regarding the tax competitiven@4s1 place in the world, with a
share of taxes of 48,6 per cent from the commerexatnue of companies), in
exchange, the Czech Republic introduced startiog fthe ' of January 2008 a
proportional taxation system. Regarding the taxnaome of natural persons, the
ex-system with four rates (12, 19, 25 and 32 pat)cgas replaced with a flat tax
of 15 per cent, which would be followed by a newcdiunt of 12,5 per cent in
2009. In exchange, the social and health contobstiwere included in the tax
basis of the tax on income.

According to the calculations of the American exgdvin Rabushka, the
author of the most important treaties about thetélg, including the contributions
in the tax basis makes that in reality the flat &pplied to the income in 2009 to
be of 19,4 per cent and not of only 12,5 per cAnbther component of the tax
reform from Prague aims the tax on profit of thenpanies: this was reduced
from 24 to 21 per cent in 2008, going to be dropped9 per cent in 2009.
Which, in practice, means only that in 2009, the&@zRepublic (through 19,4 per
cent tax on income and 19 per cent tax on profif)lve equal to Slovakia, where
is a flat tax of the personal incomes and thatoofganies of 19 per cent.
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Meanwhile, in Romania there are several forms afbii® taxation: on

profit and equities, on income and on the tradihgapital assets, and so on.

But in the current European context, Romania neadsimple and

competitive tax vision, which would attract the @swrs and bring forth a
transparent and easy to manage business environimeuatrallel with bringing to
light the underground economy and severe fightihgag evasion. Still, the
highest risk is that tax legislation to be helddeytain groups of interest, opposing
to the main principle of defending the competitaord not the competitors.
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Total Tax Rate — in Eastern Europe

Table 1
T(?t?TLaéZ I;:s\te Cprporate Labour | Other TR
Country comercial income tax taxes Rank
i tax TTR TTR TTR
profits)
Albania 46,8 17,7 24,5 4,6 105
Bosnia and 44,1 21,5 17,2 5,4 90
Herzegovina
Bulgaria 36,7 6,6 26,6 3,5 59
Croatia 32,5 11,4 19,4 1,7 34
Czech Republic 48,6 5,9 39,5 3,2 115
Estonia 49,2 9,3 38,3 1,6 118
Georgia 38,6 14,1 22,6 2 70
Latvia 32,6 2,2 27,2 3,3 37
Lithuania 48,3 8,3 35,2 4,9 112
Macedonia FYR 49,8 13,1 33,2 3,5 119
Moldova 44 10,5 31,6 1,9 89
Montenegro 31,6 9,3 20 2,3 30
Poland 38,8 12,7 23,6 2,1 67
Romania 46,9 10,4 34,4 2,1 107
Russia 51,4 14 31,8 5,7 131
Serbia 35,8 11,7 20,2 3,9 53
Slovakia 50,5 9 39,7 1,8 121
Slovenia 39,2 14,3 22 2,9 74
Ukraine 57,3 12,2 43,4 1,8 145

Source: Paying Taxes 2008 — The global pictures, The Wdkhk and
PricewaterhouseCoopers Survey, 2008



