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ABSTRACT

TAX EXPENDITURES IN EUROPEAN UNION AND TURKEY

Coskun, Zeynep
M.S., Department of European Studies
Supervisor: Assist. Prof. Dr. Gamze Ascioglu Oz

May, 2010, 120 pages

This thesis analyzes the tax incentives and protection measures in the European
Union and Turkey. The definition and classification of these measures in the
form of tax expenditures will be stated in this study. EU’s tax provisions in
sources of the Acquis Communautaire will be described followed by the
practice in the EU’s major policy fields. The legal background and major
policy implications of these tax policy measures in the framework of Turkey’s
tax laws will be explained followed by an evaluation of to what extent

Turkey’s tax expenditures are harmonized to the EU.

Keywords: European Union, tax expenditures, tax legislation, tax incentives,

tax protections
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AVRUPA BIRLIGI VE TURKIYE’DEKi VERGI HARCAMALARI

Coskun, Zeynep
Master, Avrupa Calismalar1 Boliimii

Tez Yoneticisi: Yar. Dog. Dr. Gamze Ascioglu Oz

Mayzs, 2010, 120 sayfa

Bu calisma Avrupa Birligi ve Tiirkiye’deki vergi tesvik ve korumalarini
incelemektedir. S0z konusu tesvik ve koruma yontemleri calismada vergi
harcamasi olarak ele alinmaktadir. Vergi harcamalarinin teorik agiklamasi
yapildiktan sonra Avrupa Birligi muktesebatinda yer alan vergi ve vergi
harcamalar ile ilgili hiikiimler irdelenip Avrupa Birligi’nin 6nemli politika
alanlarinda vergi harcamalarinin etki ve kullanim alanlar1 incelenecektir.
Avrupa Birligi'ni takiben Tiirkiye’deki vergi harcamalarinin incelenecek ve
Tiirkiye’deki  uygulamanin  Avrupa  Birligi  entegrasyonu  yoOniinde

degerlendirmesi yapilacaktir.

Anahtar Kelimeler: Avrupa Birligi, vergi harcamalari, vergi kanunlari, vergi

tesvikleri, vergi korumlari
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INTRODUCTION

Various definitions of tax have been made in public finance literature,
most of these definitions seeking to identify the legal features of the tax.
Among these features, the most important ones are the “compulsory” nature of

tax and its payment “without consideration”.

In the OECD classification, the term “taxes” is confined to
compulsory, unrequited payments to general government. Taxes are unrequited
in the sense that benefits provided by government to taxpayers are not normally

in proportion to their payments.*

The primary purpose of the tax system is to raise the revenue needed
to pay for government spending. The goal is to raise this revenue without
distorting the decisions that individuals and firms would otherwise make for
purely economic reasons. Taxes are also an important tool of fiscal policy in
addition to meeting public expenditures.

Tax policy is not defined among the common EU principles.
“Taxation is at the heart of national sovereignty and one of the most protected
“chasses gardées of the EU Member States.”® However, regulation as per
the tax policy takes place under the common policy measures, and Member

States are able to enjoy their right to tax to the extent that Member State’s tax

! OECD, Definition of Taxes, DAFFE/MAI/EG2(96)3, 1996, p.3
2 “Private grounds”

® p.Cattoir, ‘A History of the Tax Package The Principlesand Issues Underlying the Community
Approach’, European Commission, 2007, p.1



policies do not hamper the functioning of the free competition and the
fundamental freedoms of the EU Acquis. *

The Treaty on Fuctioning of the European Union (hereinafter; TFEU)°
prohibits any tax discrimination which would directly or indirectly, give an
advantage to national products over products from other Member States. The
TFEU requires harmonisation of turnover taxes, excise duties and other forms

of indirect taxes.

During the economic conjucture and cross border trade terms of 1950s
when the Rome Treaty was signed it was sufficient to ban discriminatory
measures in indirect taxation in the event of cross border procurement of goods
and services in the Community. The first harmonization step in indirect
taxation was the harmonization of the capital duty, levied by Member States on
increasing capital for companies. An even bigger accomplishment in
harmonization of indirect taxes was the Sixth VAT Directive of 1977 which
ensured that VAT was applied to the same transactions in all Member States.
This suggested a common base for value added taxation all over the
Community, with bigger influence as to open the way to abolish tax frontiers

before cross border transactions.®

The achievements were not as glorious in the field of direct taxation
for a couple of decades following the Rome Treaty. “Direct taxation is an area

in which cooperation at EU level is notoriously difficult. Owing to the need for

* European Commission, ‘Tax Policy in the European Union', 2000, p.6

> Consolidated version of the Treaty on the Functioning of the European Union, 2008/C
115/01, OJ., 09.05.2008, C115

® European Commission, ‘Tax Policy in the European Union', 2000, p.12



unanimity, it took, almost 30 years of discussions to produce the first European
directives on business taxation, the 1990 Parent/Subsidiary and Merger

Directives”.’

In this respect another milestone in the EU’s taxation policy scene
manifested in 1996 Verona Council when Ecofin met informally to discuss the
most pressing tax issues of direct taxation. Verona discussions were carried by
the Commission together with a high-level working group which would later
form the Taxation Policy Group in December 1996, and a “Tax Package” was
adopted due to “the need for coordinated action at European level to tackle
harmful tax competition in order to help achieve certain objectives such as
reducing the continuing distortions in the single market, preventing excessive
losses of tax revenue or getting tax structures to develop in a more employment

friendly way™®.

The Tax Package consists of a Code of Conduct for Business Taxation
(hereinafter; the Code of Conduct, or the Code), the Directive on taxation of
saving income and the Directive on taxation of interest and royalty payments.

The Code of Conduct lays down those measures which affect, or may
affect, in a significant way the location of business in the Community. Code of
Conduct suggest that “tax measures which provide for a significantly lower
effective level of taxation, including zero taxation, than those levels which
generally apply in the Member State in question are to be regarded as

9,9

potentially harmful and therefore covered by this code.”” Now, after more than

" p.Cattoir, ‘A History of the Tax Package The Principles and Issues Underlying the
Community Approach’, European Commission, Doc. TAXUD/2007/2901, 2007, p.2
8 .

Ibid.

® Council of the European Union, ‘Code of Conduct (Business Taxation)’, SN 4901/99, 1999,
p.2



a decade of its publication in 1999, Code of Conduct is still a very powerful
tool to reduce unfair tax competition in Member States.

The design of taxes as a tool for achieving wider policy goals brings
forward the use of incentive and protection measures as a form of tax
expenditure. “In all OECD member countries, governments collect revenues
through taxes and redistribute this public money, often by obligatory spending
on social programmes such as education or health care. Their tax systems
usually include tax expenditures, provisions that allow certain groups of
people, such as small businessmen, retired people or working mothers, or those

who have undertaken certain activities, such as charitable donations, to pay less

In the broadest terms tax expenditure refers to any deviation from tax
norms or benchmark that would result in a decrease in the tax revenue
otherwise due. Tax expenditures are pervasive instruments used in almost all
OECD countries, where the EU Member States and Turkey are no exception as
well. The common feature of tax incentives and protection measures is that
they are used in both high and low income countries, however the difference
stems from whether they are classified as tax expenditure or not in the
budgetary processes. According to Swift, high income countries treat tax
incentives and protection measures as tax expenditure and monitor them as
government spending in the normal budgetary controls. Low-income countries
do not regard and treat these measures as tax expenditures. Developing
countries on the other hand also use tax incentives, but in most cases they have
not taken sufficient steps to make tax incentives accountable.™

Y OECD, ‘Tax Expenditure in the OECD Countries’, 2010, p.3

117 L. Swift, ‘Managing the Effects of Tax Expenditures on National Budgets’, World Bank,
WPS3927, p.2



EU Member States commonly use tax measures with regard to policy
areas such as supporting research and development activities, enhancing
environment friendly measures, or fighting unemployment. Using tax policy,
more specifically tax expenditures are at the discretion of the Member States,
as long as the measures introduced do not hamper the functioning of the

common market and free competition.

There are numerous incentives and protection measures (tax
expenditures) introduced in Turkey. There has usually been a consensus among
the tax theoricians and practioners with respect to the complicated and instable
structure of the Turkish tax system, where these numerous tax expenditure
measures do not help to simplify the system as well. However, the vision of the
Turkish tax authority for some time has been defined so as to improve the

country’s tax structure with simplicity, efficiency and stability.

This thesis investigates whether Turkish tax system is harmonized
with the EU in the field of tax expenditures. In order to be able to reply this
question the level of harmonization required in the field of tax expenditures in
the EU will be examined first by explaining the legal basis of the tax measures
and secondly by concentrating on the use of tax instruments in major policy
areas of the EU. Then the Turkish experience will be examined following the
action points that will be required from Turkey in the event of accession to the
EU.

In the first chapter of the thesis, a definition of tax expenditure will be
given based on the World Bank, and OECD definitions. This will be
accompanied by the country examples on how these tax expenditures are
reported and how big the tax expenditures are in the budgets of the said

countries.



The following chapter will highlight tax policy in the EU acquis, to
what extent tax harmonization or approximation is required in taxation, and
more specifically tax expenditure issues, and how the tax expenditures are
related with the tax competition and the ban on State aids in the EU. The use of
tax expenditures in major EU policy areas will be stated followed by an
evaluation of the treatment of the tax expenditures in the EU level.

Last but not least, the third chapter will focus on the Turkey case,
opening with the review of Turkey and the EU legal documents within the tax
and more specifically tax expenditure perspective. This will be followed by the
legal framework that is deemed to be related with the tax expenditure notion,
how they are forecasted and reported in the budgetary process. The Turkey
chapter will conclude with tax expenditures in major policy areas and with an
overall evaluation as per the harmonization of measures in the field of tax

expenditure.



CHAPTER |
INCENTIVE AND PROTECTION AS A FORM OF

TAX EXPENDITURE

The fine tuning of the fiscal policy in a world of increasing speed of
technology and information in the one hand, and the pressures to sustain the
fair market competition on the other hand becomes even more challenging in
these years that is marked by the infamous global economic crises.

The question of whether or not to provide incentives and protection
measures through fiscal stimulus packages have been debated by even the most
powerful world economies in the time of downturn. The threat of falling into
discriminatory taxation trap is out there for all the EU Member States and
Turkey; and the EU’s Code of Conduct for Business Taxation requires the

utmost attention throughout the debate to utilize the tax policy tool.

The need for fiscal stimulus to fight the crises also results in
significant increase in government expenditure. Thus the clear defition and
survellience of incentive and protection measures in the taxation area gains

importance due to the foregone tax revenue they bring on.

Recent trends in the EU in taxation area such as endeavours to
establish a common European consolidated corporate tax base, reduced VAT
rates, and coordination of Member States tax systems require a coherent system

of tax incentives and protection measures if not fully harmonized. *2

12 Eurostat, ‘Taxation Trends in the European Union’, European Commission, 2009, p.11



This chapter of the thesis will give the definition of tax incentives and
protection measures as a form of tax expenditure. The term tax expenditures
will be interchangeably used for tax incentives and protections throughout the
thesis. The definitions will be followed by different country experiences as
how they are defined as opposed to the normative tax system and how they are
reported for transparent budgetary purposes.

1.1. Definition and Classification of Tax Expenditures

Tax system is an important fiscal policy tool for the states to make
income distribution more equitable and to encourage total savings and

therefore economic growth.

In addition to its obvious function of raising revenue, taxation also
serves to extra fiscal goals of governments through tax expenditures. Where
normative or benchmark tax structure acts as the revenue raising component of
the tax system, deviation from the normal tax system manifests itself as tax

expenditure.

Tax incentives and protections are forms of tax expenditures, which in
broad terms, are tax provisions that deviate from a normative or a benchmark
tax system. Tax expenditures may take a number of forms such as exclusions,
exemptions, allowance, deductions, credits, preferential tax rates, or tax
deferrals. Tax holidays and tax free zones are tax expenditures subject to

specific time periods or geographical areas. **

137 L. Swift, ‘Managing the Effects of Tax Expenditures on National Budgets’, World Bank,
WPS3927, p.3



Although there are numerous definitions of tax expenditure, the
OECD definition as also used by the World Bank suggests that tax
expenditures are concessions that fall outside a tax norm or benchmark. Tax
norms include the rate structure, accounting conventions, the deductibility of
compulsory payments, provisions to facilitate administration and those relating
to international fiscal obligations.** This definition however, has not led to
international comparability of tax expenditures, because of differences of
opinion about the benchmark tax. There are difficult, probably intractable,
issues in cross-country comparisons of tax expenditures. There is no way to

make such comparisons unambiguously right.™

Tax expenditures are commonly used both by high and low income
countries. The difference however stems from how these are handled by each
country. Tax expenditures are recognized as government spending by high
income countries. This treatment results in endeavours to introduce tax
expenditure accounting and normal budgetary controls. Low-income countries
do not regard tax incentives as government spending items, in the sense that the
incentives are not subject to accounting and budgetary control. On the other
hand, there are transition economies and developing nations that make use of
the tax incentives but without sufficient measures to ensure accountability of

tax expenditures. '°

Tax expenditures can be divided in two main groups. First are those

that reduce the tax base (i.e. taxable income), with deductibles reducing the tax

1V, Bratic, ‘Tax Expenditures: A Theoratical Review’, in Financial Theory and Practice 30
(2), p. 113-127, 2006, p.114

> OECD, ‘Tax Expenditure in the OECD Countries’, 2010, p.38

187 L. Swift, ‘Managing the Effects of Tax Expenditures on National Budgets’, World Bank,
WPS3927, p.2



burden of a taxpayer by the product of the marginal tax rate and the amount of
the deduction. Then there are those incentives that reduce the tax due that is

the product of marginal tax rate and taxable income.*’

Tax expenditures are instruments used by governments to favour
certain groups or categories of taxpayers such as sectors, firms, individuals and
to provide incentives to given economic activities or branches.®® Tax
expenditures functionally provide governments’ financial assistance by not

collecting tax revenue otherwise due.

Based on policy documents, papers and discussions with industry
representatives, five characteristics have been identified which any tax

incentive program should possess:

i Generous enough to influence investment decisions

ii. Predictable enough to enable long-term investment planning
based on the incentives

iii. Simple enough to ensure that companies understand the
programs

iv. Low administrative burden to encourage even small
companies to claim the benefits

V. A clear targeting profile to concentrate resources to where

they have the greatest effect®

7 European Centre for the Development of Vocational Training, ‘Using Tax Incentives to
Promote Education and Training’,2009, p.20

8. Bratic, ‘Tax Expenditures: A Theoratical Review’, in Financial Theory and Practice 30
(2), p. 113-127, 2006, p.114

¥ European Commission, 'Promoting innovation by tax incentives, A review of strategies and

their importance to biotech growth’, 6th Framework Program Contract No. LSSB-CT-2005-
018768, 2005, p. 9

10



As opposed to the general provisions of tax laws, it may sometimes be
necessary to consider the special circumstances of certain taxpayers and to
make provisions accordingly. To meet this necessity, allowances and
exceptions may be provided in tax legislation. The purpose of such allowances
and exceptions is not to encourage any particular subject but to ensure the
protection of the taxpayer on various grounds by not applying the general tax
provisions. An example of protection measures in the tax systems of various
countries may be stated as the minimum living allowance which is intended to
exempt from taxing the necessary minimum income for subsistence on grounds
of social justice, and which is also put in effect in the Turkish tax system as of
01.01.2008. %

Most common examples of the protection measures in the tax laws

include:

i Cancelling the tax, suspending the periods, and not assessing
a tax penalty, in the event of a natural disaster;

ii. Rescheduling the tax debts of taxpayers who are in a difficult
economic condition;

iii. Disability allowance, which is intended to enhance the
competitiveness of disabled persons in relation to other citizens;

(\2 Exemption from taxation of artisans, craftsmen and small
farmers who are barely able to maintain themselves with their

incomes. 2

2 | aw No. 5615, 'Gelir Vergisi Kanunu ve Bazi Kanunlarda Degisiklik Yapimasina Dair
Kanun', OG. 04.04.2007, 26483

1 R Buyik, A Kiratl, ‘Vergi Tesvikleri ve Korumalari’, Maliye Hesap Uzmanlar1 Dernegi,
2001, p.6

11



These measures basically remove taxpayers from the scope of general
rules on social or economic grounds and are intended to protect them in
economic terms, sometimes through tax allowances and exceptions and
sometimes through the cancellation or rescheduling of taxes which have been

assessed.

1.2. Pros and Cons of Tax Expenditures

Just as normal public expenditures, tax expenditures may or may not
be justifiable economic policy objectives like income redistribution or the
correction of market failures. However, tax expenditures differ from direct
government expenditures in a number of ways. In particular, they are

frequently less visible and less clearly integrated into the budgetary process.

For these reasons, there is widespread concern that tax expenditures
are more difficult to control, more vulnerable to capture by lobby groups or
even corruption and therefore more likely to lead to budget imbalances and
governance problems than direct government expenditures. Since issues of
fiscal transparency and political accountability are particularly pressing in
developing countries, tax expenditures may be particularly problematic therein.
Moreover, since tax expenditures lead to more complicated tax systems, there
Is a concern that tax expenditures might encourage tax avoidance and tax

evasion as well.??

All this does not imply that tax expenditures are necessarily

undesirable as policy instruments. Depending on the policy objectives pursued

%2 C. Fuest, N. Riedel, ‘Tax evasion, tax avoidance and tax expenditures in developing
countries:
A review of the literature’, Oxford University Centre for Business Taxation, 2009, p. 47

12



and the institutional environment, tax expenditures may also have advantages.

2% For instance, if a malfunctioning of the tax administration deters foreign

direct investment, simply exempting investors from paying domestic corporate

income taxes for some time (tax holidays) may be more effective as a way of

encouraging investment than expenditure policies.

The positive aspects of tax expenditures can be summarized as below;

I Tax expenditures encourage private sector participation in
economic and social programs where government plays a main role;

ii. Tax expenditures promoting private decision making rather
than government decisionmaking;

iii. Tax expenditures reduce the need for close government
supervision of such spending

The negative aspects of tax expenditures mostly discussed by

theoricians are summarized as follows;

I. Tax expenditures bear the risk of being ineffective as some
are insufficient to override underlying economic forces or are offset
by other domestic or foreign tax provisions.

ii. Once introduced, tax expenditures are often not controlled
and are seldom abolished. This is why tax expenditures need
incorporating in the annual budget and should be subject to the same
detailed analysis that direct government expenditures have to endure
during the budgetary process.

iii. Tax expenditures provide open-ended government spending,

making it more difficult to estimate tax revenues.

2 bid.

13



V. Tax expenditures add complexity to tax laws, and increase
the cost of enforcing them, and enable lobbying of certain groups.?

Despite the theoritical dispute whether or not tax expenditures are
efficient ways to subsidize the related sector or group of people they are
addressed to, “tax expenditures remain a feature of all tax systems, and many
are widely believed to be effective and efficient as well as politically

unassailable”.®

1.3. Tax Expenditure Country Experiences

Although the concept of a normative, or benchmark tax structure was
first introduced in the US in the 1960s, the concern about the issue now
extends across countries. The definition of what is benchmark and what is not
differs widely among countries, and stemming from the difference of approach
the amount of tax expenditures across countries differ widely. A selection of

country definition of tax expenditures is given below.

Austria: “Government income forgone due to exceptions from the
general tax norm to the advantage of other agents with a view to
their private activities performed in the interest of the general
public.”

Canada, using a broad approach: “only the most fundamental
structural elements of each tax system are considered part of the
benchmark.” So that the deviations from tax benchmarks are tax

expenditures

24\/, Bratic, ‘Tax Expenditures: A Theoratical Review’, in Financial Theory and Practice 30
(2), p. 113-127, 2006, p.114

» OECD, ‘Tax Expenditure in the OECD Countries’, 2010, p.24

14



France: “Any legislative or administrative measure may be called a
tax expenditures if its application entails a loss of revenue from the
State, and hence a lessening of taxpayers’ burden in comparison to
that which would have resulted under the “norm”, that is the
general principles of French tax law.”

Germany: tax expenditures are those tax incentives that are special
deviations from the central concept of a tax norm, which involve a
shortfall of receipts.

Spain: “departures from the normal tax structure which represent
tax incentives or tax subsidies”.

United States Federal Government: Tax expenditures are revenue
losses resulting from federal tax provisions that grant special tax
relief designed to encourage certain kind of behavior by taxpayers
or to aid taxpayer in special circumstances. These provisions may,
in effect, be viewed as spending programs channeled through the

tax system.?®

The below tables from OECD’s 2010 Tax Expenditure Report gives a
cross country data as per the share of tax expenditures in GDP and relevant tax
revenue. 2’ The tables depict a wide range of magnitude of tax expenditures
which is a result of the differences in approaches in defining the benchmark tax
system and the derogations from it in the form of tax expenditures.

% 7 L. Swift, ‘Managing the Effects of Tax Expenditures on National Budgets’, World Bank,
WPS3927, p.5

" OECD, ‘Tax Expenditure in the OECD Countries’, 2010, p.44

15



Table 1

International comparison of tax expenditures (% of GDP) *
Latest actual year available

Canada Germany Korea Netherlands Spain UK us
2004 2006 2006 2006 2008 2006 2008

Purpose of tax expenditure, income tax*

General tax relief 0,00 0,00 0,05 0,00 0,00 0,00 0,00
Low-income non-work related 0,02 0,00 0,03 0,00 0,04 0,09 0,11
Retirement 1,68 0,00 0,02 0,06 0,17 2,32 1,02
Work related 0,39 0,03 0,03 0,06 0,01 0,15 0,07
Education 0,12 0,00 0,12 0,06 0,00 0,00 0,13
Health 0,27 0,00 0,29 0,00 0,00 0,00 1,05
Housing 0,20 0,18 0,05 0,05 0,41 1,20 1,05
General Business Incentives 0,41 0,00 0,68 0,48 0,52 0,77 0,41
R&D 0,24 0,00 0,15 0,07 0,03 0,04 0,09
Specific Industry Relief 0,05 0,01 0,18 0,18 0,04 0,11 0,23
Intergovernmental relations 1,55 0,03 0,00 0,00 0,00 0,00 0,63
Charity 0,21 0,00 0,13 0,09 0,02 0,09 0,33
Other 0,02 0,00 0,02 0,01 0,17 0,12 0,09
Total 5,16 0,26 1,75 1,06 1,41 4,90 5,21

T For every country except for Canada and Spain, fiscal years rather than calendar years are used,
For the United Kingdom, fiscal year 2006-07 is used (from 6 April 2006 to 5 April 2007), p.224

Source: Tax Expenditures in the OECD Countries, 2010, p.226, 227

Table 2
Tax Expenditures Integrated into Budget Process
(Selected countries, preliminary data)

Australia A separate government document.
Austria As an annex, part of "Subsidy Report" to budget documents
Belgium An annex to budget
Canada Not linked to budget process, but for pre-budget consultation.
France Appended to budget bill.
Germany As a part of budget, called "Subsidy Report"
Italy Not linked to budget process, nor as annex to budget document but an independent document.

As an annex to the budget memorandum, not directly linked to the budget but severs as an additional background
Netherlands information for the Parliament

Not linked to budget process, nor as annex to budget document, but as part of statistical supplement to Autumn
United Kingdom Statement (revenue)
United States As part of annual budget documents, but is not integrated into the budget process

Source: H.P. Brixi et al,. "Tax Expenditures-Shedding Light On Government Spending
Through The Tax System,"” the World Bank, 2003~ Swift, p.17

Tax incentives are tax expenditures. Tax expenditures are
conceptually and functionally distinct from those tax provisions that have the
purpose of raising revenue. They are government spending programs.
Therefore, to ensure fiscal accountability, they must be analyzed in spending
terms and must be integrated into the budgetary process. Tax expenditures
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must be audited for performance, and their information must be published to
achieve fiscal transparency.
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CHAPTER II

TAX EXPENDITURES IN THE EU

The EU is founded on the common market principle, and has aimed to
accelerate economic growth by removing obstacles to free trade. In the
framework of the single market, the aim has been the removal of barriers to
free movement of goods, capital, persons, and assurance of freedom of
establishment and free competition. These fundamental freedoms are achieved
through the Community Principles.

Tax policy is a symbol of national sovereignty and part of a country’s
overall ecomic policy helping finance public spending and redistribute income.
In the EU the responsibility for tax policy mainly lies with the Member States,

the EU has no power to create or levy taxes. %

The EU’s role in the area of taxation is founded on the principle of
subsidiarity. The aim is not to create standardized national tax systems but
rather to eliminate any obstacle that would occur in the functioning of free
market competition and realization of the fundamental treaty freedoms. The
intervention level of the EU changes according to market conditions and how
international trade and business is conducted.

In the economic and technological conjucture of the time of Rome
Treaty, introducing restrictions on discriminatory indirect taxation in the event
of cross border trade of goods and services in the Community would suffice to
ensure free movements of goods and services. However, in the time of

globalization and information technologies, these restrictions imposed in the

%8 European Commission, ‘Tax Policy in the European Union', 2000, p.5
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field of indirect taxation results in incompatible measures to avoid harmful tax
competition. Following the Communications adopted in December 2006, the
Commission continued discussions with Member States in the Council on a
series of initiatives to promote better co-ordination of national tax systems in
the EU. The aim is to ensure that national tax systems comply with Community
law and interact coherently with each other. The main objectives of a coherent
and coordinated tax approach are to remove discrimitation and double taxation,
prevent unintended non- taxation and abuse, and reduce compliance costs

associated with being subject to more than one tax system.

Economic and Monetary Union (hereinafter; EMU) strongly relies on
the harmonisation or approximation of the Member State’s laws that would
form an obstacle in front of the functioning of the EMU. Any discrepancy that
distort the neutrality in the decision making process regarding trade,
employment, establishment, and investment decisions would jeopardize the
common market.”® As tax policy plays an important role on the business
decisions; the EU also needs to eliminate the free market distortions stemming
from different tax policy measures regulated in the Member States.

Tax incentives and protection measures are important aspects of a
country’s tax policy, and the case is not different for the EU Member States
either. There are numerous tax incentive and protection regulations both in the
field of direct and indirect taxation in the EU Member States. Different tax
systems of Member States bring forward numerous tax norms together with
derogations from the benchmark tax systems via incentives and protection

measures.

Sy

Mahkemesi’'nin Bu Konudaki Rolii’, T.C. Maliye Bakanlig1 Strateji Gelistirme Baskanlig1,
2009/399, 2009, p.2
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On December 1997 the Code of Conduct for business taxation
(hereinafter “Code of Conduct” or “Code”) was adopted after the discussions
took place in 1996’s informal Council of Ministers meeting in Verona. The
discussions were focused on the coordinated action need in order to combat
harmful tax competiton within the EU. The Commission committed itself to
publishing guidelines on the State Aid rules to measures relating to direct
business taxation and produced the Commission notice on the application of
the State Aid rules to measures relating to direct business taxation in 1998. As
stated in this notice, “the Commission’s undertakings regarding State aid in the
form of tax measures forms part of the wider objective of clarifying and
reinforcing the application of the State aid rules in order to reduce distortions
of competition in the single market. The principle of incompatibility with the
common market and the derogations from the principle apply to aid “in any
form whatsoever”, including certain tax measures.” *° The Commission’s
notice emphasizes the need to examine the particular effects of aid granted in
the form of tax measures and define the consequences of the aid as per the

compatibility with common market.

Its virtue as stated by the former EU Commissioner for Taxation and
Customs Union, Laszlo Kovacs in the Brussels Tax Forum of 2009 is as
follows, "Code of Conduct on business taxation has been a successful tool to
reduce unfair tax competition. It identifies potentially harmful measures and
requires Member States to rollback specific business taxation measures deemed
to give rise to unfair tax competition. The Code is not a legally binding
instrument but it clearly has a strong political value. EU Member States have
committed themselves both to ensuring that the principles of abolishing

harmful tax competition are applied also in Member States' dependent or

%0 European Commission, ‘Commission Notice on the Application of the State Aid Rules to
Measures Relating to Direct Business Taxation’, OJ., 10.12.1998, C389/3, p.1
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associated territories and to promoting these principles among third countries.
This has led to a reduction in harmful measures in recent years. The Code of
Conduct Group is still monitoring the implementation of the rollback in the

Member States.”>!

The TFEU empowers the Community to take measures to eliminate
various types of distortion that harm the proper functioning of the common
market. Thus the EU bodies regulate and monitor the tax policy measures of

the Member States to the extent of authority conferred by the EU acquis.

2.1. Tax Provisions in the EU Law

There are three sources of the EU law namely, primary, secondary and
supplementary sources. The founding treaties on establishing and the
functioning of the EU; the major laws amending the founding treaties,
accession treaties are defined as the sources of primary law. Substantive rules
contained in the primary sources define the scope of policies and activities

within each policy area.

Regulations, directives, decisions, recommendations, opinions of
European Parliament as described in the TFEU are defined as secondary law,
in addition to communications, green papers, white papers, international

agreements contracted by the EU, or agreements between Member States.

Finally, supplementary sources are elements of law that are not
provided for by the Treaties; such as international law, general principles of

law and Court of Justice (hereinafter; ECJ) jurisprudence. ECJ is the main

31 | Kovacs, ‘Commissioner’s Opennig Speech at the Brussels Tax Forum 2009°, 30-31 March
2009, p.4
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judicial body of the EU. Articles 250 to 281 of the TFEU contain provisions
relating to the ECJ. Decisions of the ECJ, established in a sense to guarantee
respect for Community legislation, are among the sources that are compulsory

and binding for the entire Community.

Tax policy is not among the common principles stated in the TFEU.
Tax provisions take place in Articles 110 to 115 Part Three of the TFEU on the
Community policies. However, taxation is closely linked with most of the
fundamental EU principles, thus the interaction of these principles to tax policy

is obvious. %

Legal basis of EU’s tax policy is firstly the main source of primary
law; the TFEU. Reassuring in the Communication dated 23 May 2001 “Tax
policy in the European Union — Priorities for the years ahead” that there is no
need for the cross border harmonisation of Member State’s tax systems; the
Commission yet emphasized that compliance with the fundamental freedoms

and accompanying Community rules is obligatory.*

Community’s taxation policy is regulated in the TFEU mainly under
Part Three “Policies and Internal Actions of the Union”. Title VII of Part
Three, namely “Common rules on competition, taxation, and approximation of
laws” encompasses Articles 101 to 118 and will be elaborated below following
the explanation of tax aspect of fundamental freedoms of the EU as stated in
the TFEU.

%2 F Erkan, ‘Avrupa Birligi’nde Dolaysiz Vergilerin Uyumlastiriimasi ve Avrupa Birligi
Mahkemesi’nin Bu Konudaki Rolii’, T.C. Maliye Bakanlig1 Strateji Gelistirme Baskanligi,
2009/399, 2009, p.2

%% European Commission, ‘Tax policy in the European Union — Priorities for the years ahead’,
2001, p.4
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The framework of this section is determined as per the tax and related
articles of the TFEU in the following order:

I. Provisions for the establishment of the Customs Union and
the adoption of the common customs tariff (hereinafter; CCT);
regulated under Articles 28, 29, 30 and 31, prohibition of quantitative
restrictions; regulated in Articles 34 and 35

ii. Ban on state aids; regulated under Article 107

iii. Prevention of discriminatory taxation; regulated in Articles
110, 111 and 112, harmonisation of indirect taxes; regulated under
Article 113, approximation of direct taxes; regulated under Article
114,

2.1.1. Customs Union and Prohibition of Quantitative Restrictions

The European Customs Union, which was provided for in the Treaty
of Rome, was created on 1 July 1968. Its establishment eliminated tariffs
between EU Member States and introduced a Common Customs Tariff that
applies to the import of goods from outside the EU. The Customs Union
prefigured the advent of the Single Market fifteen years later, which lifted
customs barriers within Europe, and permitted the free circulation of goods,

capital and people.

The EU is the largest trading zone in the world with a population of
nearly 500 million, with the customs administration of its members
implementing a community customs code.** The true aim in the EU’s control

in customs is not to generate revenue for the Community, but rather to regulate

% European Commission, 'Customs Blueprints, Pathways to Modern Customs', 2007, p.8
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the cross border trade of Member States.* The legal grounds for regulating the
international trade are established in Free Movement of Goods Title of the
Community Policies of the TFEU. Articles 28 to 32 encompass the provisions
for free movement of goods and the Customs Union, followed by the
prohibition of quantitave restriction between Member States as stated in
Articles 34 to 37. These provisions establish a customs union in trade of goods
via prohibition of any customs duties and charges having equivalent effect in
all import and export taking place in Member States, and determine the

adoption of a common customs tariff in trade with third countries.

2.1.2. Ban on State Aids

Ban on State Aids is part of the common competition policy which
aims at preventing unfair competition in the EU. Instruments of the EU’s
competition policy are anti-trust rules, rules on mergers and State aid. EU

competition policy is founded on three principles:*

I. Preventing the formation of monopolies (cartels) through
agreements (or company mergers or takeovers) between enterprises;

ii. Preventing one or several enterprises from acquiring a
dominant position in the common market through irregular ways (e.g.
by making a common price agreement); and

iii. Preventing discrimination in State aids and public enterprises.

Sy

Mahkemesi’'nin Bu Konudaki Rolii’, T.C. Maliye Bakanlig1 Strateji Gelistirme Baskanlig1,
2009/399, 2009, p.24
% European Commission, ‘Report on Competition Policy 2008’, SEC(2009) 10004, 2009, p. 1
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Tax systems in Member States have to be in line with Community’s
State aid rules. Article 107 of the TFEU regulates Community’s ban on State
Aids. According to the article, State Aids, which can also have the character of
taxes, are defined as aids, which are implemented by a Member State or
through State resources under any form whatsoever and which distort or
threaten to distort competition by favouring certain enterprises or products.

The Commission’s notice on the application of the State Aid rules to
measures relating to direct business taxation emphasizes the need to examine
the particular effects of aid granted in the form of tax measures and define the
consequences of the aid as per the compatibility with common market. The
TFEU empowers the Community to take measures to eliminate various types
of distortion that harm the proper functioning of the common market. Thus the
EU bodies regulate and monitor the tax policy measures of the Member States

to the extent of authority conferred by the EU acquis.*’

The European Commission has the right to adopt a binding decision
for such aids to be discontinued if it concludes that they adversely affect trade
between member states or that the state intervention favours certain sectors or
companies in the economy. Member States must notify the Commission of the
state aid they intend to introduce. A unit created within the EU Commission
examines the amount of State Aids granted by each Member State and its
sectoral distribution. Such aids are published on the website of the EU under

the principle of transparency.®

%" European Commission, ‘Commission Notice on the Application of the State Aid Rules to
Measures Relating to Direct Business Taxation’, OJ., 10.12.1998, C389/3, p.1
% (http://ec.europa.eu/competition/ state_aid/newsletter/index.html), 19.03.2010
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According to the EU Commission practice and ECJ decisions, the
concept of aid includes all types of aids and direct or indirect tax advantages,

and consists of four groups:

I Cash aids, equity participations, provision of goods and
services on preferential terms;

ii. Loans on favourable terms, interest reductions;

iii. Debt guarantees; and

iv. Tax reliefs, tax deferrals®®

2.1.2.1. State Aids Provided Through the Tax Instrument

Certain sectors or products are supported with incentives provided
through the tax instruments such as tax rebates, exemptions, exceptions or tax
reliefs. Such support can be implemented via indirect or direct taxes. Incentives
provided via indirect taxes are usually implemented by keeping the amount of
tax rebates for export products higher than the amount of indirect taxes
applicable to the import of similar products. In the EU, this may lead to the
violation of the ban on excessive tax rebate. Where a member country
introduces such a practice, it is first investigated whether the action falls under
the ban on excessive tax rebate, before the investigation concerning the ban on
State Aids, because the former laid down in the TFEU Article 111, allows the
investigation to be finalised more rapidly than the investigation procedure
concerning the ban on State Aids, laid down in Article 108. In implementation
through direct taxes, total or partial waiver of the tax levied on export income

may be stated.

%N. Bilici, ‘Avrupa Birligi Tiirkiye Iliskileri Genel Bilgiler, Iktisadi Mali Konular,
Vergilendirme’, Seckin Yayincilik, 2005, p.159,160
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Among the common tax incentives implemented are VAT relief,
income tax and corporate income tax relief, investment allowance, accelerated

depreciation, local tax advantages.

2.1.2.2. Permitted State Aids

The ban on State Aids, laid down as the general rule by the first
paragraph of Article 107, is relaxed by the provisions in the following
paragraphs. Second paragraph of Article 107 enumerates the State Aids
compatible with the common market, such as the individual aids with a social
character that are implemented for consumers and the aids provided to areas
stricken by natural disasters. Third paragraph of the same article regulates state
aids that “may be” compatible with the common market. The examples include
aids for underdeveloped regions or regions with high unemployment rate, and
state aids for projects relating to the conservation of culture and cultural
treasures or to the common interests of Europe.

In addition to Article 107, the ban on State Aids is relaxed in the EU’s

common incentives policy framework. State Aids that:

i concern the establishment and development of SMEs

ii. are intended to support R&D activities of enterprises

iii. aim to ensure better protection of the environment

iv. support agriculture take place among the incentives permitted

by the common incentives policy of the EU.

2.1.3. Taxation

Enhancement of Internal Market and EMU is closely related with

Community’s tax policy. Abolition of discriminatory taxes and charges having
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equivalent effect on movement of goods within the Community directly
contributes to free movement of goods principle. However, Community’s tax
rules are not only limited with abolition of taxes on the exportation or
importation. The basic principle of the tax provisions of the TFEU and
additional sources of law is that, Member States do keep their national
sovereignty in taxation matters, with the assurance that no national tax policy
would hamper the functioning of the internal market and exercise of

fundamental freedoms.

The TFEU provisions 110, 111 and 112 on ban on discriminatory
taxation rules that discriminatory taxation and excessive tax rebates that are
intended to prevent Member States from developing measures to discourage
imports and encourage exports among themselves. The TFEU Article 110
clearly bans Member States taxing imported goods more than for similar
domestic goods as, measures to discourage imports. Similarly, Article 111
prohibits measures to encourage exports through excessive tax rebates.
According to the article, tax rebates for exports must not be greater than tax
collected on the domestic sale of the similar products. These provisions
actually imply that trade between Member States are no more treated as
“exports” and “imports” and those goods crossing the border do no longer lead

to a taxable event. *°

Prohibitions regarding discrimination through indirect taxes were
extended by Article 112 of the TFEU to direct taxes. Article 112 suggests that
measures so as to protect exports and discourage imports through direct
taxation are prohibited unless the measures therein are introduced for a limited
time period and approved by the qualified majority upon the Commission’s

proposal.

40 European Commission, ‘Tax Policy in the European Union’, 2000, p.14
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Article 113 introduces harmonisation of turnover taxes, excise duties
and other forms of indirect taxes. A form of indirect tax that was introduced in
1970 in EEC, with first and second directives, VAT was harmonised in 1977,
with Sixth VAT Directive®’. With the introduction of this Directive, it was
ensured that all taxable transactions were harmonised, meaning that a common
basis for VAT was founded across the Community. The importance attributed
to Sixth VAT Directive is not only limited with the common VAT base
determined; but also the first time manifestation of abolition of tax frontiers in

the Community.

Direct taxes are covered under the TFEU Article 115, which provides
for the “approximation” of national laws that have a direct impact on the
proper functioning of the common market by a unanimous decision to be
adopted by the Council upon a proposal of the Commission and also receiving
the opinions of the European Parliament and the Economic and Social
Committee. As direct taxes are not deemed to be directly affecting the freedom
of goods and freedom to provide services, to the extent of indirect taxes, direct
taxes are left to the discretion of the Member States.

The EU Acquis provides that the Member States shall work towards
the prevention of double taxation among themselves. Concerning the
prevention of double taxation, there are two agreement models designed by the
OECD in 1963 and the UN in 1979. These model agreements are intended to
prevent double taxation on income and wealth. The EU countries have
generally taken the OECD model as a basis in their agreements. In practice,
agreements for the prevention of double taxation have the effect of filling the

gap that remains after tax harmonisation.

4 Sixth Council Directive, 77/388/EEC, 0J., 17.05.1977, L.145
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Tax harmonisation is intended to ensure that the tax instrument
remains neutral in free movement of goods and capital. Differences in the tax
legislation of member countries lead to different tax burdens which constitute

an obstacle to proper competition.

Direct taxes are the elements of cost and directly affect the price of
goods and services. Enterprises of the countries which have lower direct taxes
are in a more advantageous position in international trade. Countries with
lower direct taxes have a better chance of attracting foreign investment. In
general, rebates of direct taxes in exports are prohibited. Contrary to direct
taxes, high indirect taxes do not have a considerable impact as they are
refunded in exports. (Obviously, countries with low indirect taxes may benefit
in the event of shopping by people who live near the border or by passengers.
For example, in Luxembourg, where indirect tax rates are low; petrol, tobacco
and alcoholic beverages are sold to attractive prices compared with the
neighbouring countries. Thus, people in the neighbouring countries as
Belgium, Germany and France who live near the border prefer shopping in

Luxembourg.)*

Member States should not be able to use taxes as an instrument to
enjoy a competitive advantage. Tax neutrality results in efficient use of
production factors and financial resources. “Generally the tax system should
strive to be neutral so that decisions are made on their economic merits and not
for tax reasons”.** When this is achieved, capital movements and choice of

location by companies will take place according to pure economic

*2N. Bilici, ‘Avrupa Birligi Tiirkiye Iliskileri Genel Bilgiler, Iktisadi Mali Konular,
Vergilendirme’, Seckin Yayincilik, 2005, p.155

8 J.Furman, ‘The Concept of Neutrality in Tax Policy’, in Testimony Before the U.S. Senate

Committee on Finance Hearing on “Tax: Fundamentals in Advance of Reform,” April 15,
2008, 2008, p.1
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considerations such as raw materials and labour. Therefore, it is essential to

eliminate externalities through tax harmonisation accordingly.

Nice Summit in the year 2000, adopted the principle of majority
voting in many areas where formerly unanimity was required, however it was
not possible to introduce the same in the area of taxation. As long as unanimity
continues, it will be more and more difficult achieving progress in tax

harmonisation within the enlarging EU.

Harmonisation and approximation of tax laws as per the taxation
articles in the TFEU confers the Commission to examine the Member States’
tax laws and make proposals to the Council for the elimination of incongruities
that hinder the proper functioning of the single market. Harmonisation process
starts first in the EU Commission, which prepares a proposal concerning the
tax legislation to be harmonised. The proposal is submitted to the European
Parliament and the Economic and Social Committee for their opinions to be
received. The Commission makes the necessary revisions in line with these
opinions and submits the proposal to the EU Council. The proposal is
discussed in the relevant working group of the COREPER. It is then submitted
to the ECOFIN Council for approval. If adopted there, the proposal is
published in the Official Journal of the EU. Following the publication, it
becomes necessary to implement the directive in all member countries with

priority over domestic law.**

Directives adopted by the EU Council are transposed to domestic law
in accordance with the determined schedule. The EU bodies have done a lot of

N Bilici, ‘Avrupa Birligi Tiirkiye Iliskileri Genel Bilgiler, Iktisadi Mali Konular,
Vergilendirme’, Seckin Yayincilik, 2005, p.158
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intensive work and achieved the harmonisation of certain taxes. Work
completed in this area is referred to as Community tax law in effect, and work

not yet completed as Community tax law at the stage of proposal.*
2.2. Tax Expenditures in the Major EU Policy Areas

The primary goal of taxes is to raise enough revenue for government
activities. Tax expenditures are preferential provisions in the tax norms that
result in a conscious reduction of tax revenue, usually intended by public
authorities to provide incentives or encourage particular types of behaviour
such as savings, research and development activities, etc.; or concrete groups
as some specific sectors, back-up to families, support to individuals or
enterprises for becoming involved in education/training activities, etc*®. These
tax incentives are often introduced as alternatives to direct government
spending. As discussed above, these preferential provisions can be applied
through very different means, such as allowances, exemptions, credits, reliefs

or deferrals.
2.2.1 Research and Development

There is widespread agreement that research and development
(hereinafter; R&D) investments are beneficial to society. It is also recognised
that governments can catalyse a positive development by stimulating business
R&D.

*® F Erkan, ‘Avrupa Birligi'nde Dolaysiz Vergilerin Uyumlastirilmasi ve Avrupa Birligi
Mahkemesi’nin Bu Konudaki Rolii’, T.C. Maliye Bakanlig: Strateji Gelistirme Baskanligi,
2009/399, 2009, p.2

*® European Centre for the Development of Vocational Training, ‘Using Tax Incentives to
Promote Education and Training’,2009, p.20
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In the Lisbon strategy, Member States committed to making structural
reforms to their economies. Within this context, the European Council called
for R&D investment to approach 3% of GDP by the year 2010, of which 2%
should come from the private sector. The Communication "Investing in
research: an action plan for Europe™ highlighted that R&D plays a key role in
achieving productivity gains and economic growth, but the social return of the
investment is often higher than the private return to the investing firm. This
market failure can be addressed through a combination of different public
support measures to increase private R&D investment, such as grants, tax
incentives and risk-sharing mechanisms, taking into account the specific

contexts and objectives of different Member States.*’

In order to remain competitive in research and development area
among its rivals the USA and Japan, the EU gives the utmost importance to
research, development and innovation. The EU’s emphasis on R&D manifests
in the Seventh Framework Programme of 2007-2013, where a European budget

of Euro 5.5 billion is spared for R&D activity all over Europe. *

In its Communication to the Council, the European Parliament and the
European Economic and Social Committee, namely “Towards a more effective
use of tax incentives in favour of R&D”, the Commission highlights tax
incentives to become one of the major instruments used in many Member
States to promote R&D activities. On the one hand, the Commission favours
Member States’ tax treatment for enhancing R&D, but on the other hand, it

draws the attention to complicated and dispersed applications which risks

*" European Commission, ‘Towards a more effective use of tax incentives in favour of R&D’,
SEC(2006)1515, 2006, p. 3

8 EU Seventh Research Framework Programme 2007-2013, MEMO/05/114 - Brussels, 7 April
2005
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“further fragmenting the European corporate fiscal landscape” leading to their
less than optimal cross-border use. ** Hence a certain level of coordination is
demanded in order to foster the effective use of R&D tax incentives across the
EU.

Keeping in mind the Member State’s sovereignty in taxation policy,
the above stated intention of promoting a more consistent and favourable tax
environment for R&D needs to be compatible with the fundamental freedoms
of the EU. The Commission, taking into consideration of the ECJ
jurisprudence, states that R&D tax incentives should be open to all firms
irrespective of size, sector, or location, avoiding both explicit and implicit

territorial restrictions.

Member States’ argument so as to secure tax revenue and fiscal
supervision have been declined as per proportionality principle, implying that
the restrictions so as to guard countries’ fiscal considerations may not be

deemed as proportionate to the aims sought. *°

Apart from the fundamental freedoms, the R&D tax incentives have to
comply with the State Aid rules. In order to provide for specific guidance the
Commission has adopted a “Framework for State Aid for research and
development and innovation”, where R&D tax incentives are assessed as per

their compatibility with the EU Law.™

* European Commission, ‘Towards a more effective use of tax incentives in favour of R&D’,
SEC(2006)1515, 2006, p. 12
* Ibid., p. 5

*! Ibid., p. 7
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Member States’ R&D tax incentives must conform to the fundamental
Treaty freedoms and the principle of non-discrimination. In particular, any
R&D tax incentive imposing restrictions on where the R&D is performed has

to be scrutinised to verify compatibility with the TFEU.

When analysing an R&D tax incentive, the Commission considers
both explicit and implicit territorial restrictions to be compatible with the
TFEU freedoms. An example of an explicit restriction is a legal provision
which restricts the benefit of an R&D tax incentive to activities performed
domestically. Territorial restrictions infringe upon the freedom of
establishment by excluding companies from conducting or outsourcing their
R&D elsewhere in the EU.*

Explicit territorial restriction was the central issue in the Laboratoires
Fournier ECJ case (C39/04), in which the ECJ ruled against the legality of the
French “Credit d’Impdt Recherche” in force at the time. Under the French tax
code (Code Général des Impots) industrial, commercial or agricultural
undertakings received a tax credit only for expenditure on R&D activity in
France. The ECJ ruled that legislation restricting the benefit of a tax credit to
R&D carried out in national territory infringes the principle of freedom to
provide services. According to the ruling, by introducing discrimination
regarding the place of establishment of the service provider, this legislation
was liable to restrict cross-border activities and was directly contrary to the
objective of Community R&D policy, which is to fully exploit the potential of
the internal market through the removal of legal and fiscal obstacles to
cooperation between undertakings. The French tax incentive was rapidly

modified to comply with the ruling.

*2 Ibid., p. 4
> Ibid., p. 4-5
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A tax incentive covering R&D costs incurred anywhere in the EU, but
that is subject to administrative approval favouring domestic R&D performers
over non-residents wishing to provide R&D services, when such approval is
needed only for R&D costs incurred abroad, or when the administrative burden
IS heavier for non-resident companies; a tax incentive covering the costs of
subcontracted R&D, but limiting the proportion of R&D that can be
subcontracted to non-resident entities are deemed to be implicit restrictions.
However, a tax incentive limiting the proportion of R&D that can be
subcontracted without making any distinction between resident and non-
resident subcontractors would be acceptable.>

For the effective usage of tax incentives in favour of R&D, the
Commission invites Member States to review their tax policy as per the

promotion of below issues:

i Supporting large-scale trans-national R&D projects
ii. Young Innovative Enterprises

iii. Promoting philanthropic funding of research

iv. Cross-border mobility of researchers

V. Facilitating cross-border outsourcing of R&D

Vi. R&D and VAT

Vii. R&D treatment in the common consolidated corporate tax
base

Giving tax incentives for R&D is one attractive strategy that can

efficiently stimulate investment in R&D companies with a minimum of market

> Ibid., p. 5
> lbid.,p.9-12
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distortion and bureaucracy. There are strong arguments in favour of supporting
business R&D through tax incentives. These include; overcoming the market
failure in early stage financing “Young Innovative Enterprises”, promoting
growth and creating high-quality jobs and promoting private investment in
innovative life science companies for enhancing public health benefits in the

long run. *°

A key European concern is to improve the environment for young
innovative companies to grow as emphasized in the Lisbon process. It is vital
to secure early-stage funding, to provide small business grants and to offer an
overall growth-friendly tax environment in which venture capitalists, business

angels, and companies feel comfortable with investing.

Several European States have introduced fiscal incentives for R&D. In
France, R&D tax credits have existed since the 1980s, but the Young
Innovative Company system launched in 2004 meant a decisive shift in policy
towards a much more friendly tax environment for the most innovative firms.
The UK has implemented a different system which also concentrates mainly on
SMEs. Belgium, the Netherlands, Ireland and Norway are other examples of
countries that have implemented fiscal incentives for business R&D; these all

have their own specific profile.>’

Tax incentives for R&D are most often available in the form of an

allowance, or a credit. Although R&D expenditure represents an investment for

*® European Commission, 'Promoting innovation by tax incentives, A review of strategies and
their importance to biotech growth’, 6th Framework Program Contract No. LSSB-CT-2005-
018768, 2005, p. 7

> Ibid., p. 5
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the future, almost all developed countries allow complete deduction of current
R&D expenditure, such as costs of materials and salaries for researchers.

A number of Member States including Spain, Denmark and Ireland,
allow immediate or accelerated write off of capital expenditure such as
machinery. The UK provides accelerated write off for buildings associated
with the R&D work.

Many countries provide tax allowances for R&D expendenditure. This
reduces the taxable profit and lowers the cost of the R&D investment. Austria,
Belgium, Denmark and the UK are examples of countries that provide tax
allowances. The value of these allowances for the company will depend on the

level of income tax that the company is facing.

A tax credit on the other hand, is applied directly to the tax that is
being paid. It is specified as a percentage of the R&D and this credit reduces
the tax payable. An important difference between credits and allowances is that
credits do not depend on the level of corporate tax. France, Spain, Ireland and
Norway are all countries that offer tax credits for R&D, and among the OECD

countries, credits are generally used more often than tax allowances.®

Constructing incentives for unprofitable firms thus requires special
solutions. One alternative is to allow companies to carry tax credits and
allowances back or forward in time, to set against profits in better years.
However, carrying a tax credit forward makes it less valuable since time erodes
its value. It is important to realise that young R&D-intensive firms are more in
need of immediate cash flow than of reduced tax bills in the future. To support

these companies, some countries provide tax incentives through an immediate

% 1bid.
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cash payment. This is current practice in, France, the UK and Norway, for

example, with variations in implementation.

The common rationale behind fiscal incentives for R&D is to increase
industrial investment in R&D by lowering the cost of such investments.
However, different countries have chosen strikingly different strategies to
achieve a common goal. It is important to gain an overview of the practices
that function best in order to improve existing systems, and guide countries that

have not yet put fiscal incentives into practice. >

In the longer term, it is desirable to seek an EU-wide tax definition of
R&D and innovation and to give such expenditure favourable tax treatment in

the common consolidated corporate tax base.
2.2.2. Small and Medium Sized Enterprises

In Eurostat’s 2009 statistics publication, small and medium size
enterprises (hereinafter; SMEs) are referred to as “the backbone of the
European economy, providing a significant source of jobs and economic
growth. They were indeed the main contributor to growth between 2004 and
2006”. *®® Compared to large enterprises, SMEs grew faster in number of

enterprises, number of persons employed, value added and labour productivity.

SMEs typically account for a significant percentage of total
employment in the OECD countries as well. Governments are therefore
understandably keen to ensure that their tax policies do not place SMEs at a

significant competitive disadvantage relative to other firms, including large

> Ibid.

% Eurostat, ‘Statistics in focus 71/2009°, 2009, p.1
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domestic and foreign-owned firms, operating in the same market. Also
recognising that many if not most large companies are created as small or
medium-sized companies where only some fraction of SMEs growing to be
large; governments are encouraged to ensure that policies are contributing to
the growth of SMEs.

Given the important role of SMEs and concerns in some cases that
SMEs may be at a competitive disadvantage with SME creation and growth
impeded by one or more factors including taxation, arguments are often made
that special tax incentives targeted at SMEs should be introduced, maintained
or enriched.®* At the same time, discouraging experience with the use of tax
incentives may caution against their use, with revenue loss and efficiency

concer