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Tax Competition: Opportunity or Threat for Common 
European Market? 
 
* by Valdis Dombrovskis, Member of the European Parliament 

The author is Former Minister of Finance of the Republic of Latvia. 
 
"The principle of lower taxation is at the centre of the EPP-ED economic model. 
Competitiveness is at the heart of economic performance. We want fair and 
efficient competition of tax systems."  
 
Priorities of the EPP-ED Group for 2004-2009 
 
The enlarged European Union (EU) is on the way to form a framework for 
European political and economic cooperation. This is done in order to incorporate 
the dynamic and fast-growing markets of the new Member States into the 
general EU economic framework, without sacrificing their dynamism and their 
positive economical contribution to the EU as a whole. 
 
Each of the ten new Member States of the EU has brought with them individual 
experience from economic reforms and their views about future development. 
Our achievements should therefore be embraced by the EU as one way forward 
to overcome our weaknesses. 
 
As the EU expands, an important issue has come to the foreground among 
policy- makers.  
 
Should the tax systems of the EU Member States to a substantial extent be 
"harmonised", or should direct tax policy remain within the remit of Member 
States to allow tax competition between the member states? 
 
I would argue that tax competition is a key policy instruments that can enhance 
European competitiveness.   
 
I would also remind that new Member States are constrained by economic  and 
political hurdles that prevent them from rapidly reach the development level of 
the old Members. It is not a question of 5 or 10 years but for some of the 
countries it is a period of 15-35 years. It is therefore not surprising that, for 
instance, in Latvia, many people are convinced that the benefits from the 
Common Market and prosperity what European citizens can enjoy now will come 
only in lives of our children. The new Member states must achieve higher growth 
rates to ensure the real convergence with old Member states. It is therefore 
obvious that lower corporate tax rates in the new Member States are a valid way 
of achieving higher growth rates, stimulating business and inflow of capital. 
 
In a recent communication, the European Commission has set the contours for a 
more coordinated tax policy in the EU with a long-term focus on creating a single 
corporate tax base. 
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At the same time it is important to remember that each Member State 
understands its own specific conditions best and, therefore, can implement a 
country specific economic policy which aims to enhance the level of development 
and welfare. Tax policy is an essential part of the economic and entrepreneurship 
policy to achieve above mentioned targets.   
 
In Latvia, for instance, the most extensive tax reduction was carried out in 2003. 
In particular, the corporate income tax was reduced from 22% to 19% and further 
to 15 % in 2004. Also in 2003 the mandatory social insurance contributions 
(social tax) were reduced from 35% to33%. Despite the reduction of tax rates, 
the tax revenues increased by 12% in comparison with previous year and 
surpassed nominal GDP growth rate. The aim of the reduction of corporate 
income tax rate in Latvia has been to foster the creation of new enterprises, to 
reduce the "grey economy", and to improve tax collection rates. 
 
The practice of Eastern European and other countries demonstrates that the 
reduction of the tax rate does not automatically create the reduction of the tax 
revenue, since a lower tax stimulates business development and improves the 
discipline of tax payment.  
 
Tax Competition as One of Instruments for Reaching Lisbon Goals  
 
The Lisbon strategy launched in 2000 was discussed for the fourth time at this 
year’s Spring European Council. In the context of enlargement, the opportunities 
should be seized to give a new impetus to economic reforms. There is much 
work to be done to achieve the aims that the EU has set for 2010. Lisbon 
challenges appear to be more demanding for the new Member States and this 
fact has to be adequately reflected in the new financial perspective. It has to be 
ensured that all Member States benefit from the EU financing targeted at 
achieving Lisbon goals. 
 
If the EU wants to become the "most competitive economy in the world" by 2010, 
as stated by EU-leaders in Lisbon in 2000, I would recommend not ignoring 
growing competitive pressures of the global economy.  
 
It is obvious that investment decisions of the global players are to significant 
extent dependant on the attractiveness of a tax environment. If the EU is to stay 
competitive for both domestic and foreign investors, it is essential to meet the 
reality of global tax competition.  
 
The capital outflow from Europe should be minimized and capital inflow from 
other parts of the world should be maximized also through the means of taxation 
policy in order to reach the Lisbon goal to become the most competitive and 
dynamic knowledge-based global economy. 
 
Competition between countries provides politicians with incentives to improve 
government efficiency and saves taxpayers money. With growing international 
labour and capital flows, national governments are becoming competitors for 
taxpayers across national borders. Tax competition helps to move tax systems in 
efficient direction, because the substantial economic growth generated by tax 
rate cuts demonstrates that tax competition can be beneficial for all countries. In 
those countries that have adopted more efficient taxation systems, economic 
growth is maximized and the citizens have higher incomes.  
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By forcing the new Member States to adopt a policy of higher corporate taxation, 
thereby trying to pre-empt the possible capital outflow to these countries, the 
Lisbon goals cannot be reached, but instead it will lead to capital flight outside 
the EU. 
 
To summarise – the EU must meet the reality of the global tax competition. The 
competitive tax environments of the new Member states demonstrates the 
experience the whole EU should apply in order to become the most competitive 
economy in the world. 
 
 
 
 

 

 

 

 

 

 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
This Opinion is a publication of the European Enterprise Institute 
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